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Abstract

This paper evaluates the recent movement of Japanese tax reform.  We first summarize tax reform in 1990s. We then investigate the effect of recent tax reform in Japan on the real activities such as labor supply, savings, and corporate investment.   This paper points out that the long-run structural tax reform is more important than the short-run Keynesian fiscal policy in Japan.
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1. Introduction

Japan’s fiscal situation in 2000 is the worst of any G7 country, having deteriorated rapidly with the collapse of the ‘bubble economy’ in 1991 and the deep and prolonged period of economic recession which ensued, and from which recovery has been slow and modest despite the implementation of counter-cyclical policy. The deficit on the General Government financial balance in FY 2000 is about 10.0% of GDP, with a gross debt of GDP over 120%.  The inclusion of the surplus on social security reduces that deficit to 8%, and even that figure is highest among G7.  
Let us summarize briefly the recent movement of tax reform in Japan.  In 1999 we had a major tax reform, as summarized in Appendix.  The highest marginal tax rate on personal income was reduced from 65 % to 50 %, while the other marginal tax rates are not reduced.  Second, the standard national tax rate on corporate income was reduced from 34.5% to 30%.


In order to evaluate the recent movement of tax reform in Japan, it would be useful to consider the following points.  How would the recent tax reform affect the real economy in Japan?  What would be crucial for attaining successful tax reform in the future?  This paper will address these issues.     

2. Tax reform
2.1 Japanese tax system

It may be useful to summarize several features of the Japanese tax system.  (See also Ishi 1993).

1. The components of total tax revenue are almost equally distributed among personal income tax, corporate tax, and indirect tax. See Table 1. There are noteworthy features arising from these equal weights.  The share of corporate tax is fairly high in comparison with the other industrialized countries which have experienced declining trends in tax revenues.  With respect to corporate tax, a larger number of incorporated firms, in particular, small-sized firms, do not pay any corporate tax because their taxable income is often negative.  “Incorporating a family-oriented” firm is a symbol of skillful tax avoidance.  

As for the commodity tax reform Japan had levied commodity taxes on particular goods and services until 1989.  A broad-based, value-added tax was introduced only recently in 1989 at 3 per cent and its rate was raised to 5 per cent in 1997.

2.  Tax progressivity in personal income tax has been fairly high.  This is true not only on a statutory basis, but also on an effective basis which takes account of the status of before-tax income distribution. See Table 2.  Thus, employees whose before-tax incomes are higher than the average income level complain about a high tax burden.  It is interesting to note that even though some employees complain about their high tax burden and a possible detrimental effect on labor supply, no empirical evidence supports a strong tax distortion associated with labor supply.


There exists a considerable degree of tax avoidance and evasion in both personal income tax and corporate tax.  With respect to personal income tax, it is often said that there remains significant under-reporting of income among self-employed workers and farmers.  Employees who pay their personal income tax by  their employer withholding taxation from their salaries complain that the Japanese income tax system is unfair.　

3.  Capital income taxation deserves to be mentioned.  In the past the effective tax rate on capital income, especially interest income and dividend income, was very low because each individual could have tax-free savings up to a certain limit.  After April 1988, the amount of tax-free savings was greatly reduced.  Ordinary people, except for elderly (those aged sixty-five and over), disabled people, or single mothers, now have to apply a separate (uniform) 20 per cent interest income tax.  This reform may have a potentially significant effect on Japanese saving behavior and capital outflows.


If an expenditure tax is desirable, one choice would be to expand the range of tax benefits on all forms of savings in order to take us nearer to the expenditure base.  Another one would be to get back to a more comprehensive income tax and curtail the area of tax benefits for investment income.  Or, we could derive the optimal mix by explicitly specifying the social welfare function.

2.2 Effects on the real economy

The Japanese personal tax system in interest income and dividend income was quite generous in the hope that the system would encourage more saving, since higher savings could be used for a higher rate of investment.  The favorable tax treatment of financial assets (interest and dividend incomes) could be effective in raising the personal saving rate.  A low level of average income tax rate gives households more room for higher saving, since the disposable income is not greatly reduced.  

Most of empirical studies so far found that the effect of taxation on aggregate saving has been very minor.  However, it is likely that a change in the composition of domestic financial assets and a small effect on capital outflows could be observed.  The current tax system of taxing interest income at separate 20 per cent will be beneficial for households in higher-income classes and harmful for lower-income classes.


It is an appealing subject to inquire whether or not tax policy was responsible for encouraging more investment.  There are two separate issues when the effect of tax policies in investment activities is examined.  The first is to investigate the effect on tax policies on the cost of capital.  The second is to examine whether or not a change in the cost of capital affects the amount of investment.


The Japanese corporate tax system has prepared several special measures. (i) tax-free reserves such as (a) reserves for bad debts, (b) reserves for retirement allowance, (c) reserves for bonus payments, (d) reserves for price fluctuation, and several others.  (ii) tax allowance for inventory and depreciation, (iii) investment tax credit, (iv) cost reduction due to paying enterprise tax (one of the local taxes) and others.  A higher reliance on debt-financing in Japan lowers the effective tax rate of capital income based mainly on the corporate sector’s contribution.  The crucial element is tax deductibility of interest paid. It is possible that the interaction between income taxes and corporate taxes may reduce the cost of capital.  Most of empirical studies so far suggest that these measures would be effective in reducing the cost of capital, but would not be much effective in stimulating corporate investment. 


Fluctuations in the costs of capital are considerable, and they are attributable mainly to the change in real interest rates and the relative price between capital goods and output.  The importance of tax factor was very minor.  Namely, the real effect of various tax policies which aim at reducing the burden of the corporate sector in Japan was small when the effect was estimated in the form of either the cost of capital or the rental price of capital.  Much lower effective tax rates on interest and dividend incomes did contribute to lowering the estimated effective tax rates of capital income. However, the effect of various tax policies aiming at reducing the tax burden on corporate firms has been minor on the behavior of the corporate sector.  

In summary, a large number of studies suggest that investment behaviors has been unaffected by a change in tax policies, although it may change the value of the cost of capital. In other words, the cost factor is not a major variable which determines the firms’ propensity to invest, but it is a demand factor which encourages it to increase output capacity.  Firms’ strong propensity to invest, which was initiated by non-governmental forces is largely responsible for the high investment activity after World War Second.  However, the taxation on corporate income could have serious effects on investment in the future where the demand factor might not be effective to encourage investment.


The recent income tax reform in Japan contains three elements.

(1) a reduction in marginal tax rates,

(2) an increase in the special allowance for spouses in calculating taxable income,

(3) an increase in the basic allowance.

These three elements have different degrees of influence on the labor supply of married women, and the consideration of husbands’ income makes the story more complicated.  After tax reform there has been a minor positive effect on the labor supply of married women because of an increase in after-tax wage income, and there has been no significant effect on the labor supply of men.  The overall labor supply effect is marginally positive, and consequently the efficiency gain due to the reform in income tax would be marginal.


However, taxation could affect labor supply in the future where labor supply would be more elastic and human capital investment would become more popular in Japan.

2.3 Corporate tax reform

Tax reformers in various advanced countries including Japan have tended to lower the corporate tax rate while at the same time widening the tax base. See Table 3.  Their thinking about corporate tax reform is basically the same as about the income tax reform.


In the recent tax reform package of Japan, the major goal of corporate tax reform is to reduce the tax burden by decreasing the basic rate on retentions.  Tax rates on retentions in the national corporate tax has been reduced gradually over the recent years. A lowering of these tax rates aims to establish a corporate tax system in harmony with the international environment. Among advanced industrialized nations, Japan’s corporate tax rates (combined national and local tax rates) in 1988, was very high at 56 per cent, which was almost the same as Germany.  By contrast, UK taxed corporations at only 35 percent and USA at 39 per cent.  To attain parity with other countries, both first and second stages of tax reform proposed that the level of effective rates be lowered to less than 50 per cent in the near future.  The basic rate levied on ordinary corporations was gradually reduced, from 42 per cent in fiscal 1988 to 30 per cent after fiscal 1999.  See Appendix.


The reform plan makes the current corporate tax simpler in rate structure and move it back towards the original Shoup recommendations; at least, they contribute to the simplification of the current tax system.  In addition, tax concessions for dividends at the company level are terminated.  Namely, several adjustments are planned to rationalize the corporate tax burden.  They involve tax increases, which in turn enlarge the tax base.  

First, the tax on inter-corporate dividends is increased, and dividends by one corporations to another are subject to an additional corporate tax.  


Second, corporations were restricted in the amount of deductions they can take on interest payments for land purchases when computing the tax base.  This measure makes it impossible for them to deduct interest payments on loans for land purchases from taxable income as business expenses for four years.  It aims to discourage corporations from avoiding taxes by buying land with borrowed money.  Third, the generous treatment of foreign tax credits was corrected to prevent as excessive amount of credits from being taken, a practice that was much criticized.


In 1998 the national corporate tax rate was lowered by 3 per cent and the local corporate enterprise tax rate by 1 per cent, a move toward comparable levels in other developed countries, and the tax base was expanded.  In 1999 a further 6 per cent points cut was implemented.  

It was relatively easy to lower corporate tax rate.  The base-broadening measures, however, were too insufficient to allow a substantial reduction of corporate tax rates.  This posed practically the same problem as the individual income tax.  In addition, no attempts were made to eliminate other tax-free reserves, such as the bonus reserve, so as to widen the tax base.


As for local taxes on corporations it is argued that a shift in the tax base to some measure of firms’ benefits would make it possible to lower the tax rate and still maintain tax revenue.  Local governments depend on volatile and geographically biased tax revenues, necessitating heavy interventions by central government.

2.4 Direction of future tax reform
(1) Base-broadening


Two points are worth noting relating to the individual income tax.  First, there are still too many unnecessary and unimportant exemptions, deductions, and credits.  The need to expand the tax base is further exemplified by the following facts.

(i) Japan has uniformly higher marginal personal income tax rates but lower revenues than other countries.

(ii) It is generally believed that the self-employed bear less of a tax burden than they ought to if their income were known to the tax authorities.  Generous tax deductions available to employees are designed to achieve a better balance in the tax burden in relation to the self-employed.

(iii) As aging proceeds, the tax burden borne by younger people is expected to increase while elderly people are enjoying several tax advantages.  Generous tax deductions are available to the elderly.


The reforms to date are insufficient to broaden the base of personal income and corporate income taxes.  The basic tax rate of the national corporate tax decreased from the 42 per cent in 1988 to 30 per cent in 2000, but no major efforts have been made to broaden the corporate tax base.  Also, the tax treatment of capital gains from the sale of securities has become very controversial among general taxpayers in relation to the elimination of unfair tax burdens. 

In theory the higher the tax rates are, the more taxes tend to distort economic choices in regard to work efforts, saving, investment, etc.  Although the empirical evidence so far does not provide much disincentive effect of taxation, I think that the tax-disincentive effect could be serious in the near future in Japan. Furthermore, the higher the tax rates are, the more valuable any omission from the income tax base becomes.  Thus, an important target of the Japanese tax reform movement is to keep tax rates as low as possible, which reducing the number of income brackets.  The recent tax reforms in Japan may be justified from these theoretical requirements.  However, the base-broadening efforts are inadequate.

(2) Reforming Japan’s VAT


In comparison with the most common type of VAT used in EC countries today, the consumption tax in Japan contains several special measures which are likely to impair the possible merits of such a tax.


First of all, the special simplified procedures for measuring the tax base impair the advantages of broad-based indirect taxes.


Second, the consumption tax does not employ the tax-credit method which is used almost universally nowadays, although it is characterized by a very comprehensive tax permits.  The invoice system is not required at all stages of transactions.  Thus it is very difficult to assess the value of the tax base accurately because a strong incentive for cheating will remain.


Third, one of the unique features of the Japanese consumption tax is its extremely low rate.  The current 5 per cent standard tax rate is the lowest among major VAT countries.  Since the consumption tax was introduced in such an incomplete form, further reform will be necessary to achieve greater economic fairness and efficiency

3. Concluding Remark
Becker and Mulligan (1998) showed that “more efficient” tax systems which rely on broad-based taxes with fairly flat rate structures are associated with larger government;  A shift to a tax system with lower marginal deadweight loss reduces pressure by the taxpaying group, and raises total taxes and government spending.  I have elsewhere (See Doi, Ihori and Kondo 2000) shown another reason why raising income or consumption taxes results in bigger governments.  An increase in the tax revenue will lead to an increase in privileges, so it cannot alleviate the fiscal crisis much.  Its real effect is to enlarge group-specific transfers, resulting in a bigger size of government. 


Unlike the short-run demand stabilization policy, the structural reform emphasizes the supply side effect of fiscal policy such as reducing marginal tax rates and making government more efficient.  The long run structural tax reform is more important than the short run Keynesian tax policy in Japan.  In order to realize successful fiscal reconstruction, therefore, we have to stick to the long-term program for tax reform that has been agreed at the beginning of planning period.  

Appendix: Major Tax Reform for FY 1999

Personal income taxation

Reduction in the highest marginal tax rate


Personal income tax (national): 50% =>37%


Inhabitant tax (local): 15%=>13%

Proportional tax reductions


Personal income tax deduction rate: 20% (ceiling 250,000yen)


Inhabitant tax deduction rate: 15% (ceiling 40,000yen)

Corporate income taxation

Reduction in standard tax rate


FY1997
FY1998
FY1999

Corporate tax (national)
37.5%
34.5%
30.0%

Corporate tax (local)
12.0%
11.0%
9.6%

Combined effective tax rate
49.98%
46.36%
40.87%

Reduction in special tax rate for small business


FY1997
FY1998
FY1999

Corporate tax
28%
25%
22%

Corporate enterprise tax
6.0%
5.6%
5.0%

Measures for children and education

Increasing the exemption for dependent children under 16 years


For personal income tax 380,000yen=>480,000yen

Increasing the special exemption for dependent children between 16 and 22 years old


For personal income tax: 580,000yen=>630,000yen


For inhabitant tax: 430.000yen=>450,000yen

Housing- and land-related tax measures


In order to cope with the current severe economic situations, extraordinary measures related housing will be taken to prop up the economy, and land-related taxes will be revised to revitalize land transactions.

・Introduction of tax credit for housing loan system

・Special treatment of the gifts from parents of grand parents for acquisition of residential property

Tax reduction for investment in plant and equipment


To promote information-related investment and investment by small- and medium-sized enterprises, tax reduction for investment will be implemented.

Tax measures related to financial markets


Responding to the globalization of the economy and the development of reforms in the financial system, measures will be taken to make Japanese financial markets more attractive and to cope with difficult situations for corporate pension plans.

・Securities transaction tax and bourse tax will be abolished in FY 1999.

Table 1: International comparisons of tax revenues

Ratio of tax revenues to national income, 1995


United

States
United

Kingdom
Germany
France
Canada
Italy
Japan
Japan

adjusted

Corporate income taxes
3.0
3.8
1.3
1.9
3.6
4.2
4.3
3.5

Individual income taxes
11.6
10.9
12.4
7.1
16.8
12.5
6.1
6.0

Consumption taxes
5.7
13.8
12.6
14.0
11.5
13.1
4.3
4.3

Property-based taxes
3.6
4.2
1.3
4.8
5.3
4.1
3.4
4.3

Total taxes
23.9
32.6
27.5
27.8
37.2
33.9
18.1
18.1

Total taxes

Including social security taxes


31.9
39.7
45.3
51.3
45.1
47.9
28.5
28.5

Note: Japan’s adjusted figures are calculated according to the Japanese authorities view that enterprise tax and mineral product tax should be classified in other taxes which belongs to “property-based taxes”.

Source: OECD Revenue Statistics 1965-1996.

Table 2: Effective tax rate under the individual income tax

Single earner couple with two children, per cent 1998

Gross employee income

Million yen
Japan
United States
United Kingdom
Germany
France


Before special tax cut
After special tax cut





3
0.0
0.0
7.2
16.3
0.0
0.0

5
3.5
2.1
12.3
19.4
6.0
3.0

10
11.8
11.2
19.7
27.4
21.6
10.0

20
25.9
25.6
28.1
33.7
35.3
21.3

30
33.7
33.5
33.3
33.7
42.2
31.2

50
43.9
43.7
38.0
38.0
4.77
39.1

Minimum taxable income
3.6
4.9
2.5
1.1
3.7
3.2

Source:  Ministry of Finance, Japanese Tax System 1998.

Table 3: Effective tax rate under the corporate tax

Per cent, 1998


Japan
United States
United Kingdom
Germany
France

National tax
31.1
31.9
31.0
36.1
41.7

Local tax
15.3
8.8
0.0
15.6
0.0

Total
46.4
40.8
31.0
51.7
41.7
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