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Overview

1. Amidst growing fears that the economic trend has turned downward once more

what the Japanese economy needs to steer it back to sustained growth is a policy

package that combines a demand-boosting effect  in the short term with an

economic revitalization effect in the medium-to-long term yet remains compatible

with the policy of rebuilding government finances.  This article analyzes the

reduction of tax on capital investment in terms of (i) its demand-boosting effects

(short-term), (ii) its productivity-enhancing effects (long-term) and (iii) its impact

on the fiscal balance.

2.  There are two mainstream methods of reducing tax on capital investment:

 (i) deducting a fixed amount of the total funds invested from the amount of tax

due (investment tax deduction) and (ii) increasing the speed of depreciation

(accelerated depreciation).  An investment tax deduction aims to encourage capital

investment by raising the expected rate of return by an amount equal to the tax

reduction.  Accelerated depreciation on the other hand is designed to help

businesses postpone the payment of tax by bringing forward depreciation under

tax law.  Accelerated depreciation has virtually no effect on investment

profitability and is basically intended to encourage capital investment by helping

to improve cashflow.

3.  In recent years, the level of capital investment has been approximately

equivalent to 70% of operating cashflow.  Assuming that this ratio remains stable, a

tax reduction of ¥1 trillion would have a significant impact, boosting capital

investment by ¥0.7 trillion.



4.  Japan's capital stock is aging rapidly, a fact that can be shown to be

undermining capital productivity.  In the medium-to-long term, a reduction of tax

on investment is essential if Japan is to rejuvenate its vintage capital stock.

5.  To implement investment tax deductions without restriction to specific

industries or applications would be inappropriate from a fiscal point of view, as it

would invite a severe deterioration of government finances.  By contrast

accelerated depreciation which basically postpones the payment of tax places a

relatively small burden on government finances.  Nevertheless, it will be necessary

to consider the application of depreciation schedules that limit the impact of this

approach in cases where the depreciation period of equipment is long.

6.  To conclude:

(i) The reduction of tax on capital investment can be shown to stimulate capital

investment.  Amid renewed anxiety over the future of the economy, the

reduction of tax on capital investment should be used to stimulate private-sector

demand.

(ii) Investment tax deductions place a heavy burden on government finances and

should be introduced only in areas where they will yield substantial benefits.

(iii) Tax incentive systems relating to research & development costs should be

expanded as a matter of urgency.

(iv) Accelerated depreciation should be introduced as a comprehensive system,

helping to reduce the burden on government finances.

(v) It is possible that a gap has opened up between statutory service life and actual

service life of capital equipment, and accelerated depreciation would also be an

effective interim measure prior to a radical review of statutory service life

regulations.


