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Japan

RYUTARO KOMIYA

UNIVERSITY OF TOKYO

1. THE LEVELS OF CAPITAL FORMATION AND
PUBLIC FINANCE IN POSTWAR JAPAN

Postwar Economic Growth of Japan

The four key factors associated with the high economic growth rate
in Japan have been a high level of capital formation, investment
demand, and capital productivity coupled with the rapid absorp-
tion of disguised unemployment.

HIGH LEVEL OF CAPITAL FORMATION!

One of the most conspicuous factors contributing to the very high
growth rate of the postwar Japanese economy is the high propor-
tion of capital formation out of gross national product (GNP) or
gross domestic product (GDP). Table 1, which compares Japan’s
postwar and prewar periods, indicates that both the postwar growth

Note: The author is indebted to Shinji Imanaga, Takashi Ohmura, and
Minoru Monden, all of the Tax Bureau, Japanese Ministry of Finance, who
assisted him in preparing data underlying some of the tables in this paper, and
answered his questions with unwearied patience. He is also grateful for the
helpful comments of John A. Buttrick, Sei Fujita, and Ryuichiro Tachi. The
rescarch underlying this paper was partly financed by a grant from the Fund
for Advancement of Economic Research, the University of Tokyo.

For conversion purposes, 1 yen =0.28 U.S. cents, or 360 yen = $l.

* Unlike most other papers presented to the Conference, the analysis in this
paper is confined mostly to the effects of taxation on capital formation. Un-
doubtedly taxation affects the course of economic growth in other ways as well.
However, at least so far as postwar Japan is concerned, not much is known about
the effects of taxation on work incentives, on supply of venture capital, on
mergers and industrial organization, and so on. Also, in postwar Japan, the pro-
motion of capital formation, encouragement of export, and development of
heavy and chemical industries have been the three main pillars of economic
policy. The policy-makers have paid little attention to the resource-reallocation,
income-redistribution, or counter-cyclical functions of the tax system.
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TABLE 1
Japan’s Rate of Growth and Capital Formation Proportions, 1887-1960

Number Rate of Gross Net
of Growth in Investment  Investment

Period Years Real GDP Ratio® Ratio®

1. 1887-96 10 4.2 11.0 6.4
2. 1897-1906 10 2.7 9.3 2.0
3. 1907-16 10 4.9 11.9 7.3
4, 1917-26 10 3.4 16.3 9.3
5. 1927-36 10 4.8 15.9 9.7
6. 1931-40 10 4.9 17.2 11.5
7. 1950-55 6 9.0 26.7 22.4
8. 1955-60 6 11.7 31.6 24.2

Source: Kazushi Ohkawa, Analysis of the Japanese Economy; Growth and Structure (in
Japanese), Tokyo, 1962; Japanese Government’s National Income White Paper
(annual); Henry Rosovsky, Capital Formation in Japan: 1868-1940, New York, 1961.

& Gross domestic capital formation divided by GNP, both in current prices.

b Net national capital formation divided by net national product, both in current

prices.

rate and capital formation ratios are about double their prewar lev-
els. Compared with the other industrial nations in this survey,
Japan’s gross domestic saving and gross domestic investment ratios
were the highest (see Table 2). Moreover, starting from around 1955,
there has been a marked upward trend in Japan’s capital forma-
tion ratio (see Table 8). The postwar reconstruction process in
various sectors of the economy ended around 1953 or 1954, and the
Japanese economy entered, after 1956, a new era of growth, led by a
heavy investment spurt. Between 1955 and 1961, the real gross fixed
investment within the private sector increased at the exceptionally
high rate of 29.6 per cent per annum and its ratio to GNP jumped
from 9.4 to 24.2 per cent. In terms of saving, the average propensity
to save of both the household sector and wage- and salary-earners’
families doubled between 1954 and 1961. In 1961 the ratio of gross
domestic investment to GNP stood at an unprecedented high level
of 44.9 per cent, and the household sector’s average propensity to
save out of disposable income stood at 21.3 per cent.2

*The investment and saving ratios declined slightly in 1962. This was due to
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TABLE 2

International Comparison of Rate of Growth and
Capital Formation Proportions, 1950-60

(ratio of investment to GDP,* per cent)

Gross Ratio of Gross
Rate of Gross Investment Increase Domestic
Growth in Domestic in Plant and in Saving

Country Real GDP Investment Equipment® Stocks  to GDP°

Japan 9.5 28.9 16.3 6.2 29.9
Germany,

Fed. Rep. 7.7 23.8 13.4 2.7 26.0
Italy 6.0 21.0 12.7 0.9 20.5
Netherlands 4.4 25.0 14.8 2.3 26.8
France 4.2 18.4 11.2 1.6 18.4
United States 3.3 17.6 10.0 1.1 18.3
Sweden 3.2 21.3 12.1 1.0 21.4
United

Kingdom 2.8 15.7 10.3 1.0 15.5

Source: U.N., Yearbaok of National Accounts Statistics and World Economic Survey,
1959 and 1960.

® In constant prices. Average for 1950-60.

b Fixed capital formation by private enterprises, public corporations and govern-
ment enterprises.

¢ In current prices. Average for 1950-60.

STRONG INVESTMENT DEMAND

Investment demand has been high in postwar Japan. Why has
this been so?

1. Except possibly for some Eastern European countries, the
damage to the Japanese economy caused by World War II was the
heaviest, and the recovery and reconstruction period after the war
was the longest, experienced by any nation. Most production and
consumption statistics did not regain their prewar peaks until some-
time between 1950 and 1954. Industrial production passed its pre-
war high in 1951 and real per capita consumption recovered its pre-
war (1934-36) level in 1958. Therefore, Japan’'s very rapid rate of
economic growth and capital accumulation up until 1955 might be

the monetary tightening which followed the balance of payments difficulty in
1961, and to a rise in the income-share of hitherto low-income families.
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TABLE 3
Japan’s Investment and Saving Ratios,* 1950-61
(per cent of GNP)

i Average

Average Propensity

Propensity to Save

Gross Private to Save of Wage-

Domestic  Fixed Gross of the and Salary-

Fiscal Invest- Invest- Domestic Personal Household Earner’s

Year  ment? ment®  Saving® Saving®  Sector? Families?
1950 26.5 9.8 29.4 10.4 13.8 —
1951 28.7 9.7 30.6 13.2 19.1 2.0
1952 26.1 10.4 25.9 11.3 15.6 4.4
1953 26.3 10.5 23.8 7.4 10.6 5.6
1954 23.7 10.3 22.1 7.5 10.4 7.2
1955 25.3 9.4 25.3 10.1 13.9 8.9
1956 30.0 13.8 30.3 10.5 14.9 11.3
1957 30.4 15.9 30.9 10.8 15.3 11.9
1958 28.0 16.3 30.4 11.3 15.5 12.1
1959 36.1 17.8 34.9 12.4 18.3 13.4
1960 40.1 22.0 39.4 13.4 20.1 14.3
1961 44.9 24.2 41.3 13.8 21.3 15.9

Sources: Japanese Government, National Income White Paper and Annual Report on
Family Income and Expenditure Survey.

& Ratio to GNP, unless otherwise specified.

b Annual average in constant (1955) prices.

¢ In current prices.

4 Personal saving divided by disposable income for calendar year.

explained as that of a recovery and reconstruction period, but the
accelerated growth and capital accumulation thereafter cannot be
considered part of the recovery process.?

2. Technological innovations which were introduced during and
after the war in the United States and other foreign countries were
introduced into Japan after the war. This rapidly narrowed the

?Until a few years ago there were many writers in Japan who considered that
the country’s rapid economic growth was primarily due to recovery factors, and
who predicted that the rate of growth would decline as recovery factors dis-
appeared. See for example Japanese Government, Economic White Paper (in
Japanese) for 1956 and 1958.
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gaps in technology between Japan and foreign countries, and at the
same time created in Japan vast new investment opportunities.*

3. The land reform, the dissolution of the Zaibatsu regime, the
diffusion of labor unionism, and other reform measures which were
carried out after the war resulted in a more equal distribution of
income than in prewar years and in the expansion of the domestic
market. Particularly, the land reform led to a rise in the living
standards of the peasants. The rapid spread of consumer durables
such as TV sets, sewing machines, and washing machines would
never have occurred under the prewar semifeudal system of land-
holding.

4. Dissolution of the Zaibatsu regime, rapid changes in the in-
dustrial structure, and the general increase in the size of the econo-
my encouraged the growth of enterprising new firms and made most
sectors of the economy more competitive than in prewar years. The
much talked-about “excessive competition” or “excessive invest-
ment” in various industries often has been nothing but an ordinary
form of competition in a growing industry. Generally, large firms in
major industries engage in vigorous competition with each other
through the rapid expansion of productive capacity, introduction of
new products and processes, opening up of new domestic and ex-
port markets, modernization of management, and so on.

5. Finally, the expected and realized rapid increase in total effec-
tive demand induced a high level of investment.

HIGH CAPITAL PRODUCTIVITY

The productive efficiency of investment, as reflected in low capi-
tal-output ratios, tends to be higher in Japan than in the other
industrial countries (Table 4).

There are several reasons why Japan’s capital-output ratio is low.
First, the level of effective demand relative to capacity has been on

*In postwar Japan, all contracts to buy foreign patent rights and technical
know-how must be authorized by the government. The annual number of
foreign patent and know-how contracts authorized by he government followed
- a pattern similar to the level of investment: a declining tendency from 1952
to 1955, and a spurt after 1956 and particularly after 1959. This power of the
government to authorize patent contracts and imports of foreign capital will be
one of the major tools of the government's selective control over industries
and individual companies after trade liberalization.
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TABLE 4

International Comparison of Incremental Capital-Output Ratios

Total Gross Gross Investment

Domestic in Plant and Increase in

Country Investment Equipment Stocks
Japan 3.1 1.7 0.65
Germany, Fed. Rep. 3.1 1.7 0.35
Italy 3.5 2.1 0.15
France 4.4 2.7 0.39
United States , 5.4 3.1 0.54
United Kingdom 5.6 3.7 0.36
Netherlands 5.7 3.4 0.53
Sweden 6.6 3.8 0.32

Source: Table 2.

the average very high in prosperous postwar Japan. Thus, most in-
dustries have operated at a high level of capacity utilization. Sec-
ond, in countries like Japan where the war damage was severe, in-
dustrial production declined to a very low level. Thus, a given
amount of additional investment resulted in a relatively large in-
crease in output when additional capital was used to repair partly
damaged facilities and to convert the munitions industry to a
peacetime one.® This was true not only of plant and equipment but
also of social overhead capital.

Third, the proportion of replacement to total gross investment is
lower for a country where the rate of growth in output is higher.
Therefore, there is some negative correlation between the rate of
growth and the incremental capital-output ratio for various coun-
tries and periods.® Fourth, so far as the total gross domestic invest-
ment is concerned, heavy investment in social overhead capital and
residential construction tends to raise the incremental capital-out-
put ratio. In this regard, it is noted that residential construction in
Japan accounted for only 1.7 per cent (1950-60 annual average) of
GDP, whereas in most other industrial countries it amounted to 4

sCt. Miyohei Shinohara, Growth and Cycles in the Japanese Economy (in

Japanese), Tokyo, 1961, Chapter II.
¢ A fact emphasized by Miyohei Shinohara, ibid., pp. 161 ff.
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to 5 percent. Fifth, perhaps the most basic reason why the capital-
output ratio is so low in Japan lies in its supply of labor or factor
proportions. :

Japan’s low capital-output ratio is not merely a postwar phenom-
enon. Among some ten countries for which long-run data on growth
rates and capital formation ratios are available,” Japan's capital-
output ratio has generally been the lowest for a very long period.

ABSORPTION OF DISGUISED UNEMPLOYMENT

In Japan, although the level of clear-cut unemployment has been
very low throughout the postwar period, there have been various
forms of “disguised unemployment” in low-productivity sectors of
the economy such as agriculture, retail trade, and small-scale manu-
facturing. It is extremely difficult to derive a meaningful definition
of unemployment because of the existence of such disguised unem-
ployment. However, according to the government's Labor Force
Survey, the labor force actively engaged in agriculture, which ac-
counted for about 43 per cent of total employment (including self-
employed and family workers) in 1950, declined at a rate of 1.0 per
cent per year between 1950 and 1955 and by 3.3 per cent annually
between 1955 and 1961. Thus, agriculture’s share in the active labor
force was reduced to about 29 per cent in 1962. Since the index of
agricultural output? increased at a fairly steady rate of 3.9 per cent
per year between 1950 and 1961, disguised unemployment in agri-
culture was apparently being mobilized for more efficient produc-
tion in other sectors of the economy. Nonagricultural employment
in Japan increased at an annual rate of 6.4 per cent between 1950
and 1955, and at a rate of 3.4 per cent between 1955 and 1961. This
was much faster than in other industrial countries. That these are
remarkably high rates is shown by the fact that from 1900 to 1941
the five-year average annual rate of increase in nonagricultural em-

"See Simon Kuznets, “Quantitative Aspects of the Economic Growth of Na-
tions, IV: Long-Term Trends in Capital Formation Proportions,” Economic
Development and Cultural Change, Vol. 9, No. 4, Part 2, July 1961, pp. 13-15.
The countries included are Australia, Canada, Denmark, Germany, Italy, Nor-
way, Sweden, United Kingdom, and United States.

®In real terms. The index is published by the Ministry of Agriculture and
Forestry.
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ployment never surpassed 3 per cent at a time when Japan's total
population was increasing at at much higher rate than it now is.®
Movement of labor from low- to high-productivity sectors, or, in
other words, the reduction of disguised unemployment, has been
taking place in other ways as well. In the last decade, and particu-
larly since 1959, the degree of labor mobility has been increasing.
The difference in wage rates between large- and smallscale estab-
lishments, which is very often mentioned as a peculiar characteristic
of the Japanese economy, widened considerably in postwar years
until 1959. Then the trend was definitely reversed, and in the past
three years, the wage differential has been narrowing very rapidly. .

The Structure of Public Finance and
Government Capital Formation

Public finance in postwar Japan has several distinctive character-
istics compared with other countries in this study. Tables 5 and 6
provide selective comparison of tax structures and government
saving and investment ratios. These tables are based upon the United
Nations, Yearbook of National Accounts Statistics, and give the
average ratio of each item to GDP for 1950 through 1960. The con-
cepts used here are similar to those in the Yearbook, except that in
these tables interest on public debt is included in government’s cur-
rent expenditure rather than subtracted from current revenue as in
the Yearbook. The term government in these tables means the gen-
eral government comprising central and local governments and social
security funds, but does not cover government enterprises and public
corporations.

First, the aggregate level of public finance in postwar Japan is
very low as compared with other countries. In levels of government
current revenue, government current expenditures, or total govern-
ment expenditures (including both current and investment expen-
ditures), Japan is ranked below the countries listed in Table 5. Since
the Meiji period, the government has played a leading role in the
development of the Japanese economy, and its role has not dimin-
ished in postwar years. However, in terms of the aggregate level of

®*See K. Ohkawa, Analysis of the Japanese Economy (in Japanese), Tokyo, 1962,
p. 32.

R
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TABLE 6
International Comparison of Components of Finance: Saving and Investment®
(per cent of GNP)

Ratio to GDP Proportion Difference
of Govern- Between
Gross  Proportion  ment Govern-
Fixed of Govern- Invest- ment
Net Invest- ment ment to  Saving®
Govern- ment by Savingto  Total and
ment Govern-  Current Government Invest-
Country Saving ment  Revenue Expenditures ment
Germany, Fed. Rep. 6.7 2.7 18.9 10.0 4.3
Netherlands 6.1 3.4 18.9 12.7 3.2
France 3.0 2.0 9.4 6.8 1.2
Sweden 5.1° 3.2 16.1 11.2 1.9
United Kingdom 1.0 1.4 3.1 5.5 0.5
Italyd 2.6 2.5 8.4 8.8 0.3
Canada 3.2 3.5 12.4 14.5 0.8
United States 2.1 2.3 8.0 9.2 2.5
Japan 6.4 4.8 29.8 24.9 0.6
Japan® 5.7 5.1 27.1 25.9 —

Source: U.N. Yearbook of National Accounts Statistics and World Economic Survey,
1959 and 1960: Japanese Government, National Income White Paper.

¢ Annual average ratio for 1950-60, unless otherwise specified.

b Adjusted for government’s provisions for fixed capital consumption, where data
are available.

¢ Includes provisions for fixed capital consumption.

d 1955-60, except col. 2, which is 1950-60.

® 1955-60.

public finance, the relative weight of the government in the econo-
. my is quite low in Japan compared with European standards. Since
the government takes less from the private sector in postwar Japan,
ceteris paribus, there is a larger amount of resources available for
capital formation within the private sector.® This is particularly so

It may be argued that the relative weight of the government in most ad-
vanced countries is also low. In fact, the ratio of government current revenue
to GDP (1950-60 annual average) for countries for which data are available
from the Yearbook of National Accounts Statistics is as follows (per cent): Bur-
ma 17.7, Chile 194, Taiwan 12.6, Colombia 14.0, Ecuador 194, Greece 2038,
Philippines 10.5, Portugal 19.2. However, although Japan, in per capita na-
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in view of the Japanese tax structure, as discussed in the next sec-
tion.

In an economy where a lack of investment incentives is an obsta-
cle to economic growth, an increase in government expenditures
may promote capital formation in the private sector. But in post-
war Japan, a lack of investment opportunities has seldom been a
problem. Most interest rates have been kept artifically low by gov-
ernment intervention under the so-called “low interest rate policy,”
so that very often some form of allotment of funds is enforced. Yet,
the free-market interest rate is substantially higher than in other
advanced countries.’* Nevertheless, there has rarely been a lack of
investment demand. In such an economy, the available supply of
investment funds is a very important factor determining the level of
private capital formation, and a small share of government revenue
is conducive to private capital formation.

It has been possible to keep the level of government revenue rela-
tively low in Japan because the levels of defense, social security ex-
penditures, and interest on public debt have been low. In postwar
Japan, the development of a social security system has been
sacrificed in favor of low government expenditures and economic
growth. Also, postwar inflation (price level rose to three to four
hundred times the prewar level) and adherence to the principle of
the balanced budget by the central government have held govern-
ment interest payments at a low level.

The second conspicuous feature of postwar Japanese public
finance is the high level of government saving and investment, as
shown in Table 6. In spite of the low level of government revenue,
in the ratio of government net saving to GDP, Japan was surpassed

tional income evaluated at the official exchange rate, is not significantly differ-
ent from some of those countries, the general characteristics of the Japanese
economy are more akin to the countries listed in Table 5 and 6 (for example,
in birth rate, literacy, spread of higher education, the percentage of population
in agriculture, average life expectancy, availability of financial and savings in-
stitutions to small business and general public, patterns of income distribution
by size, industrial distribution of national income produced, and so forth).

" For example, the average yield on newly-issued first-class corporate bonds
with a maturity of five years ranged from 9.0 to 9.2 per cent between 1950 and
1954. From 1956 to 1961, similar bonds with a maturity of seven years were
issued, to yield from 7.6 to 7.9 per cent. See Bank of Japan, Economic Statistics
of Japan (annual).
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only by Finland, Norway and West Germany, and in the ratio of
government saving to government revenue, only by Finland. In the
ratio of government fixed investment to GDP, Japan was the highest
of all countries, except New Zealand and Australia where invest-
ment expenditures of government enterprises and public corpora-
tions are not separated from those of general government.

Although the two main driving forces in the process of capital
formation in postwar Japan have been a brisk private investment in
plant and equipment and a high level of household saving, the rel-
atively small government sector has made a significant contribution
to capital formation by maintaining very high levels of public sav-
ing and investment.

I1. PERSONAL SAVING AND THE TAX SYSTEM

The High Personal Saving Ratio

In postwar Japan, the ratio of personal saving!? to disposable in-
come in the household sector has been very high and, particularly
since 1955, has shown a marked upward trend (See Table 3 above).
Factors associated with this high level of personal saving include:!3
(1) A high rate of growth of real income per capita. (2) A large
share of proprietors’ income in the nonagricultural sector.4 (3) A
high and increasing proportion of “bonus”*s income in the income
of wage and salary earners. (4) Certain characteristics of the Japa-
nese life cycle of income-earning and spending.i® (5) Lack of de-

1 Personal saving in Japanese national income statistics is defined similarly
to the American concept, as disposable income of the household sector less
personal consumption expenditures. Therefore, it includes “net” savings of in-
dependent proprietors.

3 See my, “Supply of Personal Savings,” in Economic Growth of Postwar
Japan (in Japanese), ed. by R. Komiya, Tokyo, 1963, for detailed discussion.

" The average saving ratio for peasant families has been lower than that for
urban wage- and salary-earners’ families since 1953.

#The “bonus” is paid by larger corporations and by the government to all
of their regular employees at the end of the year or accounting period, and
amounts to two, three or even six months’ salaries depending upon the profits
earned.

® For example, the so-called “salary-schedule-according-to-age,” saving for
dowry by young female workers, or the custom of leaving property to posterity.
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velopment, until recently, of systems of consumer finance and of
home mortgage finance, which has resulted in consumers saving first
and accumulating liquid assets before buying consumer durables or
even houses.

On the other hand, the high personal saving ratio cannot be at-
tributed to an unequal size distribution of income, or to a “low
wage rate,” or a small share of labor income in total personal in-
come. Despite conceptual difficulties in international income com-
parisons, existing comparisons of the size distribution of income
suggest that the Japanese income distribution is about as unequal
as that in the U.S. and definitely less unequal than that in Germany
or Holland.'” Furthermore, the share of pure property income of
households in total personal income is much smaller for Japan than
for Belgium, the United States, Britain, Canada, or Australia.

Decline of the Personal Income Tax
Relative to Indirect Taxes

Table 5 shows that Japan’s ratio of direct taxes on households to
GDP is very low. For the period 1955-60, direct taxes on households
amounted to only 6.1 per cent of GDP, lower than for any other
country in the table. Moreover, Japan has one of the lowest ratios
of personal direct taxes to total government revenue among ad-
vanced countries.

According to the U.N. definition, direct taxes on households in-
clude not only the personal income tax, death duty and other direct
taxes on individuals, but also contributions to social security funds
by employees and employers. Thus, not all components of direct
taxes on households are progressive. Generally, however, the tax
structure as a whole is less progressive in countries where direct taxes
on households constitute a relatively smaller, and indirect taxes a
larger, share of the total tax revenue.’® In postwar Japan, the per-
sonal income tax share has not only been low but was shrinking

1 See ibid., 1. B. Kravis, “International Differences in the Distribution of In-
come,” Revue of Economics and Statistics, November 1960; and H. Oshima, “The
International Comparison of Size Distribution of Family Incomes with Special
Reference to Asia,” ibid., November 1962.

# This argument ignores the relative importance of the corporate income
tax. However, studies have yet to settle the question of the incidence of this tax.
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TABLE 7
Composition of Tax Revenues, 1950-63

(per cent)

National and Local Taxes

Contribu-
tions to  Corpo-
Personal  Social rate National Taxes®
Taxes Security Profits
and  Funds by Taxand Corpo-
Nontax Employees Nontax Personal rate
Pay- and Pay- Indirect Income Income Indirect

Fiscal ments Employers ments Taxes Tax Tax  Taxes
Year (1) @ (3 @ ®»  ©® 0
1950  32.9 8.4 12.4 46.4 38.6 14.7 45.1
1951 27.3 8.2 19.8 44.7 31.2 25.4  41.2
1952 27.3 9.2 16.7 46.9 32.0 22.0 43.6
1953  27.3 9.5 15.5 47.8 31.0 21.1 46.2
1954 26.0 10.9 15.4  47.7 30.6 46.9
1955  25.7 11.9 14.5 47.8 29.8 20.5 48.6
1956  24.2 11.9 16.4 47.5 28.1 23.9 46.9
1957  20.0 12.1 20.3 47.6 21.0 30.3 47.7
1958  20.3 13.0 17.5 49.2 21.8 25.9 51.3
1959  19.0 12.9 19.8 48.2 20.3 28.5 50.3
1960 19.4 12.5 21.8 46.3 21.7 31.8 45.7
1961 19.7 13.1 22.1 45.2 22.2 32.1 44.9
1962 — — — — 24.1 32.2 42.9
1963 — - — — 25.5 30.4  43.2

Source: Cols. 14 are computed from Economic Planning Bureau, National
Income White Paper. Cols. 5-7 are based upon Ministry of Finance, Public Finance
Statistics, 1962, and data prepared by Ministry of Finance.

& Figures for 1962 and 1963 are budget figures; others are settlement figures.

prior to 1959, as indicated in Table 7.1 Because of the very high rate
of economic growth, the government has reduced tax rates almost

** Although there are minor national and local taxes on individuals and cor-
portions other than income tax, more than 90 per cent of the figure for per-
sonal and nontax payments in national income statistics is represented by na-
tional and local income taxes, and, except for the surplus of the government
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TABLE 8
Estimated Amount of Tax Reduction, 1950-63*
(billion yen)

National Taxes

Personal Corporate Indirect

Year Income Tax Income Tax Taxes Local Taxes
1950 135.8(48.7)  24.4( 39.8)  60.5( 20.7) _ =

1951 60.5(26.8) 4.5( 5.4 51.0( 19.8) — —

1952  112.7(49.9) —19.1(—10.4) — 6.5(—2.2) 27.7( 10.2)
1953 77.3(28.6) 15.5( 8.3) 33.2( 9.0) 18.0( 5.8)
1954 31.4(10.7) 2.6( 1.3) —20.0(—4.6) 26.3( 7.8)
1955 53.3(18.7) 12.0( 6.0) 0.8( 0.2) 6.6( 1.8)
1956  22.6( 8.1) —14.4(— 7.5) — 6.7(—1.5) —12.3(—3.2)
1957 110.2(36.1) —21.9(— 8.4) —26.6(—5.2) 12.3( 2.7)
1958 6.3(2.5 21.5( 5.9 6.3( 1.1) 20.0( 3.8)
1959 23.1( 9.4) 3.8( 1.1) —17.4(—2.8) 8.4( 1.5)
1960 0o( 0 0( 0) — 6.6(—1.0) 11.8( 2.2)
1961 56.3 (14.4) 39.9( 7.0) —21.8(—2.6) 12.8( 1.7)
1962  50.3(10.1) 1.3( 0.2) 62.4( 6.2) 39.9( 4.4)

1963 66.8(11.7) —12.8( 1.7) — 4.2(—0.4) 18.8 (2.0)

Source: Computed from Ministry of Finance data.
® Figures in parentheses give the ratio of tax reduction to the previous year’s
revenue of each item in per cent.

every year. Since the income elasticity of most taxes is substantially
greater than one, and only for a very few is it less than one, if tax
rates had not been cut, tax revenue would have increased at a much
faster rate than national income. Thus, the annual changes in the tax
laws constitute an important part of the government’s budgetary
policy every year and are called the “tax-cut policy” in Japanese.
Table 8 shows the amount of tax reduction for a “normal year”
brought about by each year’s change in tax laws since 1950. The
table shows, for example, that the changes in personal income tax
laws in 1950 reduced the personal income tax revenue for the “nor-
mal year” by 135.8 billion yen; this was 48.7 per cent of the person-

owned Bank of Japan, practically all of the corporate profits tax and nontax
payments is made up of national and local corporate income taxes.
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al income tax proceeds in 1949. Table 8 indicates not only that
there have been very substantial cuts in personal income taxes al-
most every year since 1950, but also that a very high proportion of
total tax reduction has been represented by reduction in personal
income taxes. During the period between 1950 and 1963, the basic
exemption was raised from 25,000 to 110,000 yen and the exemp-
tion for the first dependent (spouse) was raised from 12,000 to
105,000 yen. The increase in the basic exemption was somewhat
greater than the increase in per capita national income. Tax rates
at higher income levels have also been reduced: for example, the
marginal rate at 300,000 yen, which was 55 per cent in 1950, is now
15 per cent.2°

On the other hand, the proportion of corporate income tax to
total tax revenue has been rising during this period as the share of
corporate income in national income has increased from 9.9 to 16.4
per cent, with no major changes in the corporate income tax laws.
The proportion of indirect taxes to total tax revenues remained at
almost the same level from 1950 to 1961. Income elasticity is only
slightly higher than unity for most indirect taxes.

Indirect taxes are generally regressive: that is, lower income fam-
ilies pay more indirect taxes in proportion to their income than
higher income families. Japanese indirect taxes are no exception in
this regard. Table 9 gives the per cent of total indirect tax revenues
derived from each of the major indirect taxes.

A large proportion of indirect tax revenue comes from taxes on
liquor, tobacco, sugar, electricity and gas, and admissions. These
taxes are undoubtedly regressive.?* Also, a substantial part of some

# Marginal rates of national personal income tax in 1963 start at 8 per cent
for annual taxable income less than 100,000 yen and go up to 75 per cent for
income over 60 million yen. Local personal income tax rates for the highest
bracket are between 10 and 15 per cent depending on locality, so that when
national and local taxes are taken together, the rate goes up to 90 per cent of
the taxable income, This does not necessarily mean that such a high rate of tax
is actually borne.

* According to Ministry of Finance estimates, on the assumption that these
taxes are shifted to consumers, the average ratio of indirect tax burdens to
family income is 5.2 per cent for families subject to national income tax,
whereas it is 84 per cent for lower income families paying no income tax.
This regressive tendency is observed even in excise taxes which are generally
considered as taxes on luxuries. See Commission for Tax Policy Investigation,
Supplementary Materials to the Report (in Japanese), Dec. 1961, p. 93.
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TABLE 9
Composition of Indirect Tax Revenues, 1955-63"

Tax National or Local Percentage
Liquor tax National 21.9
Taxes on tobacco and other government
monopoly goods® National and local 18.7
Real estate tax Local 15.8
Gasoline tax National 9.5
Customs duty National 7.8
Excise tax National 6.0
Sugar tax National 4.4
Revenue stamp National 4.1
Electricity and gas tax Local 3.2
Amusement and restaurant tax Local 2.3
Automobile tax Local 1.3
All others 5.0
Total 100.0

Source: Ministry of Finance data.

® Figures give the average ratio of each item to the total revenue of national and
local indirect taxes.

b Includes profits of the Government Monopoly Corporation and local taxes on
tobacco.
indirect taxes, such as the local and national automobile taxes, the
amusement and restaurant tax, or the liquor tax on higher quality
liquor, very likely are shifted to consumers through price increases
by companies using automobiles or restaurants for business
purposes.?? Assuming that at least part of the corporate income tax
is shifted to the general public, these facts indicate that the Japa-
nese tax structure has become considerably less progressive since
1950. This tendency has been reinforced by the favorable treatment
of property income explained below.

If the marginal propensity to save is greater for higher income
brackets, the decline in progressivity of the tax system, though
difficult to measure precisely,?® may be considered one factor con-
tributing to the postwar rise in the personal saving ratio.

# “Expense-account” consumption is practiced on a much larger scale in Japan

than in the United States.
#On the other hand, the popular argument that taxation of income reduces
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Special Tax Provisions to Promote Personal Saving.

Under the policy slogan of “reinforcement of personal saving,”
the government has introduced several special tax provisions to
favor various types of property income. In a country like postwar
Japan, where investment incentives are strong and the rate of inter-
est is quite high, the rate of capital formation is largely determined
by the supply of savings at the full employment (or full capacity)
level of GNP. Thus, the “reinforcement of personal saving” is
considered one of the most important objectives of Japanese tax
policy. The major tax provisions of the personal income tax to pro-
mote saving include the following. '

1. Tax exemption of interest income from small deposits. When
the principal of a deposit, postal saving, other saving account, or a
bond is under a specified upper limit, the interest income is ex-
empted from personal income tax. The limit has been increased
four times since 1950; it was 500,000 yen in 1963. By depositing sav-
ings in many small accounts, one may evade taxes on interest in-
come altogether. This form of evasion was unchecked until 1963,
when banks and other financial institutions were required to report
the names of depositors to the tax office. Within a few months, the
number of all deposit accounts for which this provision applies fell
to about one-third the previous number.

2. Separate low taxation of interest income. Between 1955 and
1957, interest income was wholly tax exempt. Since 1957, interest
income has been taxed separately from other personal income at a
low withholding tax rate. Until 1963, the rate was 10 per cent; since
then, it has been only 5 per cent. Thus, interest income has not
been subject to progressive taxation. Since personal savings in small
accounts were already tax exempt, the low withholding rate has ap-

saving while taxation of consumption is favorable to saving is largely wrong,
since the argument ignores the fact that taxation of consumption reduces the
purchasing power of savings for future consumption or even of inheritance.
The argument is correct, apart from the income redistributive effect discussed
in the text, only to the extent that saving is increased by the change in the
effective interest rate, or in other words, that the interest elasticity of saving
is greater than zero.




Japan 57

plied to only a small fraction (21.7 per cent in 1960) of total person-
al deposits and saving accounts.

3. Favorable treatment of dividend income. First, the withhold-
ing tax rate for dividends was temporarily lowered from the normal
rate of 20 per cent to 10 per cent in 1955, and then to 5 per cent in
1963. These low withholding rates on dividends have resulted in a
loss of personal income tax revenue, since only dividend payments
over a certain minimum must be reported to the tax office having
jurisdiction over the shareholder involved. Thus, the effect has been
almost the same as the tax exemption of interest on small deposits.
Secondly, the taxpayer can deduct 20 per cent (10 per cent if his
total income is more than 10 million yen) of dividend income from
his total income. This provision is also related to the basic question
of how to deal with the problem of double taxation of corporate
profit and personal dividend income. However, so far as its immedi-
ate effects are concerned, this measure represents a typical example
of the erosion of progressive taxation by special tax provisions,
since investments in stocks are more concentrated in higher income
classes than deposits and saving accounts,?* and since the flat deduc-
tion rate of 10 per cent is advantageous to very high income classes.
This is particularly true if a part of corporate income tax is shifted
to the general public.

4. Exemption of capital gains on securities. Security gains are tax
exempt unless they are earned regularly, by cornering stocks or by
selling a business.?s

* See, for example, the following table:

The Balance of
Income : Deposits and The Value of
Distribution Number of Saving Accounts Stocks Held
Quintile Households Per Household Per Household
First 967 65,712 12,376
Second 968 100,440 21,248
Third 967 117,485 41,523
Fourth 968 205,324 96,980
Fifth 967 462,981 419,335

Source: Bureau of Statistics, Prime Minister’s Office, Survey of Trends in Saving
for 1960 and 1961, pp. 127-128.

®In the Japanese tax system, other capital gains are not altogether exempt
from personal income tax. Approximately half of capital gain is added to
taxable income.
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5. Deduction of life insurance premiums. Life insurance premi-
ums up to a certain amount are deductible from income. The
amount was 2,000 yen in 1951, and has been raised eight times since
then. The amount deductible is now the first 15,000 yen plus half of
the next 35,000 yen. This provision does not reduce the progressivity
of the income tax as much as other concessions to property income,
so long as the upper limit to the deduction is reasonably set. Whether
the limit for this deduction is reasonable is a problem similar to
that of the basic exemption.

The budgetary estimates for revenue losses under each of these
provisions are given in Table 10. The amounts shown relate only to
the national personal income tax and do not include revenue losses
of local personal income taxes which automatically result from rev-
enue losses of the national personal income tax. It can be seen that
the revenue losses amount to no less than 15 per cent of total per-
sonal income tax revenue in 1958, 1959, and 1963. The rise in the
revenue losses after 1958 is attributable primarily to rapid increases
in personal saving brought about by the rapid economic growth
rate and a rise in the saving ratio. Particularly as regards provisions
(1) and (2), there has been no extension of coverage since 1958,2¢ so
the rise in revenue losses since then has been due to a rapid increase
in the balances of deposits and saving accounts. For example, in the’
total deposit balances of individuals with all ordinary commerical
banks, the proportion of time deposits accounted for 41.0 per cent
in 1950 and 72.6 per cent in 1962. This rise of time deposit balances
relative to demand deposits (including “ordinary deposits”) may be
taken as an indication of the increase in the balance of personal sav-
ings relative to the level of income.?”

Effects of Special Tax Provisions on Personal Savings

It is extremely difficult to evaluate the effects of these special tax
provisions on personal savings. It is almost impossible to measure

* Except the reduction in the tax rate in 1963 from 10 per cent to 5 per cent
on deposits to which 2. is applicable,

* According to a rough estimate, the share of deposits and saving accounts
in annual personal saving was around 50 per cent between 1954 and 1957, and
declined steadily thereafter to about 30 per cent in 1961. This is primarily due
to a rapid expansion of capital market and an increase in personal investment
in mutual investment funds jn recent years.
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