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Summary of the paper
This paper investigates the effects of demographic changes on wage inflation. The
authors are motivated by three recent phenomena in advanced economies: low
inflation, decline of unemployment, and ageing of baby boomers. Specifically, they
conjecture that the weakness of wage inflation over the last five years reflects the
increase of labour supply by elderly workers (baby boomers). They use a simple model
and empirical analysis to show the determinants of wage inflation.
The paper assumes that three types of workers exist in the model: the young, the
elderly with continuous careers, and the elderly with discontinuous careers. The
average wage in the economy is the weighted average of wages of those three worker
groups. On the basis of several stylised facts found in the existing literature, the
authors derive the following predictions from a simple model. First, an increase in the
participation rate of discontinuous elderly workers decreases the average wage.
Second, an increase in the participation of continuous elderly workers has a mixed
effect on aggregate wages. Third, wages are more sensitive to the business cycle
when the participation rate of discontinuous elderly workers increases and less
sensitive when the proportion of continuous elderly workers increases. Overall, the
impact of population ageing on the average wage is ambiguous, and the paper
attempts to examine it empirically.
In the latter half of this paper, the authors estimate the wage Phillips curve using
both country-level and regional-level panel data. The country panel data include 19
OECD countries from 1996 to 2016 and the regional panel data include 203 regions
of 24 countries from 1999 to 2016. In addition to the standard wage Phillips curve,
the authors include the participation rate of elderly workers (or the difference in the
participation rate of workers aged above 55 and those below 55) as an explanatory
variable. The results show the negative association between wage inflation and the
participation rate of elderly workers, thereby suggesting that the increase in labour
supply of elderly workers negatively impacts wage inflation. They also examine this
relation by dividing regional samples into two groups according to the pace of
population growth. They find it robust even after controlling for possible effects of a
shrinking labour force that might cause both lower wages and higher participation
rates.
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Comments
This is an interesting and thought-provoking paper, and the authors discuss a very
important topic: the relationship between demographic changes and inflation.
Although we observe population ageing and low inflation in many advanced
economies, research studies on demographic effects on inflation are relatively limited.
The authors contribute to this area of study by empirically showing that an increase
in labour supply by baby boomers negatively affects wage inflation rates. From the
perspective of making the paper more persuasive, I have three brief comments.

1.

Relation of model prediction and empirical analysis

Although the authors present the model to account for the determinants of wage
inflation, the connection between the model prediction and the empirical analysis is
not well explained.
First, while the model identifies discontinuous and continuous elderly workers,
the empirical analysis does not consider this distinction. To fill this gap, it might be
more persuasive to add an empirical exercise using employment data by job tenure
(duration of employment).
Second, although the authors have derived a prediction regarding the business
cycle effects on wages, they do not test it in their empirical section. According to their
model, the “slope” of the wage Phillips curve would also be affected by the labour
supply of elderly workers; for example, wages are more sensitive to the business cycle
when the participation rate of discontinuous elderly workers increases. It would be
interesting to verify this prediction, for example, by introducing an interaction term
of the participation rate of elderly workers and a variable representing economic
slack.

2.

Specification of wage Phillips curve

The paper presents the wage Phillips curve in which wage inflation is determined by
lagged inflation, labour productivity growth, unemployment rate and participation
rate. One concern is that it is unclear what each term represents. It would be more
persuasive if the authors could explain on which model their specification is based.
For example, in a recent work on the wage Phillips curve, Gali (2011) gives a
similar specification based on the standard New Keynesian model. In his model, wage
inflation is associated with price inflation, unemployment and productivity growth.
He theoretically shows that wage inflation is proportional to the discounted sum of
expected deviations of current and future average wage markups from their desired
levels. Assuming wage indexation to price inflation and showing the relationship
between the wage markups and the unemployment rate, he explains that price
inflation, unemployment and productivity growth are relevant variables.

3.

Alternative explanation

Some previous studies analyse demographic effects on inflation on the basis of other
mechanisms. Therefore, it should be noted that the observed correlation between
population ageing and low inflation could also reflect other factors than those the
authors point out.

82

BIS Papers No 111

One alternative explanation is based on the secular stagnation hypothesis
(Summers (2013)). Eggertsson et al (2019) formally model a mechanism in which a
decline of population growth decreases loan demand, thereby resulting in downward
pressure on the natural interest rate. As the lower bound of nominal interest rates
becomes binding, the impact of monetary policy declines and this could lead to
longer recessions and lower inflation.
Second, Katagiri et al (2019) describe the association between demography and
inflation from the political economy perspective. In their model, population ageing
stemming from an increase in longevity leads to deflation by increasing the political
influence of the older generation. Under the fiscal theory of the price level (FTPL)
setting, the government increases its income tax rates (which harms the young) to
avoid an increase in prices (which would harm the elderly).
Third, Fujita and Fujiwara (2016) develop a New Keynesian search/matching
model to demonstrate that changes in demographic structure induce skill
(productivity) heterogeneity in the workforce, which results in low-frequency
movements in the real interest rate. When monetary policy follows the standard
Taylor rule that fails to internalise the time-varying nature of the natural interest rate,
the economy experiences low-frequency movements in the inflation rate as well.
Finally, other studies have also attempted to explore empirically the relation
between age structure in the economy and inflation (eg Juselius and Takáts (2015);
Yoon et al (2018); Barbiellini Amidei et al (2019)).
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