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Shackles on Service Prices

Economist: Junya Takemoto

According to the June Consumer Price Index (CPI) released on June 21, the core CPI (excluding fresh food
and energy) increased 4.2% year over year (up 4.3% on the previous month), the first decline in 17 months
(Figure 1). This is a sign of a change in the trend from the previous one, in which the rise had continued to
grow. If we divide the CPI into goods and services, it can be seen that the rise in the value of goods, which
had been driving the overall increase, has somewhat paused (Figure 2). The year-over-year rate of increase
in the domestic corporate price index has already decreased for the sixth consecutive month since its peak
in December of last year, and the pace of increase in the price of goods in the Consumer Price Index is
likely to be moderate.

Meanwhile, what we want to focus on is the movement in service prices. Because the price of goods rises
and falls due to fluctuations in costs, an increase in the price of services is essential for the Bank of Japan’s
target of sustained inflation. However, it is quite possible that service prices, which account for a large
proportion of labor costs, will continue to rise by nearly 2% as a result of the nearly 2% wage increase
resulting from the negotiations that took place this spring. However, the recent trend in service prices shows
a little bit of a peak out ahead of 2% year-over-year growth. In this report, we will delve into the current
trends in service prices.

Figure 1. Nationwide CPI Figure 2: CPI (Goods and Services)
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First, to get an overall picture of service prices in Japan’s CPlI, let’s look at the movement of public services
and general services. The year-over-year rate of increase for general services has risen to nearly 2%, while
that for public services has increased by just under 1%. Moreover, the year-over-year rate of increase for the
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most recent report (June) was reduced from the previous month (Figure 3). Public services account for less
than general services in terms of weight, but have a non-negligible share of 25% (Figure 4). In this sense,
the weakness of public service prices is one of the main reasons why service prices are stagnating.

Now, let’s take a closer look at what'’s inside public services. Within the category of public services, there are
housework-related services (auto insurance premiums, accident insurance premiums, fire and earthquake
insurance premiums, sewer premiums, etc.), medical and welfare-related services (medical care fees,
childcare fees, etc.), transportation and communication-related services (fares such as rail, taxi, and air
fares, highway fares, and fixed-line telephone fares), cultural and entertainment services (such as NHK
[Japan Broadcasting Corporation] subscription fees), education-related services (tuition fees for public high
schools and national universities), public and urban renewal organizations and public corporation fares, and
food service (meal service fees) (Figure 5).

If we examine the trends among the highest-weighted components, we can see that only “transportation and
communication-related services” have recently increased by more than 2% year over year (Figure 6). For
other items, overall growth has been sluggish. In particular, “medical and welfare-related services”, which
account for as much as 25% of public services, has remained almost the same as the previous year. As a
factor, “public services” include services provided by public institutions, and when rates are changed,
approval from the government, school boards, and other administrative bodies is often required. In its past
outlook reports, the Bank of Japan (BOJ) has pointed to the possibility of “subsidy to public enterprises’
profits is common, and operating expenses and depreciation of equipment are not easily reflected in fees”.
“In Europe and the United States, the percentage of direct government involvement in the pricing process is
small, and independent regulatory committees set prices for utilities based on the cost structure and not on
the assumption that subsidies will be provided,” the report said. This strong government involvement in
public utilities may be holding back Japan’s rising prices.

Figure 3: CPI (Public/General Services) Figure 4. Weight Breakdown of Services
(YoY, %)
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Figure 5: Weight Breakdown of Public Services Figure 6: CPI (Public Services)
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Let’s take a closer look at what’s in the general services category. Attributable rent for owner-occupied
housing accounts for the largest proportion of general services (Figure 7). Other categories include
communication, education, and entertainment services (charges for cellular phone communications, internet
access, lodging, lessons, golf, movies, etc.), housework-related services (remodeling and building expenses
such as exterior painting expenses, automobile-related expenses such as automobile maintenance
expenses, beauty expenses, etc.), food service (general food service expenses excluding school lunch
expenses), education-related services (tuition fees for private high schools, private universities, cram
schools, etc.), private rent, and medical and welfare services (health screening fees, massage fees, etc.).

If we look at trends among the highest-weighted categories, it can be seen that food service, housework-
related services, and communication and entertainment services have already increased by more than 2%
year over year (Figure 8). On the other hand, there is little movement in the “rent attributable to owner-
occupied houses” and “private rent”. In particular, “imputed rent for owner-occupied houses” accounts for the
largest proportion of general services, so the impact of this inaction is significant (In Japan, the “attributable
rent of homeowners” is estimated from the rent surveyed as “private rent”). The factors pointed out are (1)
problems with the measurement method of the domestic CPI and (2) difficulties in rent revision by the Land
Lease Act. (1) It is often pointed out that the Japanese CPI does not take into account the quality adjustment
due to the aging of houses, and that there is a technical downward bias in the statistics. Regarding (2), in
Japan, under the Land and House Lease Act, the rent for continuing to live in the same property is not
allowed to increase unless there is a justifiable reason (such as a change in property tax due to a change in
land price or an extreme divergence from that of surrounding properties). In light of this legal system, there
are some suggestions that an increasing number of landlords are opting for the “fixed-term tenancy” system,
which sets the lease period, but the proportion of such properties remains small at present. In light of these
factors, it is highly likely that “owner-occupied rent” and “private rent” will continue to act as a drag on
service prices.

However, it is not enough to consider the underlying trend of service prices based only on the CPI, which is
based on the “static rent”. If you look at the survey results of private real estate companies’ rents for their
properties published on HP, you will often find that rents are up 2% from the previous year. This is a natural
consequence of rising inflation expectations and increasing labor costs. It is not clear whether the Bank of
Japan will make a fundamental assessment of prices in light of these factors, but from a perspective that
excludes the impediments we have seen to prices, the Japanese economy seems to be making steady
progress toward achieving the BOJ’s price target.



Figure 7: Weight Breakdown of General
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Figure 8: CPI (General Services)
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Economic Outlook: 2023-2024 Forecast

Figure 1: Forecasts for Economic Growth, Inflation, and Unemployment Rates
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Real GDP growth is in QoQ annualized for U.S. and Japan, QoQ for euro area and YoY for China and India. Inflation rate is in YoY%. Inflation rate is YoY, % of core index (ex.
fresh food) for Japan, YoY % of PCE deflator for U.S., and total YoY% for the rest.

Figure 2: Forecast for Rates
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Figure 3: Forecast for FX and Oil Price
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¥ Crude oil prices are averages for each period. Source: SMBC.
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any financing or extension of credit or service, and does not contain any tax or legal advice. This presentation has been prepared
by SMBC Group (which may include, collectively or individually, any of the following entities in the Americas Division: Sumitomo
Mitsui Banking Corporation (“SMBC”), SMBC Nikko Securities America, Inc. (‘SMBC Nikko”), SMBC Nikko Securities Canada,
Ltd. (“Nikko Canada”), SMBC Capital Markets, Inc. (“SMBC-CM”), SMBC Leasing and Finance, Inc., JRI America, Inc., and
SMBC Rail Services LLC) and is being furnished by SMBC Group solely for use by the client or potential client to whom such
materials are directly addressed and delivered. This presentation is confidential, and is the property of SMBC Group subject to
copyright. Any reproduction of this presentation, in whole or in part, is prohibited, and you may not release these materials to
any person, except to your advisors and professionals to assist you in evaluating these materials, provided that they are
obligated, by law or agreement, to keep the presentation confidential. These materials do not constitute research, a
recommendation or an offer or solicitation to any person to enter into any transaction or adopt any hedging, trading or investment
strategy. Prior to participating in any such transaction, you should consult your own independent, competent, legal, tax,
accounting and other professional advisors.

In preparing this presentation, SMBC Group has relied upon information available from third parties, including public sources,
and we have assumed, without independent verification, the accuracy and completeness of such information. Specific prices,
indices or measures, including ranges, listed in this document were prepared at the time the document was prepared, and are
subject to change without notice. SMBC Group makes no representations to and does not warrant this presentation’s accuracy
or completeness. SMBC Group expressly disclaims any liability for any use of the information set forth herein, including, without
limitation, any use of the information set forth herein in the preparation of financial statements or accounting material.

These materials may contain forward looking statements, which may include projections, forecasts, income estimates, yield or
return, future performance targets or similar analysis. These forward-looking statements are based upon certain assumptions.
All forward-looking statements are based upon currently available information and SMBC Group is not obligated to provide an
update. Actual events may differ from those assumptions. Opinions, projections, pricelyield information and estimates are
subject to change without notice. There can be no assurance that estimated returns or projections will be realized, that forward-
looking statements will materialize or that actual results will not be materially lower than those presented. Past performance is
not necessarily indicative of future results. Any transactions or strategies addressed may not be suitable for all parties. The
value, price or income from transactions or strategies may fall as well as rise. SMBC Group or an affiliate may have a position
in any of the underlying instruments, assets, indices or rates mentioned in this document. You should make your own
independent judgment or seek independent financial and tax advice with respect to any matter contained herein.
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