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The Bank of Japan (BOJ) raised its policy rate from 0.5% to 0.75% at its December 2025

Monetary Policy Meeting (MPM). One reason for the rate hike cited by BOJ Governor Kazuo
Ueda was the likelihood of a sustained positive feedback loop between wages and prices as
uncertainty about the US economy and other factors eases and downside risks recede.

The chart below shows how this wage-price feedback loop works. In a 25 December speech at
Keidanren, Mr. Ueda noted the importance of the mechanism whereby rising wages increase
household income and boost consumer spending, rising demand boosts consumer prices and
output prices, and corporate earnings improve. He also argued that in current economic

conditions, sustained growth in real wages is essential.

In this report, we analyze the positive feedback loop between wages and prices.
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Consumer spending resilient despite falling real wages

Sustaining the wage-price feedback loop will require a boost to household spending from rising
wages that in turn drives up corporate profits and leads to more aggressive wage-setting
behavior. Properly passing through rising wages into output prices will also result in sustained
inflation.

On the wage front, the outcomes of the past several years’ spring labor negotiations are evidence
of substantial growth in wages. This is supported by the BOJ's surveys of corporates' stance on
FY26 wage hikes, which indicates that many plan to continue with substantial pay increases in
FY26: for example, some firms plan to raise wages in line with FY25, partly in view of the impact
on their suppliers (autos), while others are considering raising wages for full-time employee more
than in FY25 to ease their sense of unfair treatment after last year's larger jump in part-timers’
pay driven by the substantial increase in minimum wage (hotels). However, real wages continue
to fall as inflation continues.

Despite this, consumer spending remains firm. While spending on non-durable goods remains
weak due to soaring food prices, spending on services and durable goods is trending upward and
overall spending remains firm. Consumer sentiment is also improving. However, it is improving
more among younger age groups and more gradually in older demographics, resulting in a K-
shaped divergence between households on sentiment as well.
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Shift from saving to investing supporting spending

Household spending remains firm despite falling real wages, with a shift from saving to investing
helping to boost consumer sentiment. Firstly, average savings rates for all age groups have risen
since the COVID-19 pandemic. While deposits still account for the majority of savings, the 2025
weighting for securities was up versus 2002 for all age groups. We think an increase in stock and
investment trust ownership driven by households' shift from saving to investing is creating a
wealth effect that is supporting spending.

Inflation also reduces the underlying value of cash and deposits, meaning that funds more readily
flow into assets such as stocks; these changes in asset structure are supporting firm consumer

spending.
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Note: Average savings rate = Net increase in savings / Disposable income x 100.

Companies still committed to passing through rising costs

We confirmed above that consumer spending remains firm despite falling real wages. However,
sustaining the positive feedback loop between wages and prices will require companies to
properly pass rising wages through into prices.

The latest CPI data also shows companies continuing to pass through higher costs. However, the
BOJ's surveys suggest that companies are nearing the limit of their ability to do so, with some
firms stating that pass-throughs remain inadequate and that they face losses if they continue with
the current pace of wage hikes (food).

At the same time, the output and input price Dls in the BOJ Tankan remain virtually flat but are
both elevated. We expect firms to continue with cost pass-throughs given that many indicate that
they expect both output and input prices to rise.

66.0% of respondents to a Teikoku Databank survey cited labor costs as the reason for price
hikes in Jan-Apr 2026, up sharply from 50.3% in 2025. We expect food manufacturers to continue
raising prices to reflect labor costs. While companies are nearing the limits of their ability to pass
through higher costs, we think they will need to continue doing so to some extent to secure
earnings.
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Wage-price feedback loop increasingly likely

We confirmed above that a sustained, albeit weak, positive feedback loop between wages and
prices is now more likely.

While real wages are falling, consumer spending remains firm, partly reflecting the shift from
saving to investing. A boost to consumer spending would improve corporate earnings and
translate into wage hikes. The fact that companies are raising prices to reflect rising labor costs
as well as raw material prices implies that the feedback loop between wages and prices is more
likely to function properly.

However, if the yen were to weaken, this would worsen Japan's terms of trade and could prolong
negative real wage growth. Sustained positive growth in real wages will be key to a positive
feedback loop between wages and prices, and forex trends therefore need watching.
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