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[il4E 6 H10H, [Economic Eye-A Ouarterly Digest of Views from Japan]
June 1988 (KEIZAI KOHO CENTER, Japan Insitute for Social and Economic
Affairs) (ZIRDFmLZ LT 5o

“The Capital Gains Loophole”

ECONOMIC EYE/June 1988

After briefly trying out a system of taxing individual investors’ capital
gains after World War II, Japan restored their tax+free status in the early
1950s. Though few would claim that this exemption is equitable, many
suggest that eliminating it is impractical, citing the difficulty of ensuring that
all investors keep accurate track of their gains and losses and not evade the
taxes due. But true tax reform requirves taxing capital gains together with
other individual income, based on a system of taxpayer IDs to guarantee
general compliance.

Under Japan’s individual income tax system, capital gains from the sale
of stocks and other securities are tax-free in principle. Correcting this
inequity is one of the most important tasks in the drive to reform the tax
system and broaden the tax base.

The huge gap in the income tax

In theory a system of individual income taxes should have a
comprehensive and progressive design, where “comprehensive” means
that people pay taxes on their total incomes, regardless of source, and
“progressive” means that high income earners pay at higher rates. Only
with such a design is the burden of the tax apportioned in line with the
ability to shoulder it.

In the years shortly after World War II the taxation of capital gains on
securities met these criteria. At first, in 1947, half the amount of the profits
became taxable as part of a person’s total income. Then, after an
American delegation led by the economist Carl Shoup came to Japan and
assisted in the enactment of a comprehensive income tax in 1950, taxable
income came to include all capital gains, and all losses became deductible.
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But in 1953 this feature of the so-called Shoup setup was repealed. Since
then capital gains have gone untaxed except in the case of frequent, large-
scale transactions.

The dividends on Japanese stocks today offer a very meager yield to
investors since the market prices are so high. Most people who invest in
the stock market, therefore, do so in hope of cashing in on further rises in
share prices. The money they make when they.are able to sell their shares
at a profit is indisputably income ; as such it should be taxed. The policy
of taxing wages and most other types of income but granting tax-exempt
status to the bulk of capital gains on securities creates a gaping loophole
in the income tax system. We cannot avoid addressing this problem if we
hope to correct the distortions of the tax structure in a balanced manner.

To give an idea of the scale of the problem, in 1986 the market value of
all shares listed on Japan's stock exchanges jumped from ¥236 trillion to
¥355 trillion, a rise of ¥119 trillion. Since individual investors hold about 25
% of the stock, their capital gains can be estimated at about ¥30 trillion. Of
course the gains actually realized were only those on the shares sold
during the year, but sooner or later all the stock will be sold, at which time
the full ¥30 trillion in potential gains will be translated into income.
Applying a hypothetical tax rate of 20% to this figure, we find that the
additional revenue would be the very substantial sum of about ¥6 trillion.

Steps need to be taken to close this huge capital gains loophole. In
order to ensure that these profits are taxed fairly, methods must be
worked out to enable the authorities to collect relevant information.
Specifically, when stocks are traded the sellers should be required to
submit official proof of their identity, and the securities firms handling the
transactions should have to report them to the tax office. Effective
measures should be taken, making the fullest possible use of computers,
to promote the development of tax administration machinery that will
permit the accurate assessment of taxable gains.

Taxpayer IDs : A sensitive question
Nobody would deny that when capital gains are exempted from taxation
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as a rule, an inequity in the tax burden results. The main reason this
defect has not been remedied, we often hear, is that gains are technically
difficult to tax. Before taxes can be imposed, we are told, a system of
taxpayer identification numbers must be instituted, filing of reports must
be mandated by law, and computer networks must be consolidated.

These are reasonable points, but some of the other objections that have
been raised are of less value. One is the assertion that embarking on
taxation of capital gains in the absence of methods to allow deductions for
capital losses and to block falsified loss claims would cause the tax to fall
entirely on the shoulders of honest taxpayers, creating a new and
pernicious inequity in the tax system. Another is the suggestion that the
prospects for a smooth-functioning system are dim, since the average
individual would have extreme difficulty in calculating gains and losses
and would feel overburdened by the bookkeeping requirements.
Technical problems like these should be considered, but they are no
excuse for letting large hunks of income escape taxation. Doing so
represents a major flaw in the tax system and perpetuates social injustice.

In the tax deliberations in the National Diet last year, the opposition
called for gains on stock transactions to be taxed as part of income and
recommended that a taxpayer identification system be created. But the
ruling Liberal Democratic Party refused to go along. Its representatives
say that while moving toward taxation of capital gains is to be desired, the
nation is not ready to accept the taxpayer ID system that a comprehensive
tax would require. The absence of enthusiasm within the LDP for
correcting this glaring defect in the tax system must be deemed
deplorable, even though it may stem in part from the party’s
consciousness of public hostility toward taxpayer IDs.

Without doubt moves to create an ID system would meet resistance.
When the authorities tried to set up a “green card” system several years
ago, mainly to prevent people from putting more money into tax-free
savings accounts than they were legally entitled to, the plan had to be
scrapped even though the legislation for it passed the Diet. But the social
climate is different today, as we get tax reform off to a fresh start amid
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widespread calls for efforts to realize a just society. The conditions for
social acceptance of taxing capital gains have fallen into place.

Taxpayer identification in the United States makes use of the social
security number assigned to each person. These numbers, which apart
from their tax and social security uses are widely employed when applying
for driver’s licenses, passports, and so forth, reportedly ran into some
opposition in the beginning, but now, partly because arrangements were
worked out for protecting taxpayers’ privacy, they have gained solid
acceptance. When most Japanese hear talk about IDs the images that
spring to mind are rather gloomy-like that of a nation of people forced to
wear dog tags. But in fact no law-abiding individual needs to fear that an
ID system would curtail his or her freedom in the least. If our goal is fair
taxation, we should seek public support for the taxpayer IDs that are one
of the systems necessary for attaining it.

Half-baked reform concepts

Last year's reform legislation substantially revised the taxation of interest
income, mainly by closing down most tax-free savings accounts, and it also
expanded the scope of capital gains subject to taxation. The old rule had
been that gains lost their tax-exempt status when an investor made 50 or
more transactions involving 200,000 or more shares in a single year. The
new rule, set by government ordinance, lowers the threshold to 30
transactions and 120,000 shares, and it extends coverage to futures dealing.

Some people have been talking as if this strengthening of capital gains
taxes has essentially eliminated the past unfairness, but this is highly
questionable. As long as the tax office has no easy means of checking
whether investors are complying with the rule, its effectiveness is not
likely to be anything to boast about. Thus far, after all, only about 100 of
Japan's big investors have been conscientious enough to report their
taxable gains each year.

Last summer reports began circulating to the effect that the Ministry of
Finance was preparing to terminate its policy of treating capital gains as
tax-exempt in principle. The policy switch, we were told, would be a
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central pillar of the tax reform for the fiscal year beginning in April 1988.
But the system being studied is of the half-baked sort, as revealed by the
following summary of the deliberations reported in the daily Asahi
Shimbun’s September 20 issue.

“Since investors strongly oppose the use of taxpayer IDs to keep track
of sales profits, a dual system is under study. People who wish not to
divulge their name and address could opt for separate taxation, in which
case their securities firm would collect a tax amounting to some
percentage of the value of the shares sold. Those who identified
themselves, meanwhile, would add their profits to their income and pay
the comprehensive tax. They would be required to keep a record of the
buying and selling prices and to submit it to the tax office ; when they had
losses their tax bill would go down.”

Now that interest income has become subject to general taxation (albeit
in the somewhat irregular from of a separate, flat-rate withholding tax),
these deliberations to be warmly welcomed, both because they promise to
bring the assessments on different types of asset income into better
balance and because they can enhance the tax system’s fairness. But
providing investors with the option of a separate tax is unwise, and it is
also wrong to make this a flat-rare tax (reportedly a rate of 2% or so is
under study) to be applied to the amount of each transaction. Such a tax
would be nothing more than a second levy tacked onto the existing
securities transaction tax. Though it would indeed bring in additional
revenue, it would do little toward making income taxes more equitable.
And because high-income taxpayers would naturally select this option to
conceal the true size of their income, it would not contribute to accurate
assessment of income levels.

The reform we must set our sights on is one that takes us back to the
original principles of the income tax, which should properly be levied on
individuals’ total incomes. We must embark with courage on bold efforts
to build a national consensus for the implementation of this sort of
comprehensive income tax, backed up by the introduction of a taxpayer
ID system.
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