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"Cheap Japan"” will be the driving force
behind Japan's revival

Musha Research Commentary

"Cheap Japan" has become a common understanding, and we should use it as a Musha Research Co., Ltd.
starting point for discussion. President

" " ; Ryoji Musha
In the past year, the concept of "cheap Japan" has become a common understanding as a musha@musha.co.ip
starting point for economic discussions. Rei Nakafuji of the corporate news department of http://www.musHa.éo.jp
the Nikkei Shimbun, who painstakingly researched the reality of Japan's abnormally low
prices, has made a significant contribution. In the 21st century, wages in Japan have hardly Tel +81-3- 3740 2143
risen at all. Japan's wages have barely risen in the 21st century, and as a result, the country 2-16-7-3912, Konan,

Minato-ku, Tokyo

is tied for last place with Italy in the G7 in terms of average wages, and was overtaken by 108-0075,Japan

South Korea in 2015, with the gap only widening. Also, the price of a Big Mac is about half
that of the best Swiss, and cheaper than South Korea and Brazil. The international price of
snow crab has reportedly soared 2.5 times in the past decade due to increased demand
from China and other countries around the world, making it harder for Japanese people to
eat. Diamond Inc. reports that not only prices and wages, but also stock prices and real
estate prices have become bargain basement prices and are being bought up by foreign
capital.

This is good news for Japan, because international price competitiveness is the key to any
country's economy, and "cheap Japan" will enhance international competitiveness and
create a virtuous cycle for the Japanese economy.

How to correct "cheap Japan": 1) Induce yen appreciation or 2) Raise wages?
However, "cheap Japan" is evidence of Japan's weakness, and there is a growing reaction
that this is a problem and that "cheap Japan" must be corrected. At first glance, this seems
like a natural response.

How can "cheap Japan" be corrected? There are two possible ways. The first is to correct
weakening the yen. If the yen appreciates in line with falling prices, Japan's lost international
purchasing power can be restored. Many economists share the argument that a strong yen
will allow Japanese people to eat snow crab once again, the price of which has skyrocketed.
The second way to correct "cheap Japan" is to forcibly raise wages. David Atkinson, a
member of the government's Growth Strategy Council, has called for raising the minimum
wage to encourage small and medium-sized companies that depend on cheap labor to
change their business model.

These two measures to correct "cheap Japan" will not be effective because they lack
economic rationality. Japan's deflation and falling wages began when Japanese companies
lost their competitiveness due to the extremely strong yen and were forced to lower their
wages. If the yen appreciates further, companies will be forced to lower wages even further
to remain competitive or move factories overseas. This is the anthill of a strong yen and
deflation.

In addition, the policy of forcibly raising wages in Japan does not seem to be feasible on its
own. Since low wages are caused by the decline in the price competitiveness of Japanese
companies, forcing them to raise wages will worsen corporate profits and further reduce
their ability to pay wages.
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"Cheap Japan is a good thing, and the virtuous cycle of Japan's revival begins here

We should think that "cheap Japan" is a good thing, that there is no need to change it, and that a virtuous circle will
start from here. The reason is that "expensive Japan" was the starting point of the vicious circle. This "expensive
Japan" has become extreme level with the strong yen, and Japan's price competitiveness has dramatically declined.
The root cause of Japan's decline is clearly the decline in price competitiveness, which was caused by the high prices
of Japan and the strong yen.

The world's most expensive country was the starting point of Japan's decline.

In the early 1990s, Japan was the world's most expensive country. Everything from hotel rates to everything else was
the most expensive in the world. The price of land at the Imperial Palace was almost the same as the price of land in
California. In 1990, the world's top ten banks by market capitalization were dominated by major Japanese city banks,
up to ninth place. In 1995, | testified as a witness in the Diet on the analysis of "Japan's abnormally high prices and
the widening gap between domestic and foreign prices," and explained that the high cost structure in Japan and the
appreciation of the yen were the causes. From there, prices and asset prices began to fall as if rolling down a hill,
and at the same time, the Japanese economy began to decline rapidly.

But now, with the depreciation of the yen in addition to the declining prices and wages, the price competitiveness of
Japanese companies is improving for the first time in the past 30 years. Since "Cheap Japan" means low costs for
Japanese companies, we can expect to see higher profits for Japanese companies in the future. For those companies
that produce overseas, this will come in the form of an increase in the yen equivalent of their overseas corporate
profits. This will lead to higher wages due to the increased solvency of companies and the tight supply-demand
balance for technical workers. The improvement in international competitiveness will become apparent in the global
manufacturing industry and in tourism-related domestic industries, which are expected to expand rapidly in the next
few years. In this way, "Cheap Japan" will be a driving force for the revival of the Japanese economy. A sustained
recovery of Japan's lost international purchasing power can only be realized if the international competitiveness of
companies is restored. The most important thing now is to continue the super monetary easing as long as possible
in order to weaken the yen.

Why is the tourism industry important?

Without Corona, what would have happened now? The Olympics would have brought a flood of 40 million tourists to
Japan, and if each visitor spent 200,000 yen, Japan's domestic industry would have received 8 trillion yen in new
foreign demand. Japan's inexpensive, high-quality tourism resources and services would have been offered to the
world's middle class, and demand would have skyrocketed. No matter where you travel in the world, there is no place
as cheap, safe, and delicious as Japan. Japan's domestic demand is being met by foreigners, a welcome turnaround
that would have been unthinkable a decade ago. This is what is sure to happen in Post Corona. We should consider
that "cheap Japan" is likely to trigger a virtuous cycle of economic revival in Japan, not only in the export industry but
also in the domestic industry, as prices become more competitive and demand increases.

The Balassa-Samuelson hypothesis works for Japan's tourism industry, which is particularly cosmopolitan.
The "cheap Japan" is particularly evident in Japan's domestic industries and service prices, where the cost
performance of Japanese tourism is considered very high by foreigners.

The reason why Japan's domestic prices are so attractive to foreigners can be interpreted by the Balassa-Samuelson
hypothesis in international economic theory. It starts from the principle that wages in the world are one price and that
labor wages in two countries with identical labor productivity will be the same. However, this is only true for tradable
goods (mainly manufacturing) that are mutually competitive in the international market. Then, how are the wages of
domestic demand industries such as service industries that do not compete in the international market determined?
It will follow the level of tradable goods industry’s wages of the country.

In other words, if the productivity of country A is twice that of country B in the tradable goods industry, wages in the
tradable goods industry of country A will be twice those of country B. Wages in the service industry of country A will
also be twice those of country B. In this case, wages in the service industries of countries A and B are determined
regardless of productivity. In general, the productivity of service industries, such as barbers, is not very different in
developed countries and emerging countries. However, the wages of a barber in a developed country can be as
much as 10 times higher than in an emerging country. In other words, the wage-price gap per unit of productivity is
particularly large in the service industry.

However, if international exchange becomes more active and the service industry attracts more foreign customers,
the situation will change, and foreign demand will rush to the cheaper service industry in country B (where productivity
is not much different, but prices are half as high). It is clear from Nakafuji's book that Japan's tourism-related prices
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are greatly undervalued in international comparisons, which will greatly increase tourism demand. It is expected that
the "cheap Japan" will be greatly corrected by the external demand that appears in the domestic industry of tourism.

In this way, "Cheap Japan" will increase the upside pressure on domestic demand industries even more than the
manufacturing industry. The flourishing tourism industry will be the driving force behind Japan's overcoming deflation.

Figure 1: Japan's starting salaries are now on

par with emerging economies

Annual base salary
for the first year of
employment

From Willis Towers
Watson’s 2019 Starting
Salaries Report. Foe
Japan, Sueveyed by
Keidanren. Avrage base
salary for new college
graduates, excluding

II movertime pay.
€
o
B
-

Source:
Nihon Keizi Shimbun

858

Auewuso I

200
100

N
80Ue.

uemie | j—

JEUIYD

puejiey L

puepezZyMS

* Beijing and Shanghai
Unit: 10,000 yen

Figure 3: Big Mac prices on a par with emerging

economies (Jan 2021)
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Figure 5: The yen's strength, which was much

greater than its actual strength, has been
corrected ~ JPY/USD PPP and spot rate
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engineers are paid less than

Japan is clearly losing in terms of salary.
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Figure 4: Disneyland admission fees and Daiso
prices in Japan are the lowest in the world
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Figure 6: Japan's ULC is the lowest in the world (productivity increased but wages did not)

ULC (National Currency Base)

(2000=100)
50 P
China s France ’/-‘
’
Germany Japan H
------ Korea !

Taiwan ¢
——us T

100

50 4

1950 1955 1960 1965 1970 1975 1980 1985 1990 1595 2000 2005 2010 2015

Source: US Conferenc Board, Musha Research

ULC (USS Base)

(2000=100)
00 -
China e France
Germany Japan

0+ttt
1950 1955 1960 1965 1970 1575 1880 1985 1590 1985 2000 2005 2010 205

rising until 2012 though)

Hourly compensation (National Currency Base)

(2000=100)

240 | oo France Germany o
Japan  ----- Korea -

220 4 P o
Taiwan UK ~

200 { ——US

180 4

160 4

140 4

120 4

100 4

a0~

G0

1996 1888 2000 2002 2004 2006 2008 20M0 2M2 2014 2016

Source: US Conferenc Board, Musha Research

Figure 7: Japanese Wage suppression blamed on strong yen (In US$, Japanese wages were
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Figure 8: Wages have been sacrificed to
deflation due to the strong yen
~ Japanese companies’ productivity growth is

on par with other countries, while value added
remains flat due to lower selling prices, and

wages have fallen sharply.
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Figure 9: Wage growth above productivity is the global norm, while the opposite is true in Japan

~ Wages in Japan have been kept below productivity since 1997
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Figure 10: Once Covid-19 comes to an end,

foreigners will become big buyers of Japan's
domestic demand-oriented industry.
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