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Figure 1.8. The fiscal situation in Japan
For general government, as per cent of GDP!
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1. OECD estimates for 2006 and 2007.

2. Excludes one-off factors related to the transfer of pension funds, the privatisation of lnghway corporations and
transfers from the Fiscal Loan Funds Specal Account.

Source: OECD, OECD Economic Outlock, No. 82 Database, OECD, Pans.



Figure 2.1. OECD countries with a large public debt ratio
As a share of GDP?
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Source: DECD, OECD Ecomomic Cutlook, Mo, 82 (December 2007), OECD, Paris.
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In any case, expenditure cuts alone are inadequate, given the size of Japan’s fiscal
deficits. Projections by the government show that an improvement in the primary budget
surplus of between 4% and 5% of GDP* - a range in line with OECD estimates discussed
above - 15 needed to achieve the government's objective of balancing the public debt ratio.
Achieving such an improvement will require increased government revenue, Indeed, the
same government projection expects that between 4.6% and 5.9% of GDP in additional tax
revenue 1s needed for this goal, while an even larger amount 1s required to reduce the
debt ratio beginning in the mid-2010s. However, the government's medium-term fiscal
plans do not suggest any concrete measures to raise revenue. While this may have been
an appropnate strategy to focus attention on expenditure cuts during the initial stage of

fiscal consolidation, the serious fiscal situation now requires a comprehensive tax reform
to achieve the government’ fiscal objectives. Chapter 4 analyses Japan’s tax system and
proposes a comprehensive reform plan.
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Reforming the tax system to promote
fiscal sustainability and economic
growth

Figure 1.8, Tax revenue in OECD countries
Per cent of GDP in 2005
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Source: OECD (2007), Revenue Statistics 1965-2006, OECD, Paris (http://dx doi org/10.1787/366725334503).
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Figure 4.1, Trends in Japanese tax revenue, 1990-2005
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Figrure 4 6. Value-added taxes in OECD countries
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Figure 4.7. Stafutory corporate inconme tax rates
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Figure 4.9. Tax treatment of R&D in OECD countries
Rate of tax subsidy for cos unit of RED in 2007
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Figure 4.10. Proportion of firms making losses according to the national tax code
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Figurse 4. 11. Imtermational compardson of corporate taxes
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Improving the local tax system

One way to lower the corporate tax rate and improve the local tax system would be to
phasa out local taxes on enterprises, while increasing other local taxes, notably on
personal mcome, property and consumption. A unique feature of Japan's corporate tax
system 15 the sigmificant amount that 15 imposed at the kocal level through the prefectural
antarprse tax and the local inhabitant tax on corporations. Corporate taxation at the local
leve] has vanous drawbacks such as the larpe revenue gap between junsdictions - tax

TEVEMNUES per capita in Tokyo were nearly seven times higher than in the poorast prefachure

between 2001 and 2005 (Figure 4.5) - and high volatility in revenue. These problsmes conld
be reduced by the pro-forma scheme introduced in 2004, which determines the enterprise

tax on the basis of assats and value-added, as well as income. Such an approach can be
justified by the benefit ]:nml:lple even firms Lh.slt are not ]:nn:nﬁtah]E S]'JI:IIJL:[ pay for T.hE
semces they rerewe o : o5 b s by of taxs

which would Iedu-:E T.he u'.reraJJ Emmmm rate Ll:nw'ar-i the OECD averaps.



Figure 4.12. Personal income tax
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Figure 4.17. Tax and social security payments by income decile
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Table 4.2. Summary of OECD recommendations
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The government plans to implement & fundzmantal tax reform. As a first step, the Tax
Commission, 3 group of private-sector experts that was astablished by law in 1959,
released its report on the direction for tax reform in Movember 2007. Many of the
recommendations by the Tax Commission, which are summarised in Box 4.5, correspond
to those proposed in this chapter. However, there are 3 number of significant differences:

# The Tax Commission proposes 3 hike in the consumption tax rate to finance social
wealfare axpenditures. The rise in social spending is part of the fiscal challenge facing

Japan: the gmrenunent B'I!.‘.-JEEE that it will ma&aa&hﬂ‘n of GDP over the decaﬂ&i‘l:l:lﬂ

Epem:hnn From 3 ]unn term perspective, Eamaﬂmn the mse in ﬂlE tEX IEVene cnuld
weaken efforts to control socal spending, while limiting flexibility in expenditures.
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¢ The Tax Commussion favours expanding the pro-forma local government tax on
anterprises. However, such taxes, which are based on the sie of firms, are negative for

ﬂﬂ:r'iﬂl'l and increase thE nsk u[mmpan].r fatlures dunng dowmtums. T-|:|I this reason, &

# The Tax Commission supports continued tax expenditures for actvites, such as R&D,
that promote productivity. Such incentives should only exist if rigorous cost-benefit
analysis reveals that they expand productivity-enhanong achvities to levels that are
socially optimal.
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# To enhance the role of the personal income tax system in ncome radistribution, the Tax
Commission recommends that a nuomber of policies be examined; [} changes n tax
brackets and rates, including the top rate of 50%; 1) replacing personzl deductions by tax
credits; and iif) ntroducing an Eamed Income Tax Credit, following an in-depth analysis
of costs and benefits. Given that increasing the progressivity of tax rates nsks
discouraging the supply of labour and the acquisition of human capital, this chaptar
favours achieving greater redistnbution through an Eamed Income Tax Credit that is
financed through a broadening of the personal Income tax system.
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