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T his paper overviews the tasks facing Japan’s taxation system in the era of an expanding knowledge
economy and increasing longevity. This analysis includes two basic prescriptions: (1) creating an

environment in which individuals and companies can take an active approach to investment aimed at accu-
mulating “intellectual property, organizational capital and human capital,” and (2) encouraging individuals
to adopt a forward-looking approach in making various choices and investments that are consistent with a
comprehensive view of their longer life spans.

Specifically, the focus will be on five tasks: creating a taxation system that promotes research and devel-
opment (R&D), examining innovation and taxes on companies, strengthening the creation of human
capital, rethinking family and gift and inheritance taxes, and reforming the public and private pension
schemes and the taxation system. In examining these five tasks, various economic models will be estab-
lished with respect to the behavior of individuals and companies, and careful consideration will be given to
the changes that take place in response to various tax levies. We will discuss an appropriate taxation system
for this new environment on the basis of these studies.

Tax reform is a difficult undertaking. There are a host of reasons that account for this—chief among
which are the following: (1) it is often impossible to reach a consensus even with respect to purely academ-
ic and technical discussions on the effects of various tax levies; (2) as the subject of taxation often carries
with it considerable income-redistribution baggage, reform proposals invariably trigger arguments over
trade-offs between competing interest groups; and (3) reforms are necessarily restricted by the need to
secure reliable sources of tax revenues. The experience of tax reforms in the United States and Germany
amply highlighted these hurdles, and recent discussions on tax reform in Japan indicate that similar diffi-
culties can be expected in this country as well. As the achievements and well-considered ideas of
specialists are important in examining tax reform proposals, however, it is hoped that academic and techni-
cal research drawing from the current thinking of professionals in this era can be accumulated in
developing innovative and constructive reform proposals.
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I Examining the Tax Base as
the First Step

Among the long-term trends that are common to Japan
and other advanced nations are a shift towards smaller-
sized families and an increase in per-capita investment
in knowledge and skills. These trends are also apparent
in the recent progress towards an expanding knowledge
economy (i.e., the growing importance of intellectual
property, organizational capital and human capital as
factors of production). At the same time, the global-
ization of our economy has advanced, and the dissem-
ination and spread of knowledge on an international
basis now constitutes an important engine for eco-
nomic growth in both advanced and developing coun-
tries.

Against this backdrop of progress in advancing
knowledge and the increasing complexity of our
socioeconomies, however, we are seeing a widening
gap in wages and employment between highly skilled
and less-skilled workers. Furthermore, Japan in partic-
ular is experiencing a rapid aging of its population as
increasing longevity continues to overlap a steady
decline in family size. Many other factors are intermin-
gled in the expanding instability of circumstances
surrounding the life cycle of individuals.

This paper will study the tasks that Japan’s taxation
system must deal with in the future in the face of these
current threats. Of course, the systems and policies of
a nation are multi-faceted and the tax system simply
constitutes only a part of the whole. Indeed, there is a
wide variety of systems and policies that exert varying
impacts on the actual socioeconomy over time and via
myriad routes. Accordingly, in focusing on taxation
while taking the current of the times into account, it is
necessary to overview the overall effects of related sys-
tems and policies in considering the role of taxation
within this comprehensive framework.

Generally, a nation’s tax system is created in con-
formity with the country’s history, and the system
manifests a certain structure that embodies such pillars
as “fairness.” Therefore, in proposing what the future
tasks should be and how they should be dealt with,
such discussions must be started from the current
taxation system while searching out the direction of
proposed reforms that are consistent with the core
elements of this inner structure.

As discussed later in this paper, however, there are a
number of factors that would suggest that high expecta-
tions for tax reform are offset by the certainty that such
reforms will be hard to realize. To begin with, tax sys-
tems are designed under complicated rules with respect
to the tax base, rates, taxpayers, and the enforcement
system. These various parameters make it difficult to
even construct a comprehensive perspective of all the
factors that will come into play.

The first step in this study requires that we turn our
attention to the “tax base” (which is the most basic ele-
ment of taxation systems) in examining the interaction
between taxation and the socioeconomy. Essentially,
there are four tax bases that can produce substantial rev-
enues and which allow for considerations of fairness.
These four tax bases are: incomes, wages, consumption
and assets.1

The approach adopted by this paper will be to first
clarify how these tax bases have been used in the past,
followed by an examination of the tax bases to which
the greatest importance should be attached in the new
era. This analysis will then be further refined by
cosidering how these various tax bases should be app-
roached on a more sophisticated basis so that they can
be more effectively utilized.

Chapter II clarifies the various factors that make tax
reform difficult, and Chapter III overviews the tax system
in Japan in comparison to that in the United States and
Germany. In Chapter IV, the future tasks facing tax
systems in light of current trends are discussed. Chapter
V concludes this paper by offering some comments
regarding recent discussions on tax reform.

II Various Factors Making Tax
Reform Difficult

1 Understanding Tax Problems

Untangling the Income Tax, a noteworthy book con-
cerning tax theory by David F. Bradford (Princeton
University), begins by citing Warren G. Harding, who
served as 29th president of the United States
(1921–1923). Said Harding:

“I can’t make a damn thing out of this tax problem. I
listen to one side and they seem right, and then—God!—
I talk to the other side and they seem to be right... I know
somewhere there is a book that will give me the truth,
but I couldn’t read the book. I know somewhere there is
an economist who knows the truth, but I don’t know
where to find him and haven’t the sense to know him
and trust him when I find him. God! what a job.”2

There are various factors behind such difficulties in
understanding the issue of taxation. First of all, differ-
ing interpretations of “fairness,” “economic efficiency”
and “simplicity” are intricately involved in any discus-
sions of taxation, and different judgments are the
natural result of these differing values. In particular, no
discussions on “fairness” are possible without drawing
on value judgments.

As the tax system exerts an impact on many people
with differing interests, moreover, even proposals with
legitimate claims to benefiting all of society are often
seen as leaning towards one special interest or another.3

Furthermore, there are many cases in which no consen-
sus can be reached in terms of theory and proof even
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with respect to academic and technical discussions that
are totally removed from arguments over whose ox is
being gored (e.g., discussions on the effects of specific
levies). Despite the modern progress that has been
made in economics, we have evidently not yet reached
the stage in which even economists are fully equipped
to deal with the unvarnished truth.

Let’s consider this in more concrete terms. As shown
in Figure 1, analyzing the effects of a tax means to con-
sider “what behavioral changes occur if taxes are
imposed on households and companies and how such
changes influence the markets for goods and services
and the markets for factors of production.” While the
effects of taxation are many and diverse, they can be
classified into two broad categories from the standpoint
of identifying their impact. One relates to hastening or
delaying purchases when a decision is made on a
change in a tax rate after a certain period. Under this
category, the reaction to a tax levy can be immediately
shown and its effects can be clearly identified to a con-
siderable extent. The other category concerns cases in
which the reaction to any levy is slow or unclear, or
involves broadly divergent opinions. For example, the
effects with respect to incentives to labor, consumption,
savings and investment fall under this category.

What makes the matter complicated is that views in
terms of the latter category often become a decisive
factor in evaluating the relationship between the impo-
sition of a tax and the actual economy. In the cases of
increasing the consumption tax and reducing the
income tax, for example, the primary matters of con-
cern are whether a consumption restraint effect might
be generated and what the effect on the labor incentive
would be. Because of the nature of these types of taxes,
however, the effects take time to emerge and are mani-
fested via various channels—including a number of
channels that have not yet been fully identified even by
specialists.

Moreover, evaluating the effects of a tax differs de-
pending on whether one is focusing on the supply-side

or demand-side effects. It is fully possible, for exam-
ple, to assert that a certain tax reform will lead to an
immediate reduction in the tax yield but an increase in
revenues over time as the broader impact will lead to
expanded economic growth (called the feed-back
effect). However, it is not easy to marshal support for
such an assertion by presenting substantiating evidence
that can convince everyone. On the other hand, it is
also eminently possible to assert a different type of tax
reform will distort the taxation system over the long
term but will have a positive effect in rehabilitating a
struggling economy through immediate demand-side
effects. In this case as well, it is not easy to persuade
everyone of the validity of such arguments.

Furthermore, it is also reasonable to assert that the
effects of any tax cannot be properly examined within
the taxation framework alone, but must also be evaluat-
ed in linkage with budgetary and expenditure needs in
the face of substantial financial deficits. Related dis-
cussions may include positions that it is more impor-
tant to set appropriate levels of taxes to be borne as a
whole, rather than tinkering with adjustments to the
taxation system.

As the framework of such discussions expands, the
range and scope as well as the gaps between various
assertions concerning the effects of specific levies also
expand. And if disputes over theory and evidence con-
tinue to dominate such discussions, the result may be
to confuse rather than clarify proposals for tax reform.

2 Implementation of Tax Reforms

As most tax systems carry considerable income-redis-
tribution baggage, reform proposals must deal with the
problem of trade-offs between the interests of one group
versus another. Except for cases in which large-scale
tax reductions are implemented, most tax reforms
invariably lead to the emergence of various groups who
feel that the reform in question has resulted in a tax
increase. It is only natural that such groups take up the
cudgel and oppose such changes politically by claim-
ing that the reform is unfair. Moreover, it is especially
difficult to secure a positive evaluation from most tax-
payers for reforms that have been prompted by the
pressing need to generate additional revenues. This
makes it doubly hard to implement tax reforms under
most circumstances.

Furthermore, as taxation systems function as part of
the socioeconomic infrastructure, it is desirable to design
such systems from a long-term perspective. However,
tax reforms are determined through the process of
democratic government in most advanced countries,
making it necessary to sometimes give priority in this
process to decisions that have a positive political impact.
And even when a consensus can be reached concerning
the substantial positive effects of a tax reform for soci-
ety as a whole over the long term, the possibility of
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implementing such a reform does not necessarily become
high.

III Taxation Systems in the
United States, Germany 
and Japan

In considering the taxation system in Japan, we may
develop some useful approaches by making compar-
isons with the systems in other countries. A good refer-
ence in particular would be the policies in the United
States and Germany, as both countries have exerted
extensive influence on Japan in terms of legislation.
Accordingly, I would like to cite some comments that
were made to me during interviews with specialists, tax
authorities and other scholars when I visited the United
States and Europe in 1998.

In addition, it will be useful to look somewhat at the
history behind the development of the Japanese taxa-
tion system to its present status. While tax reform is
not an easy undertaking, we can see that the tax system
nevertheless undergoes more than a little transforma-
tion when viewed over a time axis of ten-year intervals.
As a major reform was implemented in Japan some 50
years ago on the basis of the Report on Japanese
Taxation by the Shoup Mission (the so-called Shoup
Recommendations), we can examine the present status
of taxation in Japan by referencing this report.

Before this, I would like to outline the extent of the
tax burdens borne by people in the United States,

Germany and Japan, as well as review a breakdown of
these amounts in accordance with the tax bases. Figure
2 shows a comparison of the scale of tax revenues, etc.,
in terms of their ratios to national income.

The tax base utilized by the United States is heavily
weighted towards the “income” component (including
both individual and corporate income). While the
extent to which the German system focuses on the
income base is less than that in the United States, it is
nevertheless larger than that in Japan. Moreover, as
compared to the United States and Japan, the scale of
tax revenues based on the “consumption” component
such as the value-added tax and the “wage” component
such as social insurance premiums is markedly large in
Germany.

The scale of tax revenues based on income is smaller
in Japan than in the United States and Germany. The
scale of tax revenues based on consumption and wages
in Japan is smaller than in Germany, but larger than
that in the United States. While the scale of tax rev-
enues based on the “assets” component is small in all
three countries, it is especially low in Germany.

1 Discussions on Taxation after the Regan
Tax Reform in the United States

The Regan tax reform in 1986 expanded the tax base
and reduced progressive tax rates on the grounds that
“economic growth, which is the major target of a dras-
tic tax reform proposal, is achieved by a tax that is
neutral (i.e., a tax that does not hinder the growth
potential that is inherent in a free market economy).”
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Although certain tax-base exemptions have since been
increased and the maximum tax rate has been raised,
there have been no major changes to the basic thrust
established by the Regan tax reform.

Since the mid-1990s, however, a number of drastic
tax reform plans have been proposed, including a flat
tax put forward under the call for “tax simplification.”
Common elements of the various plans have included: (1)
moving from income to consumption taxes; (2) apply-
ing a flat-rate tax; and (3) cleaning up the tax base. The
following statements come from interviews conducted
during the period of enthusiastic discussions concern-
ing the various fundamental tax reform proposals.

How was the Regan tax reform realized?
The reform was made possible as all people came
together, with the Republican Party agreeing on cutting
tax rates and the Democratic Party agreeing on the
need to expand tax bases.

How would you evaluate the Regan tax reform?
The situation in the United States has largely changed
over these 20 years. Progress has been made in deregu-
lation and the labor market is continuing to maintain good
flexibility compared to that in other countries. The reduc-
tion in the marginal tax rate provided a good incentive.
This has also enhanced the overall infrastructure in the
sense of promoting quick action by companies. How-
ever, it is difficult to show quantitatively the extent to
which the Regan tax reform contributed to the good eco-
nomic conditions in the 1990s.

What do you think of the “tax base vs. tax rate” concept?
President Clinton proposed an increase in tax rates in
1993, while introducing the investment tax credit to
encourage new investment by companies. However,
industries (including those in capital-intensive sectors)
refused to go along. Basically, a posture that prefers
low tax rates rather than exemptions in terms of the tax
base has been clarified.

The issue of double taxation affecting companies
and individuals still remains.

When either a partnership or joint-stock company for-
mat is adopted, taxes at present are essentially “passed
through” (i.e., the tax is not imposed on the company
itself, but rather in an individual capacity on the person
who carries out business activities as an investor) as
long as the securities are not traded among the general
public. Even when starting with a partnership, then
changing to a joint-stock company after the company
has grown, and finally implementing an M&A through
a stock swap, no tax is imposed unless the stocks are
exchanged for cash. In about ten years in the future,
there is a possibility that any company may adopt this
pass-through format in order to avoid the issue of dou-
ble taxation. It is presumed that a company will turn to

a joint-stock company format only when it is necessary
to swap stocks or to offer shares to the public.

While the growth of small and mid-sized companies
has been remarkable in the United States, what is the
overall and tax background behind this?

In addition to such elements as the culture and open
economy of the United States, it has stemmed from
structural changes as the economy shifted from a de-
pendence on national defense and chronic deficits to a
competitive economy under low inflation. Furthermore,
as a result of the restructuring carried out by large com-
panies and progress in outsourcing, opportunities for
small and mid-sized companies improved in terms of
both human resources and demand. In terms of taxa-
tion, the pass-through system, stock options, and
capital gains taxation also played important roles.

What is the possibility of realizing drastic tax reform
proposals such as the flat tax?

There are many taxpayers who oppose the flat tax idea
for reasons based on their individual circumstances.
For example, the flat tax would eliminate various forms
of preferential treatment such as the education credit.
Moreover, many believe that even if the flat tax were
not imposed on so-called capital income, the effect on
increased savings would not be that substantial. Hence
the possibility of realizing such proposals is not very
high.

What are the interesting issues of the future in rela-
tion to taxation?

There is the issue of privatizing social security. Althou-
gh projections for the future indicate the present system
will be plagued with continuing and accumulating
deficits, the main point of contention is whether or not
the benefits to be derived from privatization would be
substantial enough to justify the change. In addition, as
social security is often seen as the “third rail” of Amer-
ican politics, reform will not be easy to realize. Never-
theless, the problems continue to mount as action is
delayed, raising the high possibility that Congress will
ultimately be forced to deal with this issue before the
system implodes.

2 Background to Germany’s Tax Reform
Impasse in the 1990s

During the 1990s, Germany’s Kohl administration set
its sights in the same direction as those of the Regan
tax reform in the United States. While this meant
efforts aimed at “reducing tax rates by expanding tax
bases,” the bill that tried to push these proposals for-
ward as one big step was rejected by the Bundestag in
1997. The following comments come from interviews
that were conducted immediately after the collapse of
this reform proposal.
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I understand that the major policies being pursued in
Germany focus on “cutting expenditures and reduc-
ing taxes.”

This is the official stance and it is true that federal expen-
ditures as a percentage of GNP (gross national product)
are declining. However, expenditures by local govern-
ments and social insurance payments continue to increase.
If these factors are taken into account, the actual situation
does not conform to the announced objectives.

What was the objective behind expanding the base
for corporate income taxes that was included in the
1997 tax reform proposal?

While the effective tax rate in Germany was not higher
than that in other European countries when trial calcu-
lations included the various tax-base exemptions, it was
considered necessary to reduce the nominal tax rate in
order to make it easier to attract foreign capital. In addi-
tion, the trend among German companies to shift income
to the Netherlands, etc., made it appropriate to reduce
the tax rates and to expand the tax base.

What is the tax environment in terms of fostering
small and medium-sized companies?

As the expansion of the tax base is advantages to small
and medium-sized companies that have access to few
exemptions, this measure would have had an important
effect in fostering small and medium-sized companies
(although the burden on large companies would have
increased as they lost various tax exemptions). More-
over, the restrictions on individuals who start businesses
are not necessarily capital gains taxes. If a partnership
format is adopted, cash flow (offset by losses) and the
business income tax rate become important. Accord-
ingly, the expansion of the tax base and the reduction of
tax rates should have created a good environment for
small and medium-sized companies.

What was the background behind the failure to
realize tax reform?

There were some 68 tax-base exemptions, and each of
these groups worked hard to protect their vested inter-
ests. While there was general agreement on the overall
framework for reform, the specific details proved to be
the stumbling block.

What is the feeling about consumption-type taxes
such as the VAT (value added tax)?

While consumption-type taxes such as the VAT are
considered to be easy to collect, they are also seen to
have the negative effect of restraining consumption—
something that can have serious consequences in terms
of policies aimed at promoting demand.

Germany’s VAT tax rate is low compared to that of
other EU (European Union) members. Is there any
chance that this rate may be raised?

Raising indirect taxes might just lead to expanding the
black market. While the black market in Germany is
already growing, it is not yet as large as that in Italy. In
the case of the tobacco tax, for example, smuggling
increased and tax revenues fell when the tax rate was
raised.

What was the reason for raising the VAT rate instead
of increasing social insurance premiums in 1998?

The burden that social insurance premiums impose on
companies has the effect of cutting jobs, and this mea-
sure was aimed at alleviating the problem of increased
unemployment. As to the question of whether there
will be a large-scale substitution in the future between
social insurance premiums and the VAT, however, I
would say that this seems unlikely. This is because the
link between insurance premiums and benefits is con-
sidered appropriate.

Do you think the social insurance burden on com-
panies will be shifted to employees?

While the general view is that the burden will be shift-
ed to employees in the long run, some companies will
not be able to implement this shift smoothly. This will
make it more difficult to compete and may become a
factor that will lead to increased unemployment.

What are your views with respect to the tax effect on
labor mobility?

Labor mobility is high among people with advanced
skills, and also relatively high among certain low-
skilled workers, such as in the construction field. Fur-
thermore, labor mobility that transcends national
boundaries is active near the border with the Nether-
lands. Accordingly, the tax effect on labor mobility is
important.

Following the failure of the attempt to enact tax
reform by the Kohl administration, the Schroeder
administration passed a tax reform act in 2000 that
would basically pursue the same direction as that of the
previous proposal for the period from 2001 to 2005.
Many attributed this success to a growing sense of dis-
appointment and concern over the impasse created by
the bickering between the ruling and opposition parties
that had scuttled Kohl’s reform efforts. This rising tide
of concern among the German people served as the
mainspring that promoted the reform.

3 Principles of the Shoup
Recommendations and Changes in
Japan’s Taxation System

The Shoup Recommendations of 1949 can be seen as
part of the Dodge Line that revitalized the free econo-
my in Japan. The Dodge Line took a position that
respected the free market mechanism by avoiding inter-
vention and inducements.4 In his later years, Dr. C.
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Shoup (then professor emeritus at Columbia Universi-
ty) observed in a press interview: “We pursued three
concepts in approaching these measures. They were (1)
promoting reforms that were rational and easy to
implement, (2) making sure the taxpayers perceived the
reforms as being fair, and (3) not imposing obstacles to
economic activities. The most important point among
the three was the concept of fairness.”5

In pursuit of these objectives, the Shoup Recommen-
dations positioned a progressive tax on consolidated
individual income as the core of Japan’s comprehen-
sive taxation system. At the same time, measures were
taken to avoid any excessive weakening or distortion of
individual incentives. These efforts can be clearly seen
in reducing the progressive rate on individuals through
the creation of a wealth tax and in designing a cumula-
tive acquisitions tax to be levied on assets acquired by
gift or inheritance during the taxpayer’s lifetime.

However, Japan’s tax system subsequently saw a
number of changes that largely distorted the provisions
envisioned by the Shoup Recommendations. These
changes included the following:

(1) The individual income tax base was changed from
comprehensive income to a range of income classi-
fications. In particular, separate flat-rate taxes have
largely been levied on major portions of capital
income, while the progressive tax rate has been
applied only to labor income.

(2) Various credits and exemptions and separate rates
have been increased under the labor income catego-
ry and the tax bases have been reduced.

(3) Many exemptions have been established under the
corporate income tax and the tax bases have been
reduced.

(4) The wealth tax and the acquisitions tax that were
created in accordance with the Shoup Recommen-
dations were abolished at an early stage.

(5) Moves to promote the expansion of the tax base and
reduce the tax rates began in the latter half of the
1980s. So far, more has been accomplished in terms
of reducing the tax rates than in expanding the tax
bases, and consumption taxes have been adopted to
make up for the drop in revenues.

(6) Full-scale moves to establish a systematic approach
to corporate organization taxation have been seen
in recent years, such as taxes on mergers and spin-
offs as well as a consolidated tax payment system.

(7) Social insurance premiums (which are based on
wages) have continued to increase to the point that
the premium burden substantially exceeds the total
in corporate and individual income taxes (including
both the national and local government levies).
While social insurance premiums are not formally
considered “taxation” per se, the portion of the
social insurance premiums that is imbued with the
essential nature of taxation continues to grow as the

inter-generational support system consumes ever-
larger outlays.

IV Tax-Related Tasks under
the Current of the Times

I have previously pointed out some of the trends com-
mon to Japan and other advanced nations. These
include the expanding knowledge economy, the swing
towards globalization, the shift towards smaller-sized
families, and the rise in longevity. In relation to these
trends, I have also referred to the growing risks inher-
ent in the aging of society and the increasing instability
surrounding the life cycles of individuals.

Beside these factors, there are many other fragile
aspects with respect to Japan’s socioeconomy. Exam-
ples include the lack of vitality in innovative activities
that are the driving force of a knowledge economy, the
failure to eliminate the functional disorders of the
Tokyo financial capital markets (which are said to con-
stitute some of the world’s most important financial
hubs), and the prospects for substantial reductions in
the working-age population with the inexorable decline
in the birth rate.

The following section considers various tax-related
tasks for the future in light of these circumstances.
These objectives will be discussed on the basis of two
basic prescriptions: (1) creating an environment that
enables the full display of potential strength through
active investment in the accumulation of “intellectual
property, organizational capital and human capital” by
individuals and companies; and (2) creating an environ-
ment that permits individuals to take a forward-looking
attitude in making choices and investments over a long
life span without distorting individual incentives by the
tax system. In addition, linkages with other systems and
policies will be taken into account in consideration of
the tax measures involved.

Specifically, five items will be examined as the tasks
corresponding to such trends as the expansion of the
knowledge economy and increased longevity. While
there is no special meaning behind the order in which
these tasks are examined, let us first turn our attention
to a tax system designed to promote research and
development (R&D).

1 Tax System Designed to Promote
Research and Development

How to strengthen intellectual property rights is
becoming a matter of increasing importance as one of
the present tasks of government policies. Intellectual
property rights essentially means establishing owner-
ship rights to newly created “intellectual assets.” With
respect to a patent which is a typical intellectual prop-
erty right, persons who are granted patents are entitled
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to the exclusive use of such intellectual property rights
for a designated period, as well as the right to grant
licenses to others.

This guarantee of property rights is aimed at
strengthening the incentive of companies to engage in
R&D activities, considering the fact that intellectual
property innovations can bring about substantial
external economic effects to the socioeconomy. At the
same time, however, such guarantees incur social costs
such as the overlap of research and development
activities through competition to acquire patent rights.
Therefore, patent rights are not easily granted, nor are
they granted for a long time.6

In this connection, there is also a method to increase
a company’s incentive for R&D activities by using tax
measures to reduce the costs of R&D. This is the R&D
tax credit, which is part of the corporate income tax
system. Two approaches (full and incremental write-
offs) are adopted in allowing this credit.

It is of course obvious that R&D tax credits involve
the social costs of lost tax revenues. Accordingly, the
following section overviews the advantages and disad-
vantages of these two approaches from the standpoint
of whether the R&D tax credit can effectively promote
R&D activities vis-à-vis the tax revenues lost due to
such credit.7

(1) Incremental tax credits
This mechanism, which allows a company to take tax
credits on additional R&D expenditures that exceed a
base amount, is generally considered to be more likely
to have a larger positive socioeconomic effect than the
loss in tax revenues stemming from the fact that this
tax measure focuses on marginal and selected R&D
activities by a company. As there are two methods in
setting the base, however, the resulting effect differs
depending on which approach is adopted. One method
uses what might be called an “averaged base,” which is
calculated according to the average R&D expenditures
over the past several years (the current Japanese system
uses the “average amount of testing and research
expenses during the three out of five years with the
greatest annual expenditures”). The other adopts a
“fixed base” approach.

Under the averaged base system adopted by Japan,
companies that increase R&D expenditures above the
averaged base in any single year can receive a tax
credit corresponding to the excess for that year. As the
level of this averaged base is automatically increased
for the following and subsequent years, however, the
tax credit amounts that can be received in the following
and subsequent years naturally decline. Accordingly, if
the annual effect covering many years is seen as a
whole, the net incentive effect might become extremely
small.

In comparison to this, the United States uses stan-
dardized R&D expenditures calculated on the basis of

sales (R&D expenditures/sales) on a fixed basis for any
specified year. As the base is fixed in this case, no
minus effect is encountered in the following or subse-
quent years even if R&D expenditures/sales is increased
for the given year.

A problem does arise with the elapse of time, how-
ever, as the base can become separate from actual
corporate activities, which makes it difficult for compa-
nies to be rewarded with the appropriate incentives.
While it may be possible to deal with this problem by
resetting the base periodically, this may essentially
mark a return to an averaged base system from the
mid- and long-term viewpoint.

(2) Full tax credits
This method allows tax credits for all of a company’s
R&D expenditures. However, as this scheme has the
practical effect of subsidizing any R&D activities
implemented by a company even without tax measures,
the lost tax revenues can loom large in comparison to
the scale of the effect. On the other hand, there are some
companies whose level of R&D expenditures/sales
exceeds a certain level (i.e., companies whose weight
of R&D activities is high) even in the face of generally
declining R&D expenditures due to economic reces-
sions, etc. When this factor is taken into consideration,
this mechanism provides an advantage in that the incen-
tives not available through the incremental approach
become possible when full tax credits are allowed.
From this standpoint, the United States provides a sys-
tem that permits the selection of full tax credits for
companies whose R&D expenditures/sales exceeds a
certain level.

As such, there are many elements that must be taken
into account in order to enable tax systems designed to
promote R&D to efficiently generate a large effect. I
look forward to the design of even more appropriate
measures after carrying out expanded research and
studies on such elements.

2 Innovation and Taxes on Companies

(1) Corporate income and organization taxes
While most large companies adopt a corporate format,
the reason for this mainly relates to the fact that
economies of scale can be utilized in such aspects as
production organization and fund raising through incor-
poration. In terms of the income tax imposed on
companies, however, the lower the tax rate, the smaller
the effect with respect to restricting investment.
Moreover, lower tax rates also allow for faster decision-
making in choosing courses of action, as is seen in
examples from the United States. Furthermore, when
company activities have expanded to involve multiple
countries as they do today, low corporate income tax
rates prevent capital outflow to other countries and pro-
mote the inflow of capital. And with respect to the tax
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base, the fewer the exemptions, the better the environ-
ment for growing companies as seen in examples from
Germany. If these factors are taken into consideration,
reducing corporate income tax rates and expanding the
tax base can be said to constitute a task with growing
importance in accommodating the knowledge economy
and globalization.

From a historical viewpoint, many companies begin
with a small-scale structure and develop into a complex
organization. Accordingly, it is essential to view the over-
all life cycle of company activities. From this stand-
point, tax measures that hinder a company’s activities
in terms of enhancing “organizational capital” are con-
sidered to have serious negative effects. For these rea-
sons, the full-scale efforts to establish organizational
tax systems for corporations (such as taxes on the
establishment of a company, mergers and spin-offs, as
well as consolidated tax payment systems) that have
developed in recent years have a significant meaning.8

(2) Pass-through system
While I have previously noted that large companies
that adopt a corporate format play a major role in terms
of utilizing economies of scale, the impact of venture
firms and small and mid-sized companies is rapidly
growing in promoting innovation. Because of this, it is
important to smoothly supply risk capital to small and
mid-sized companies that start up new businesses with
new technologies and knowledge. In focusing on this
point, we can find that the pass-through system that is
utilized in the United States and Germany merits our
attention.9

Under the pass-through system, income and losses
generated by a company that adopts a partnership for-
mat, etc., are directly passed through to the individual
partners. If a company earns a return, taxes are levied
on such profits as individual income, while any losses
that are generated may be deducted from individual
income. As a result, taxation plays the role as a type of
insurance, and the degree of risk on invested capital
can be reduced. When we take the benefits of such a
system into account, it becomes clear that creating
explicit regulations to establish such a pass-through
system is an important task for Japan as well.

(3) Distortions of corporate income tax base
When the financial capital markets are viewed as a
whole, the funding provided to the banking sector
under the support of the deposit insurance system and
public funds is still enormous. On the other hand, the
demand and supply market for capital with varying
degrees of risk is not yet fully developed. As a result,
when the banking sector fails to function properly due
to a cumulative increase in bad loans, a serious prob-
lem emerges because the channels that should assume
the role of alternative financial intermediation are
weak. At the same time, moreover, no progress can be

made in strengthening the infrastructure for risk capital
to support innovation from a long-term viewpoint. Fur-
thermore, delays in correcting these problems are also
impairing the attractiveness of the Tokyo financial cap-
ital markets to provide high-performance asset man-
agement.

The background behind this situation includes the
imbalanced tax base for corporate income taxes, where-
by returns (such as interest payments) on debt (such as
bank loans) can be deducted, while taxes are levied on
returns (such as dividends or internal reserves) to equi-
ty. This distortion in the tax base for corporate income
taxes and the fact that such distortions exert a range of
disturbing effects have long been the subject of discus-
sion in a number of countries. While a plethora of reform
proposals have been presented, we have yet to see the
adoption of sweeping solutions.

Realistic countermeasures that can be considered
include: (1) because the corporate income tax levies
individual income tax on returns to equity at the pre-
dividend corporate level, adjustments should be made
to coordinate the corporate income tax rate to the same
level as that imposed on interest income under the
income tax rates for individuals; (2) the organizational
taxes on corporations should be further enhanced; and
(3) steps should be taken towards targeting corporate
income tax levies solely at corporate entities that are
trying to utilize large economies of scale, and applying
the pass-through system to other companies.

(4) Consumption taxes
The consumption-type VAT levy is a consumption tax
that is imposed on companies. While it is natural for the
purchase amounts of intermediate goods to be deducted
under such a levy, one characteristic of this tax base is
that all amounts invested in capital expenditures (not
depreciation) are also deducted.10 When we consider
that investments in capital expenditures are financed by
raising funds in the market in the form of equity or
debt, however, it is necessary to reward investors by
adding the market-average return on the funds raised.

Let’s examine this by focusing on the cash flow
related to investment in capital expenditures and its
return. While the tax base includes the cash flow that is
allocated to dividends, interest payable and the
repayment of principal (as a part of the cash flow
received), the cash flow representing funds raised in
the market is deducted (as an amount equivalent to
capital expenditures). The former is equivalent to the
funding allocated to capital investment plus the market-
average return from among the returns that are gener-
ated by such funds. If this amount is discounted to its
present value by the market-average yield, the resulting
amount becomes the same as the funds raised in the
latter case.

In other words, from among the returns generated by
capital expenditures, no tax is imposed on amounts
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equivalent to the market-average return. Conversely, if
a company realizes a return on a capital investment that
exceeds the market average, the excess portion be-
comes subject to taxation. As the mechanism does not
permit the deduction of labor costs, the consumption
tax essentially becomes a tax that is imposed on “labor
income + excess return.”

In this connection, it must be pointed out that intel-
lectual property, organizational capital and human
capital are coming to assume a greater importance than
capital expenditures as the factors of production in
today’s economy. This means that greater attention
should be paid to the fact that it is the excess return that
companies generate by investment in such new factors
of production that constitutes a major element in the
increasing weight of “intangible assets” within the
market value of a company.

With respect to the contents of intangible assets,
while those derived from scarce factors of production
may be important from a short-term viewpoint, those
stemming from the factors of production that are creat-
ed by company efforts will come to occupy the major
portion from a long-term viewpoint. Accordingly, the
consumption tax imposed on the excess return generat-
ed from such efforts is considered to pose a more than
negligible hindrance to the value creation activities of a
company with a large weight of intangible assets that is
active in innovative activities.

3 Enhancement of Human Capital Formation

(1) Tax measures to help meet school expenses
Many higher education facilities in the United States
such as universities, graduate schools, law schools, and
business schools are private institutions and very com-
petitive. In particular, the top schools in the United
States are highly evaluated even by other countries for
their high level of quality. At the same time, expenses
for these institutions are so high that in many cases it is
difficult for young people to raise money to attend such
schools. In order to deal with this situation, various tax
measures to support such students have been imple-
mented.

These schemes include tax credits for school expens-
es such as tuition fees and tax-base measures to deduct
the interest paid for student loans. The background
behind such measures is the belief that because it is dif-
ficult to use such an intangible asset as education as
collateral, adequate investments in human capital
would not be made without a certain amount of sup-
port.

As the knowledge economy continues to expand in
Japan, the need for highly educated and skilled human
capital is increasing. In order to expand the supply to
meet this growing demand, the reform of the higher
education system is included among the key agenda of
government policies. In addition, adequate tax treatment

for raising money to cover educational expenses is also
important.

The route for human capital formation can be broad-
ly divided into two categories: school education and in-
company training. The role of in-company training has
traditionally been more important in Japan than in the
United States. Currently, however, the importance of
human capital formation through institutions of higher
education has been increasing in Japan in response to
the greater motivation for education among the young-
er generation.

In the case of in-company training, a company and its
employees share the burden of training costs. Tax
deductions are applied for not only the time costs
(opportunity costs) that employees need for training, but
also the other monetary costs involved. In the case of
school education, on the other hand, opportunity costs
can be deducted from taxable income but no tax deduc-
tions are allowed for monetary costs such as tuition
fees. In other words, school expenses must be paid via
disposable income after taxation or by a student loan,
on which interest payments are not tax deductible.

In view of the above imbalance in Japan and referring
to case examples in the United States, I would hope that
a better system of tax measures will be explored with
the objective of enhancing the route of human capital
formation via institutions of higher education in Japan.

(2) Reduction in marginal tax rates and human 
capital formation

Many taxation experts advocate an expansion of the tax
base and a reduction in tax rates as a desirable course
to pursue. There are two categories of expenses that
can be deducted from the tax base. The first category
involves medical expenses, as deducting such expenses
from taxable income gives a clearer picture of an indi-
vidual’s taxpaying capacity. The second is tax deduc-
tions for activities that provide considerable external
economic effects. In principle, however, it is consid-
ered that tax deductions should be allowed only within
stringent restrictions.

Let’s apply this principle to the individual income
tax. Many conventional studies have focused on the
issue of whether income taxes exert a substantial influ-
ence on the labor supply as measured by the hourly
scale or employment rate. The mainstream opinion has
concluded that changes in marginal tax rates do not
influence the labor supply significantly. When the tar-
get of the study is limited to women, however, the
influence is considered to be larger.11 As for the male
labor supply, some studies have indicated that men
spend more time in work during the high-salary periods
of their lifecycles. These analyses conclude that the
labor supply clearly reacts to changes in marginal tax
rates that influence take-home pay.12

There is, however, a more basic point of contention.
The base of the individual income tax in Japan is mainly
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geared to labor income. And the major part of labor
income is compensation for human capital, which is
acquired through education or training. Therefore, the
issue to be examined is whether or not a reduction in
tax rates by expanding the tax base will enhance the
process of forming human capital.13

First of all, let’s look back at the period of high grow-
th in the Japanese economy. In-company training
played a relatively important role during that time, and
employees and their companies shared not only the
costs of investment in knowledge and skills but also the
rewards of this investment. As a result, incentives were
created among both employers and employees to favor
long-term employment. In addition, retirement allow-
ances and the defined benefits of corporate pension
plans encouraged long-term employment. As a result,
the integration of a company and its employees moved
forward smoothly, making it hard to find any routes
through which the individual income tax directly influ-
enced human capital formation.

As a result of changes in business management,
compensation schemes, and the labor market, however,
we today see a greater willingness on the part of indi-
viduals to improve their own human capital via school
education, in-company training, and self-development
programs in pursuit of a better job through promotions
and career switches. This tendency to invest in knowl-
edge and skills that are suitable for wider markets is
getting stronger. It has thus become easier than before
to find routes through which the individual income tax
influences human capital formation.

Considering the comprehensive effects on labor
hours and employment rates as well as on human capi-
tal formation, it can be said that a reduction in marginal
tax rates generates beneficial effects that facilitate the
supply of labor in terms of both quantity and quality.
With respect to the individual income tax, the effort to
expand the tax base and reduce the tax rates is a direc-
tion for tax reform that is highly significant and one
that requires continued promotion.

4 Intra-Family Gift and Inheritance Taxes

In the case of designing gift and inheritance taxes, it is
necessary to examine the motivation behind such trans-
fers that make up the tax base in question.14 This section
will therefore examine transfers from parents to chil-
dren in the form of gifts and inheritances. It is assumed
in this analysis that parents are motivated by altruism
in providing for their children, which means that they
take into consideration the consumption levels of their
children as well as themselves in planning their lives.
In this case, parents use their funds, which consist of
assets formed by receiving gifts and inheritances from
their own parents and their own income, for the follow-
ing three purposes: (1) their own and their child’s con-
sumption; (2) investment in human capital formation

among their offspring; and (3) transfers to their chil-
dren in the form of gifts and bequests.

By investing in human capital formation among their
offspring, parents can expect support in their old age in
accordance with the earning power of their children. In
addition, parents who are able to transfer financial
resources to their children through gifts and inheri-
tances are able to use this ability to determine the extent
of financial resources that can motivate their offspring
to make forward-looking efforts in their lives, and to
provide affectionately for the parents in the future.

Parents face uncertainty about the length of their
own life spans. If they live longer than expected, they
will have to start drawing on assets to meet living
expenses. If they die earlier than anticipated, they can
leave more assets to their children. When an altruistic
relationship is assumed between parents and children,
therefore, even an unexpectedly early death is compen-
sated to some degree by utility to parents due to more
assets left to their children.

Another important argument posits that the extent of
contact between parents and their children will increase
in accordance with the above transfers based on altru-
ism. The more frequently they meet and talk, the more
they care about each other. In the process, their concept
of family values will be developed to a deeper level.15

Although it would appear that this kind of close rela-
tionship between parents and their children has been
fading due to the geographical separation of family
members, public assistance for education, and public
pension programs, the relationship is sometimes func-
tioning strongly even at present. Especially when the
risks inherent in a rapidly aging society are increasing,
it is necessary to review this system for mutual support
among family members and the roles of family values.

In addition, the beneficial effects of altruism go
beyond families and have a positive impact on society
as a whole. The children of parents who have a strong
sense of altruism tend to have a strong desire to
improve themselves. Other families who become aware
of this tendency will increase their sense of altruism.
As a result, some scholars argue that the aspirations for
self-improvement within all of society will rise to a
higher level.16

Accordingly, it is preferable that gift and inheritance
taxes are designed to the maximum extent possible to
avoid impinging on altruistic relationships within the
family and to encourage mutual support between par-
ents and their children. In order to achieve this goal, it
is necessary to expand the pertinent tax bases, to lower
the overall tax rates, and to modify the tax structure to
one that is closer to a flat-rate system. Of course, we
must recognize that a high percentage of those with
extremely high incomes and assets acquired their good
fortune simply by luck rather than by making sound
and prudent investment decisions independently.
Taking this fact into consideration, even if high tax
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rates are applied to this group, the distortional effects
of such a policy may be small.

As for the relation between a gift and an inheritance,
the timing of the transfer and the combinations in
which they are applied vary within and between fami-
lies. In these days when life spans are longer than ever
before, we have a wider range of choices. This means
that it is essential in designing gift and inheritance
taxes to make it sure that one tax will not be notably
more advantageous than the other. Accordingly, tax
reform should be carried out by providing the option of
integrating gift and inheritance taxes through the adop-
tion of a cumulative taxation method—an approach
that was included in the Shoup Recommendations and
one that is actually used in the United States and
Germany (based on a fixed cumulative period).

5 Public and Corporate Pension Reforms
and the Tax System

(1) Establishing personal accounts in the public
pension system and using consumption taxes for
transitional funding

The pension system based on the pay-as-you-go financ-
ing plan is plagued by serious financial problems. It is
estimated that premium rates will have to be increased
to around 30 percent in the future. Even if the financial
problems can be addressed by raising the rates, the fol-
lowing adverse effects on the real economy will not
disappear because fatal flaws in the design of the cur-
rent system will not be eliminated. These include a
weakening of the mutual-support relationship between
parents and children as noted above, a decline in the
birthrate, an increase in the younger generation’s real
tax burden, more emphasis on the quantity of life (i.e.,
length of life) and less on the quality of life, and the
suppression of entrepreneurial activities.17

Basically, eliminating the defects in the pension sys-
tem based on the pay-as-you-go financing plan requires
the introduction of some form of personal accounts into
the system, such as a switch to a complete system of
personal accounts18 or the partial introduction of per-
sonal accounts for an earnings-related component.19, 20

One of the most difficult obstacles in this case is how
to provide financing for the period of transition. It
is a question of how funds can be raised to continue
payments to retirees who have been receiving pension
benefits. These retirees have paid premiums for their
pensions, and the accumulated money consists of a
portion of the underlying funds for current reserves.
Under the intergenerational support system based on
the pay-as-you-go financing plan, however, a large part
of the funds for pension payment relies on premiums
that the younger generation will pay in the future. If
personal accounts are introduced into the system, it
will not be able to depend on this reserve of incoming
premium payments. As a result, the shortfall in funding

benefits to retirees will have to be made up by tax rev-
enues.

The desirable approach in this scenario is to use the
consumption tax as a way of raising the needed funds.
In the case of increasing the consumption tax rate, it
has already been noted that the burden will be shifted
to taxes on labor income and the excess return on other
factors of production. In addition, existing assets will
also be taxed during the transition, as those who con-
vert existing assets into cash for consumption would
still have to pay the consumption tax, but at the higher
rate. As a result, a considerable portion of the financing
needed for the transitional period will be shouldered by
retirees who have existing assets, including pension
benefits.21 As the distortional effect of taxation on
existing assets is small and most retirees are essentially
unemployed, the higher consumption tax rate will have
only a minor distortional effect on savings behavior
and the labor supply as a whole.

Another important point is that this increase in the
consumption tax rate is only for the transitional period
of the pension system reform. One of the main reasons
any increase in the consumption tax rate is approached
with great caution is the fear that once the tax rate is
allowed to rise, it will be used as a general means of
collecting revenues and rates may be raised without
restraint. However, the above method for using the con-
sumption tax includes a distinct brake on further rate
increases because the higher consumption tax rates will
not be needed anymore in the ordinary course of things
when the number of retirees declines in the future.

At this point, let’s revisit the fundamental reasons
why society needs a pension system. If all people had
an ability to fully foresee the future (i.e., imagination
capital), they would plan their lives by taking the dis-
tant future into consideration. Since they would also
prepare for the days after their retirement, there is no
possibility that problems specific to advanced age
would develop when they reach old age. This ability to
see through things is developed and honed by various
considerations through family members, school educa-
tion, and experience after they enter the work force.22

In reality, however, there are those who can never
achieve this capability or those who try but fail to
develop it fully due to unexpected reversals of fortune
such as unemployment and illness. If we neglect their
existence, our society will be confronted with a large
number of elderly people with little income and even
less in assets. This situation will put these elderly peo-
ple as well as their families and society itself in an
extremely difficult situation.

The best public policy approach to prevent such a
situation is to force people to save a certain portion of
their income while they can work. In this way, those
who lack the ability to foresee the future can still pre-
pare for it. The plan for the introduction of personal
accounts in public pensions is based on this concept.
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(2) Corporate pension reform and exit/entry taxation
One of the measures for preventing the above situation is
improving the corporate pension program. Japan has long
relied on defined-benefit corporate pension systems,
which emerged out of the retirement allowance plan of
the high-growth period. But corporate pension systems
are also plagued by financial problems. In addition, such
schemes are now beginning to show the following
adverse effects on the real economy: hampering restruc-
turing programs and corporate reorganization, restraining
expansion in employment, and inhibiting labor mobility.

As a result of these changes in the times, Japan has
recently introduced a type of corporate pension plan
that incorporates a defined-contribution system. One of
the problems with this new system is that considera-
tions for entry taxes (taxes at the time of contributing
money to the system) are strictly limited, while the sys-
tem is extremely generous in terms of exit taxes by
allowing taxation on retirement pay to be correspond-
ingly applied to pension benefits when plan holders
reach a certain age and become eligible to receive ben-
efits. In order to encourage those who do not have
adequate ability to foresee the future to voluntarily join
a defined-contribution pension system in spite of its
restricted liquidity, focusing incentives on the entry tax
is more effective than focusing them on the exit tax.

No matter whether we are considering personal
accounts under public pension programs or defined-
contribution corporate pension systems, participants
are forced to design savings and asset management
plans by continuously focusing on their own lives in
the distant future. This built-in compulsion under either
system will provide a suitable environment for people
to foster their ability to plan for the future.

Reforms of the public and corporate pension systems
are one of the most important policy matters we now
face, as such reforms can stabilize the lives of retirees
and alleviate a host of adverse effects on the real econ-
omy. In order to realize pension system reform, howev-
er, support via the tax system is essential. This makes it
vital to expand the debate on appropriate ways for the
tax system to endorse such reforms.

This chapter has examined five issues concerning
the tax system from the viewpoint of responding to the
continuing expansion of the knowledge economy and
increasing longevity. Although we have discussed only
an overview of the main arguments, the effects of taxa-
tion have been examined on the basis of economic mod-
els that take individual and corporate behavior into
consideration. Obviously, there is more than one perti-
nent economic model; indeed, various models are com-
peting for our attention on the strengths of analysis pre-
sented. Which model most appropriately fits the reality
of the situation will be determined by the lucidity of its
ideas, its compelling logic, and its empirical validation.

If a better economic model makes its debut, applying
such a model to the analysis of the tax system may

make it possible to identify new routes through which
the impact becomes manifest and clarify the effects to
which insufficient attention has been paid in terms of
the long existing tax bases and systems. Basing our
examination on such an economic model will be useful
in understanding the characteristics of various types of
taxes and will offer a valuable framework for designing
a better tax system.

V Relationship with Recent
Discussions on Tax Reform

I noted in Chapter II that while expectations for tax
reform are high, reforms are not easy to realize. Tax
reforms do not always result in a zero sum gain, as
they sometimes expand the economic pie for the entire
socioeconomy over the long term. Even in such cases,
however, another inevitability is that reforms will lead
to many “losers” if the impact of a reform is analyzed
by classifying those affected into various groups—and
accompanied by the efforts of each of these groups to
oppose the reforms.

While the tax reform ultimately adopted by Germany
in 2000 has been highly evaluated as an undertaking
that will contribute to growth and employment expan-
sion within Germany as well as in other countries, it
took a long time to finally realize this proposal mainly
because general agreement on the broad principals of
reform was overshadowed by fierce opposition to many
of the particulars.

Moreover, the Regan tax reform in the United States
is often cited in taxation discussions as a reform that
contributed to the revitalization of the economy over
the long term by expanding tax bases and reducing the
progressive tax rates. At the time of Regan’s proposal,
however, efforts were made to narrow down the targets
because of concern that dealing with all structural
problems without restrictions would result in an
impasse. In actuality, we should give due attention to
the role played by these efforts in developing the con-
ditions that contributed to realizing the reform.

In other words, the various measures taken to narrow
down the issues23 included: (1) securing neutrality in tax
revenues as a precondition; (2) ensuring that no major
changes would upset the balance of taxes to be borne
among the different income strata; and (3) creating a
sense of “winners” among individuals by reducing the
individual burden and increasing the corporate burden
(as the issue of who ultimately pays the corporate tax is
not fully clear to the public, the sense of the burden on
individuals is perceived as small). After taking these var-
ious steps, the Republican Party agreed to a reduction in
tax rates and the Democratic Party agreed to an expan-
sion of the tax bases, thus making the reform possible.

At the same time, we should also note that the con-
ceptual impetus for the Regan tax reform originated
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from the ideas of specialists. Former secretary of state
George Schultz recalled the situation as follows:

“When I was a staff member at the Council of
Economic Advisors during the Eisenhower Admini-
stration, I was educated on tax matters by a wonderful
colleague, the late Joe Pechman. In off-hours, he was
calculating the amount by which marginal tax rates
could be lowered without losing revenue if one or
another or all tax exemptions were eliminated. His mes-
sage stuck with me. I read additional economic studies
on the improved efficiency of the economy that would
result from such changes. As Secretary of the Treasury I
persuaded Richard Nixon to propose a relatively modest
tax reform. As Secretary of State, after talking it over
with Milton Friedman—a source of wise and practical
counsel over many years—I suggested the idea on a
more radical basis to Ronald Reagan in December
1982. The result was the start in the Treasury of what
became the bipartisan tax reform act of 1986. It was not
perfect, but it was a tribute to Joe’s work, among others,
and to the power of an important idea.”24

Incidentally, recent discussions on tax reform in
Japan have evolved into a more extensive format than
before and expectations for a drastic reform are staring
to take shape. Proposals have been made calling for the
revitalization of the economy by such measures as
gradually reducing the progressive rates on individual
income taxes and reducing the effective tax rates of
corporate income taxes. A view calling for large-scale
tax reductions as a deflation countermeasure has also
started to gain currency.

Despite these early signs, many foresee that the pos-
sibility of implementing a reform of individual and
corporate income taxes accompanying any large-scale
tax reductions at an early stage is not very high. The
background behind such a prospect includes the fol-
lowing.25

(1) Under circumstances in which no national
consensus has yet been established with respect to
structural issues such as “appropriate fiscal
discipline,” “effective deflation countermeasures,”
and “appropriate policies to strengthen growth,”
discussions on the role of a tax reform will not
easily reach any conclusions.

(2) It is difficult to secure adequate financial resources
to implement large-scale tax reductions, as annual
expenditures for the next and subsequent fiscal
years are projected to increase year by year mainly
due to substantial increases in expenses related to
social security, etc. Moreover, there are fears that
tax revenues may see natural decreases as effective
tax rates decline with continuing deflation.

(3) Any relaxation in progressive rates, which assume
that tax revenues can be maintained by cutting
individual income tax deductions, will raise a
politically difficult problem of trade-offs, namely,

the shift of taxes from the high-income strata to the
low-income strata. Similar problems would be
involved in raising individual income taxes and
reducing corporate tax rates.

Under these circumstances, some specific measures
have come to the surface as matters of study for the
time being—much like the case of tax incentives to
promote R&D. One of these is the introduction of pro
forma standard taxation. As I have not touched on this
issue in this paper so far, I would like to consider the
base for pro forma standard taxation as an addendum to
the previous chapter.

The previous chapter explained that the tax base for
corporate income taxes is the return on equity, and the
tax base for the consumption-type VAT levy is the
labor income and excess return on other factors of pro-
duction. In comparison, the base for the pro forma
standard tax is the addition-type VAT (labor costs +
interest payable + profits, etc.) that targets only corpo-
rations if, for example, a business activity value base is
adopted. As this means handling debt and equity on
equal footing, it works in the direction of correcting the
imbalance resulting from subjecting only the return on
equity to taxation under the corporate income tax, as
previously noted. This point constitutes an advantage
of the levy.

However, when we look at company taxation from
an overall perspective, we see that three different types
of tax bases coexist. Furthermore, there are also differ-
ences between corporate and unincorporated business-
es. It is difficult to escape the conclusion that tax policy
vis-à-vis company activities and the economy as a
whole is replete with excessive confusion.

In any case, it is hard to believe that the burden on
the people will move in the direction of being lightened
as a whole in view of the long-term outlook for Japan.
Based on this precondition, the arguments should focus
on which tax bases should be emphasized and how they
should be utilized on a more sophisticated basis for
more effective utilization in order to minimize the
adverse effect exerted on Japan’s socioeconomy by the
increasingly heavy burdens placed on the people.

With reference to the taxation tasks for the future
that were discussed in the previous chapter, I should
note that there are some topics on which discussions
are being deepened under the current tax reform delib-
erations. However, some of these discussions include
the problems noted above.

More importantly, a number of tasks remain for
which full-scale studies have not yet been initiated.
Included among them are appropriate taxation in
relation to pension system reform and the utilization of
consumption taxes. If the current temper of the times is
taken into account, these issues will inevitably become
the themes of political discussions sooner or later. It
will be extremely important that specialists are included
in these discussions and that all major academic and
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technical issues be identified prior to moving on to a de-
liberation of the political ramifications.

As noted in Chapter II, the starting point of this
analysis was: “What behavioral changes occur if taxes
are imposed on households and companies and how
such changes influence the markets for goods and ser-
vices and the markets for factors of production.” I
would hope that theoretical and empirical research in
support of this analytical framework continues to be
accumulated in the future and with due attention given
to the changing current of the times. I further hope that
the results of such research will be rich in ideas that
serve as the basis for tax reform proposals that can
overcome even the various factors that make tax
reforms proposals so difficult to realize.
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