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Introduction 

    What is it about tax that interest researchers? What kind of research has been done to date? What 

have been the results? These questions will be explored in the passages that follow. The likely impression 

of tax is that much of its policy is decided by a variety of factors including political influence and 

fluctuating economic conditions. Though these factors do come into play, for tax research, it’s important 

to collect data that is related to the effects that the current tax policy—or any improvements on the tax 

policy—will have on our behavior and everyday lives through empirical testing of that data. It is the role 

of the researcher to clarify the effects of tax.    

    The academic world of tax is expansive, including the fields of public economics, public finance, 

accounting, and tax jurisprudence. Researchers of tax hail from various academic domains and conduct 

tax research using various approaches, although, collaboration between the fields is rare. As an example, 

there are academics who advance normative arguments, claiming that the tax system should be a certain 

way. Yet often times, such arguments are not based in evidence. These academics may even go so far as 

to say that empirically based science is not useful. Conversely, from the perspective of researchers, like 

me, who employ quantitative methods of analysis, to advance a normative prescription without a grasp 

of the facts is out of the question.  

    Below are ideas on tax which I have selected in the hope to interest and engage the reader. In 

particular, I have included a discussion on consumption tax reduction, a topic of recent attention which 

flaunts the newspaper daily. What do economists say on reducing the tax rate? What kind of research is 

being carried out in this research area? Including the discussion on international taxation, all of the ideas 

that follow are backed by serious research, though I have made an effort to assemble relatively interesting 

topics in tax. Essentially, all research introduced here are those that can be found in first tier research 

journals, insuring the soundness of their research methodology and high credibility.  
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     The title of this special lecture claims a “scientific approach” which requires explanation. Keio 

University’s founder, Yukichi Fukuzawa, left a valued tenet known as the spirit of “jitsugaku” or “practical 

learning”. This tenet is often interpreted as “study that serves real world practice”. However, upon further 

enquiry, a passage that cites practical learning shows Fukuzawa annotating “jitsugaku” with the word 

“science”, confirming that science and jitsugaku are in fact equivalent. Science refers to none other than 

science based in empirical evidence: a discipline that discerns a general law based on the data. This was 

Fukuzawa’s intended understanding of the spirit of “jitsugaku”.  

 

 

Research on the mechanism of tax evasion 

     Let’s turn our attention to some actual research. First, to verify the mechanism of tax evasion. A 

research theme that I’ve been engaged in for roughly the past two years, tax evasion may be an unfamiliar 

concept to many. I have collected data that relates to why people evade their taxes and what kind of 

systems are liable to invite tax evasion. In the world of tax, pulling together data can be extremely 

challenging. An obligation of confidentiality by the tax authority dictates that the data they possess is 

seldom made public.  

     For example, 2006 was the last year in Japan that disclosure of taxable income, the base to calculate 

corporate taxes, was made available. Of course, as personal records of individuals are also impossible to 

access, the reality is that collecting tax related data is extremely difficult. This is not only in Japan, but 

true for countries around the world. When data is hard to come by, hypotheses become harder to verify, 

resulting in fewer researchers. For this reason, a common research method in the field of taxation is 

experimental research. This entails assembling the test subjects into the laboratory, conducting the 

experiment, and then analyzing the resulting behavioral data. A carefully designed hypothetical space is 

created where behavior can be observed. Critical to the success of this research method is the proper 

compensation to the subject for their performance in the experiment.  

     Before moving into the main content, let us take a moment to briefly review tax evasion related 

terms that are important to distinguish. Namely, tax saving, tax avoidance, and tax evasion, followed by 

a further explanation of the terms, unreported income (unintentional), concealed income (intentional), 

and tax evasion.  

     First of all, tax saving and tax avoidance are both legal. Only tax evasion is illegal. Then what is 

the difference between tax saving and tax avoidance? The latter is to reduce one’s taxes by means that 

were unexpected by the tax authorities. In other words, to operate in a grey zone. As will be introduced 

later, tax planning methods implemented by overseas multinational companies are generally interpreted 

as tax avoidance. Although legal, they are unexpected methods that catch the authorities off their guard.  

     Unreported income, concealed income, and tax evasion also differ in usage. Unreported income 

refers to a difference in interpretation of a tax rule between the tax payer and tax authority. That is, a 

difference in understanding within the legal but grey zone of taxation. Here, it is supposed that the tax 

payer processed the tax return with honest intentions, though the applicable rule is interpreted 

differently by the tax authority. The result is unreported income, which is not judged an intentional act.  

     Conversely, concealed income is an intentional act. And the difference between concealed income 
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and tax evasion is whether or not the tax payer is prosecuted. The threshold for prosecution is whether 

the intentionally concealed income adds up to an amount greater than 100 million yen. The National Tax 

Administration Agency annually presents data known as the Summary of Audits (see Figure 1). 

In Figure 1 we see the terms commence, processing, and prosecution. Commence refers to the beginning 

of an audit in a tax evasion case. Once the audit commences there are cases that cannot be processed 

within the year. If a certain level of evidence is collected and the substantiation of tax evasion appears to 

be possible, then a prosecution is filed. Only after the prosecution, will the incident be recognized as tax 

evasion. Conversely, there are cases where a prosecution cannot be filed due to the inability of the tax 

authorities to detect tax evasion during audit. The tax authority will approach the case with significant 

preparation but may still fail to reach prosecution. When this occurs, the case is generally not regarded 

as tax evasion. Accordingly, a successful prosecution is a goal for the tax authorities. We see the rate of 

successful prosecutions in Figure 1, indicating the importance that the tax authorities place on reaching 

this stage.  

 

 

[Figure 1. Summary of Audits] 

 

(Source: The National Tax Administration Agency, Summary of Audits 2014) 

 

 

     Let us now take a look at actual research. There have been many insights into the kind of person 

who is more likely than others to evade taxes.  

     An experiment called the Trust Game gives us insight into tax evasive behavior. Think about the 

answer to the following question: You presently have in your possession 1,000 YEN. Any amount that is 

invested using this 1,000 YEN will be tripled. However, the amount that is returned to you from this 

tripled investment will be a random amount. That is, the range that will be returned is between zero and 
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the tripled amount. Under such circumstances, how much of the 1,000 YEN would you invest? In research 

I co-authored (Murakami and Taguchi, 2015) we found that when the invested amount is between zero 

and 1,000 YEN, that those who invest close to the maximum of 1,000 YEN are less likely to evade taxes, 

whereas those who invest closer to the minimum of zero YEN are more likely to commit tax evasion.  

     Another well-known game is called the Ultimatum Game: You presently possess 1,000 YEN, which 

you will share with your neighbor. However, there is one rule. If your neighbor rejects your offered amount, 

then both of you will receive nothing. The theoretical equilibrium is to offer the smallest numerical 

amount possible to your neighbor, in this case 1 YEN. That is, you offer 1 YEN to your neighbor, and your 

neighbor accepts this offer. From the perspective of your neighbor, it is better to receive 1 YEN than 

absolutely nothing, while you receive the remaining 999 YEN. This is the solution that game theory 

suggests. Yet, the question is how much you would offer your neighbor in such a situation? The research 

results of this game indicate that the greater the sum offered to the neighbor, the greater the likelihood 

of tax evasion by the player making the offer. The thinking that rationalizes a larger offer than 1 YEN is 

known as reciprocity. The more the player making the offer is the type to read into the situation, the 

larger the amount that will likely be offered. In reality, because the neighbor is not likely to agree to a 1 

YEN offer, the higher the sensitivity to reciprocity, the higher the probability that the player will attempt 

to predict the highest practical amount to offer. The research shows that those who are calculating in 

such a way are more likely to evade taxes.  

     The likelihood of tax evasion also differs greatly depending on personality. First, there are results 

from both prior and present research that show that men are more likely to evade taxes than women. In 

my joint research, Keio Business School students are called on as subjects in the experiment. The results 

show that tax evasion is more likely among those who are older over those who are younger, those with a 

lower degree of trust (those who offered a smaller amount in the Trust Game), as well as those with a 

higher degree of reciprocity.  

     Moving away from discussion on behavior, let’s shift our attention to the tax rate. Various results 

on the relationship between the tax rate and tax evasion have been presented in past research, though a 

consensus has not yet been reached. In fact, according to game theory, equilibrium would suggest that 

the rate of tax evasion would decrease as the tax rate increased (Reinganum and Wilde, 1986)—a result 

that may be counter-intuitive.  

     The logic of game theory is as follows: When taxes are increased, the benefit to the tax authority to 

audit increases, motivating them to inspect with an added sense of purpose. Game theory’s answer is that 

the tax payer, anticipating stricter audits by the tax authorities, reduce their tax evading activities. 

However, when this logic is tested, the opposite result is often yielded. That is, when the tax rate increases, 

instances of tax evasion also increases. We see that the game theory assumption related to the extent 

people will read into a situation is strongly present. The individual assumed in game theory is the rational 

individual, presuming an individual who has the ability to anticipate further into the future than the 

average person. Accordingly, experiments do not always produce results consistent with game theory. 

When the results of the experiment are not aligned with the theory, it becomes necessary to make 

adjustments to the theory. This process of hypothesizing, testing, and adjusting is precisely the province 

of science.  
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     Next, let us shift to research on the systems that govern the tax audit. A long-standing and 

extremely well known research domain in the field of taxation attempts to decrease instances of tax 

evasion by the design of tax audit rules. Not surprisingly, tax revenue is spent to cover the cost of tax 

authority audits, adding to the relevance of this research theme. If cases of tax evasion fell due to well-

designed rules, absolving the tax authorities from spending tax to audit, then such a system would be 

beneficial from the perspective of society.  

     Now to introduce several rules that guide tax audits. The following are mainly based on the results 

of Alm et al. (1993).  

     First is the Random Audit. Under this rule, regardless of the size of the tax return, the tax 

authorities will investigate cases at a determined probability, set at 5% in the experiment. This rule 

signifies a completely random decision to audit.   

     The second is the Cutoff Rule. This rule necessitates a tax audit if the reported taxable income is 

below a threshold or cutoff. The rule further stipulates that if the tax return is above the threshold level 

then the rule will adopt the Random Audit rule with the probability of audit at a determined rate (5% in 

the experiment). In fact, the cutoff that will necessitate an audit if breached is disclosed to the test 

subjects. Yet, in the real world this cutoff is unknown. Although the state of not knowing the cutoff may 

affect the participants’ behavior, Alm et al makes this information open in the experiments.  

     The third rule is the Conditional Future Audit Rule. Under this rule, the tax authorities carry out 

tax payer audits at random. In cases where tax evasion is discovered, then future tax audits will become 

required for the ensuing two quarters.   

     The fourth rule is the Unconditional Future Audit Rule. In this rule, the tax authorities will carry 

out tax audits unconditionally for the ensuing two quarters regardless of discovery of tax evasion at the 

time of audit.  

     The fifth is the Conditional Back Audit. Similar to the fourth rule, the audit will be for the two 

quarters prior to the time of audit. This is close to actual practice. When the tax authorities conduct an 

audit, the records of the past three years are inspected. If particularly malicious, there are cases where 

the records of the past five or even seven years are audited.   

     The last is the Unconditional Back Audit. In this rule, the previous two quarters are audited 

regardless of discovery of tax evasion at the time of inspection.  

     The result of the experiments under each of these rules are shown below in Figure 2, where the 

frequency of tax audits and taxes reported are indicated.   
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[Figure 2. Relationship between Tax Audit Rules and Tax Evasion] 

 

(Alm et al., 2013) 

 

 

     The vertical axis shows the average frequency that the tax authorities actually carried out tax audits. 

The horizontal axis shows the average amount of tax reported. The optimal condition for the tax 

authorities is when the frequency of auditing, in other words the cost, is low and the tax reported is high. 

Given this, the Conditional Back Audit is shown as the most efficient. Another point worth mentioning, 

when the frequency of tax audits is ignored, the Cutoff Rule shows the largest amount of tax reported. 

However, the Cutoff Rule yielding this result is unnatural. The Cutoff Rule stipulates that if the reported 

income is over a certain cutoff, then the tax authorities will not audit, yet the results show that there 

were many audits above the declared cutoff. When below a certain threshold of reported tax then a tax 

audit is carried out 100% of the time. The subjects in the experiment are making a choice that they should 

not. There is the possibility that the objective of the experiment was not communicated properly to the 

subjects, or that the tax authorities carried out audits due to the subjects making a mistake.  

     Research by Murakami and Taguchi (2015) take a slightly different approach. Prior research 

customarily position the tax authority as the experimenter, with the researcher usually assuming this 

role. However, in our experiment, we had the subject play the part of the tax authority. We designated 

this condition as strategic in our experiment. In game theory, the tax authorities, placed in opposition to 

the tax payer, should also be considered as people. In other words, the tax authority is also a player with 

strategically motivated behavior. However, in prior research, the tax authority is presented as a 

decorative or mechanical factor. We designated this condition as single in our experiment. Alm et al. 
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(1993) introduced earlier merely applied the various audit rules automatically. Yet, in actual tax audits, 

it is a person that decides whether to proceed with the audit or not.  

     In our experiment, as a result of having the students play the role of tax authority, the total evaded 

taxes was statistically significantly lower than when audit rules were mechanically applied. Figure 3 

illustrates a part of the experiment results. It shows actual income represented on the horizontal axis 

and reported income shown on the vertical axis. The result shows greater taxes declared for the 

experiment with the strategic condition at all income levels.  

     Suggested by these results is that when the actions of the tax authority are unknown, then taxes 

are reported with more honesty. Given this, when policy is designed with a degree of flexibility instead of 

a uniform and mechanic application, tax collection becomes more efficient. The relationship was 

completely the same when the tax rate was changed. Tax payers evade their taxes less when the tax 

authority is recognized as real person and when the rule the tax authority will employ as a condition of 

auditing is unknown to the tax payer.  

 

 

[Figure 3. Auditor as Computer or Human and the Relationship to Reported Income] 

 

(Murakami and Taguchi, 2015) 

 

 

Reducing the consumption tax rate 

     Next, we will focus the discussion on reducing the consumption tax rate.  

     Most of us pay consumption taxes from the standpoint of the consumer. Yet in fact, it is not the 

consumer who has the obligation to pay the consumption tax. In consumption tax law, it states that “the 

business has the tax obligation”. Then why is it us, the consumer, who pays the consumption tax? This is 

because the consumption tax has been transferred onto the price. What would happen if you, as consumer, 
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decided to refuse to pay the consumption tax on grounds that it was not your obligation? The business 

would simply refuse to sell to you. Our tax system obligates the business to pay the tax, but it is the final 

consumer who shoulders it. This system appears straightforward, yet it gives rise to various hard to detect 

problems.  

 

 

[Figure 4. Standard Structure of Consumption Tax] 

 
(https://www.mof.go.jp/tax_policy/summary/consumption/301.htm) 

 

 

     Let us consider Figure 4. The way that consumption is taxed is extremely simple. Taxes that are 

due are calculated as the difference between the consumption tax that the previous seller passes on to 

the next seller and the consumption tax that is paid-off.   

     To clarify our understanding, we will begin at the first stage, the raw material manufacturers. We 

will assume that they do not pay consumption tax. When they sell their raw materials to the finished 

goods manufacturer, they do so after adding the 8% tax of 1,600 YEN to the selling price of 20,000 YEN. 

The finished goods manufacturer now has an obligation to pay the difference between the consumption 

tax received, which is 1,600 YEN and the consumption tax paid, which is 0 YEN, bringing the total 

payment to 1,600 YEN. The same occurs at the next stage. The finished goods manufacturer has paid the 

raw material manufacturer 1,600 YEN in consumption tax, yet, when selling down the value chain to the 

wholesaler at 54,000 YEN, the wholesaler has received a consumption tax of 4,000 YEN. The difference 

between 4,000 YEN and 2,600 YEN, or 2,400 YEN, is the consumption tax that the finished goods 

manufacturer is obliged to pay. In other words, it is a system where an 8% consumption tax is paid on the 

value added at every transaction. In the end, all tax amounts are totaled, equaling the tax amount to be 

burdened by us, the final consumer.  
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[Figure 5. Mechanism of “Ekizei”] 

 

(http://www.hitachiconsulting.co.jp/column/tax/02/) 

 

 

     Next, a few comments on the problems of “ekizei”, which can be described as when part of the 

consumption tax is legally retained by business operators, resulting in their economic profit (see figure 

5). In consumption tax, there is a system called the tax exemption limit, making it unnecessary for 

companies in certain situations to pay consumption tax. Specifically, if sales revenue in the base year—t 

minus 2 years— is below 10 million YEN, then the company is exempt from paying consumption tax. 

Such businesses are exempt from paying even if they have received taxes from a sale. Of course, a simple 

solution appears to be that the tax exempt business refuse the consumption tax from the seller. However, 

the retailer shown in Figure 5 would have no way of knowing if the wholesaler is a tax exempt business 

or not. Because this is unknown, the retailer will add the consumption tax and sell to the wholesaler. If 

the wholesaler is tax exempt, then the tax that is received remains unpaid, resulting in profits to 

accumulate. This is called ekizei, or revenue that originally should have been paid as consumption tax 

but instead accumulates as profit for the tax exempt business.  

There is another mechanism where ekizei accrues. Known as the simplified tax system, companies whose 

sales revenue is within 50 million YEN in the base year—t minus 2 years— are eligible to take advantage 

of this system. The simplified tax system permits the use of a rate of goods purchased regarded as taxable 

regardless of the cost of goods purchased, permitting the paid consumption tax to be estimated. 
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Companies will select the simplified tax system when the estimated tax amount is greater than the 

consumption tax actually paid, resulting in less consumption tax payments. The result is equal to ekizei.  

     I will now shift the discussion to arguments of regressivity in tax. Generally, consumption tax is 

said to be regressive, though there are researchers who are skeptical about this claim. Reduced tax rates 

are advocated with the purpose of mitigating regressivity, yet, if the nature of consumption tax as 

regressive can be shown to be dubious, then the purpose of implementing reduced tax rates disappears. 

What is regressivity? Does it really exist in consumption tax? Opinions continue to be divided, calling for 

verification. When claims reported by the media are taken at face-value, there even appears to be 

consensus on the regressive nature of the consumption tax. Although, there are researchers who argue 

differently with arguments containing an element of truth.  

     As a basic premise, high income earners pay more in consumption tax in absolute terms. This is an 

undisputed fact. But what happens when the amount paid in consumption tax is calculated as a 

proportion of total income? Because consumption tax is a proportional tax rate, it is the same as 

consumption as a proportion of income. When represented as a ratio, we see that high income earners 

actually pay less consumption tax as a percentage of their income. This is what is generally referred to 

as regressivity (see Figure 6).  

     When we look at Figure 6, the lowest income bracket shows that 4.2% of income is paid in 

consumption tax, and for every subsequent income bracket, the percentage paid in consumption tax as a 

proportion of total income earned progressively declines. The highest income bracket shows that only 

2.2% of income is paid in consumption tax. Conversely, when we consider income tax, we see that it is 

progressive, meaning that the higher the income, the greater the rate of income tax that is paid. This is 

the definition of a progressive tax. Consumption tax is the opposite of a progressive tax, and is referred 

to as regressive.  

     The opinion of those who are skeptical about the regressivity of consumption tax argue that the 

taxed amount should be treated in absolute terms, not as a percentage; that because higher income 

earners clearly pay more in consumption tax in absolute terms, the regressivity of the consumption tax 

as characterized here is not a problem, and that the redistribution of wealth should be achieved by 

increasing an alternate tax such as the income tax.   
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[Figure 6. The Regressivity of Consumption Tax] 

 

(http://www.zenshoren.or.jp/zeikin/shouhi/10071214/100712.gif) 

 

 

     Several researchers have also advanced the perspective that income earned over a lifetime is the 

better metric over yearly income. They argue that by looking at how much consumption tax was paid as 

a percentage of a lifetimes income is a better measure of how much consumption tax should actually be 

paid. To explain, after retirement, the main economic activity becomes consumption. This includes high 

income earners, whose consumption can expect to increase substantially relative to income at this time. 

Income after retirement will mostly be from a pension, suggesting that it will be less than when actively 

working. Research by Ono and Kohara (2005) found that when total consumption tax paid is calculated 

as a percentage of lifetime income, that the consumption tax also becomes a progressive tax. In other 

words, when looked at from the perspective of a lifetime, the higher the income, the higher the proportion 

of consumption tax paid relative to income.  

     Alternatively, there are those that argue that even if a reduced consumption tax rate was adopted, 

the consequence would be diminished fiscal resources. Because of the reduced tax revenue, the money 

needed to sustain social security would fall short, causing an adverse impact on lower income earners; 

the beneficiaries of social security. The claim is that when taking into account the provisions that tax 

income returns to society, then the total rate of burden of the consumption tax is actually greater for high 

income earners. The reasoning is that the lower the income, the less the amount consumed, resulting in 
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a lower total tax payment. Yet, the benefits gained from public spending is greater than what is merited 

by the amount of taxes paid. That is, because repayment in the form of social provisions is larger relative 

to the taxes paid, the rate of burden decreases for lower income earners.  

     A slight digression on the discussion of regressivity, let us take a look at the parallels between 

corporate tax and consumption tax. The argument that the reduction of corporate tax is disgraceful 

surfaces from time to time. The charge is that such a reduction only benefits the wealthy. Conversely, an 

increase in consumption tax is essentially throwing the weaker earners to the wolves. The idea is that 

corporate tax should be increased and consumption tax should be reduced. This may appear sensible on 

the surface, but is a position that needs careful scrutiny.  

     Corporate tax and consumption tax are similar in that they are taxes that are shouldered by the 

business. When this feature is overlooked, people are easily misled by the argument presented above. The 

misunderstanding stems from the perception that it is the individual who pays the consumption tax and 

the corporation that pays the corporate tax. But in fact, a more accurate assessment is that the various 

stakeholders are bearing corporate taxes (see Figure 7).  

     Generally, as earlier mentioned, those who argue that reducing corporate tax is unjustifiable often 

believe that the shareholder assumes its total burden. To explain, because dividends decrease by the 

amount of increased corporate tax, it becomes logical to think that the shareholders are the ones paying 

for it. This is misrepresentative of what actually happens. First, the tax increase will likely be transferred 

to the retail price of the good or service provided by the company. The types of goods that are susceptible 

to tax being added to its price are those with low price elasticity of demand. Products and services that 

are low in price elasticity of demand are generally daily living necessities. In other words, when corporate 

tax increases, the price of daily living necessities are also likely to increase. On the other hand, because 

the demand of luxury goods are high in price elasticity, or decrease dramatically as soon as the price 

changes slightly, it is hard to transfer corporate taxes to the price of such items.    
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[Figure 7. The Corporate Tax Burden] 

 

(Source: Nihon Keizai Shinbun, February 1, 2013 morning edition) 

 

     The second finding is that corporate taxes are shouldered by the employees, a result that is verifiable 

with both Japanese and non-Japanese data. By looking at Japan’s labor distribution factor, it is possible 

to measure the amount spent on labor costs as a percentage of the added value that is generated. Figure 

8 shows that for most types of large companies, about 60% of value added goes to paying labor costs. The 

value added amount will decrease by the corporate tax amount. The general view is that about 60% of 

corporate tax is burdened by the employee. When it comes to small to mid-size companies, the labor costs 

increase to 80%, placing a higher degree of pressure on the business. Employees of small to mid-size 

companies in the U.S. also bear approximately 70% of corporate tax. Who pays for corporate tax? The 

likely answer is that it’s mostly burdened by the employee.  
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[Figure 8. Japan’s Labor Distribution Rate] 

 

 

 

     After more careful analysis, we see the necessity of thinking carefully about whether a reduction in 

the corporate tax rate truly benefits the high income earners. What is more, if corporate tax is shifted 

onto the price of the good, then it’s nature is the same as that of consumption tax. As opposed to 

consumption tax, which as a general principle is applied on all goods at an equal rate, because corporate 

tax is largely transferred to daily necessity goods, it is possible to contend that corporate tax is more 

regressive than consumption tax.   

     Now, if we accept that regressivity exists in consumption tax as a premise, then as a method to 

cancel out this effect there is the idea of reducing taxes. Another method is a tax credit with provision. 

With this in mind, here are several problems that arise when considering the implementation of a tax 

rate reduction.  
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[Figure 9. The Simplified Invoice] 

 

(http://www.nikkei.com/article/DGKKASFS26H2N_W5A920C1NN1000/) 

 

 

     The first problem is how to deal with the administrative fees that companies must pay to implement 

the reduced tax rate. The cost must be burdened by somebody, but who? Perhaps it is the company. Or 

perhaps it can be transferred onto something else, as illustrated in the prior discussion. In an attempt to 

address this point, the ruling party (Liberal Democratic Party) argues that by using a simplified invoice 

the administrative costs will not increase significantly. Still, this simplified invoice actually contains 

serious problems.  

The simplified invoice in question is illustrated on the left hand side of Figure 9. The invoice that is used 

in Europe in practice is shown on the right side. The simplified invoice merely records the tax rate at 10% 

and 8% separately. Yet, to serve its purpose an invoice must indicate transactions by item and/or the 

business transacted with. Lacking this feature, there is ample opportunity for dishonesty when employing 

the simplified invoice. As was mentioned earlier, the consumption tax is calculated by subtracting the 

consumption tax paid from the consumption tax received from the previous seller. If the consumption tax 

received is 8% while the consumption tax paid is 10%, then a profit is made. The simplified invoice latently 

contains an incentive that encourages such dishonesty. Why would such dishonesty occur? It occurs 

because unless the business transacted with is recorded, it becomes impossible to confirm after the fact. 

A system that enables cross-checking is necessary, yet the simplified invoice is not equipped with such a 

function. Currently, the momentum is to introduce the simplified version initially, however, a full invoice 

shown on the right side will most likely have to be adopted soon thereafter.  

     The second problem is that although the purpose of a tax reduction is to counter the effects of 

regressivity, it is questionable whether a reduction will in fact mitigate it. As detailed earlier, the higher 

the income, the greater the amount paid in consumption tax. The consumption of food, even when 

accounting for those items that have and have not had the reduced tax rate applied, will be greater for 
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high income earners. The question arises; if this is the case, then wouldn’t a reduced tax rate benefit high 

income earners more that low income earners? If true, then the purpose of reducing the tax rate is turned 

on its head. The reason for introducing a reduced tax rate is obscured.  

 

 

[Figure 10. The Redistribution Effect of Reducing Taxes] 

 

(Source: Nihon Keizai Shinbun, November 5, 2015 morning edition) 

 

 

     Figure 10 shows the redistribution effect of a reduced tax rate in OECD countries. When considering 

the total taxes in absolute terms, we see that a reduced tax rate benefits the higher income earners. 

However, when considering the rate of burden, we see that regressivity is improved. In other words, in 

absolute terms higher income earners receive the benefits of a reduced consumption tax rate, yet in terms 

of percentage the rate is lower, accomplishing the mitigation of regressivity.  

However, most countries that implement a tax rate reduction have consumption tax rates of about 20%, 

then decreasing this rate to 0% or 5% when the reduced tax rate is applied. When the reduction is to 

this extent, then the redistribution effect shown in the figure is realistic, giving credibility to the 

adoption of a reduced tax rate. Yet in Japan’s case the 10% rate will be reduced to 8%. A tax reduction of 

such a negligible degree will likely have no effect in mitigating regressivity.  

     The third challenge is the difficulty of deciding which taxable items should enjoy a reduced tax rate. 

In the current proposal, the process will begin with perishable foods and gradually increase the range of 

items. But what will the rules be for this increase? With little doubt, the implementation of reduced taxes 

will cause lobbying activities to intensify.  
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[Figure 11. How to draw the line on reduced tax classification] 

 

(https://www.dpj.or.jp/download/6285.pdf) 

 

 

     To illustrate the difficulty of deciding which items should be taxed at a reduced rate, let us take a 

look at examples of several European countries (see Figure 11). In France the standard tax rate on caviar 

is 20% while the tax rate on foie gras and truffles is 5%. This is to protect domestic industry. A trend 

occurs where imported goods are taxed at a higher rate, while domestic goods are taxed at a lower rate. 

Margarine and butter have different tax rates, as does normal chocolate and bar chocolate. In England, 

the tax rate changes when the temperature of the product is raised above a certain degree. Warm items 

are taxed at the standard rate while chilled items are taxed at a reduced rate. This is substantial, as a 

difference of 20% exists between standard and reduced rates.  

In Germany, a takeout order is not considered as dining out, making the reduced tax rate applicable. But 

eating in requires the standard tax rate to be applied. What happens when such a distinction exists? 

Many people begin to ask for a takeout order but then eat in. In Canada, a purchase of 5 donuts or less is 

charged at the standard tax rate, but once 6 or more donuts are purchased, the reduced tax rate is applied. 

Personally, I believe that the biggest challenge of tax reduction is the problem of how to draw the line 

between reduced and standard taxed items. Before the consumption tax, Japan used to have what was 

then called the commodity tax. The reason why the commodity tax failed was because as new products 

were gradually introduced to market, the difficulty of deciding the applicable tax rate was simply too 

daunting, resulting in a tax policy that could not keep up with the changes. The same problems are 

expected to occur with reduced taxes.  

     The fourth problem is that tax reductions will effect consumption and distort business activity. 

Reduced tax rates will influence people in their purchasing behavior. The concept of tax neutrality is a 

fundamental principle in taxation, which holds that tax should not sway purchasing behavior as much as 

possible. To illustrate, let us say that processed goods are taxed at a standard rate while perishables are 

taxed at a reduced rate. Most likely, there will be a shift in consumption from processed to perishable 

goods. Generally, processed goods have a higher added value than perishable goods, however, because 

growth in perishables will decline, companies will have an incentive to provide goods that are lower value 
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added. Similarly, as the range of tax reduced products increases, if high value added luxury items are 

taxed at a standard rate, while low value added products are taxed at a reduced rate, the incentive for 

companies to carry out research and development may be obstructed. Companies will likely put strength 

in the development of products and services that are subject to the reduced tax rate. Already there is an 

occurrence of a tax reduction case between beer and sparkling liquor in Japan. Sparkling liquor is an 

alcoholic beverage that was created by companies through research and development efforts to bring to 

market an alcoholic beverage similar to beer but at a reduced tax.  

     Another point that often goes unobserved, if a policy that increases the tax rate on high-end products 

is adopted the following problem will arise: Because taxes on high-end products are less likely to be 

transferred to price, much like the earlier corporate tax example, there is the possibility that the employee 

will bear the tax. If the tax is unlikely to be transferred onto the price, then sales will decrease, shifting 

the burden on labor costs. If a portion of the taxes are burdened by the employees, then there could be 

unfair consequences. There is no guarantee that an employee of a high-end business is a high income 

earner.  

     Although academic research in consumption tax is limited, there is a famous research paper on the 

inclusion and exclusion of the consumption tax in the price of a product. In Japan, the price of a product 

or service may be displayed exclusive of tax (tax exclusive), where 8% is added to the price when the 

purchase is made. It is the discretion of the company to include or exclude the consumption tax in the 

displayed price. In fact, countries that permit tax exclusion are rare with only Japan, the US, and Canada 

approving of the practice. All other European countries include the consumption tax in the price shown 

to consumers. The reason? Tax inclusion is easier to comprehend. The question is whether consumer 

behavior changes depending on whether the price is shown inclusive or exclusive of the consumption tax.  

     Chetty et al. (2009) addressed this question with a field experiment. The experiment was to clarify 

whether the behavior of the consumer would change when using tax exclusive and tax inclusive price tags 

at an actual supermarket. The result, products that used the price tags inclusive of tax had an 8% lower 

sales rate compared to price tags exclusive of tax. The result was replicated and statistically significant 

after controlling for various factors. The concern that the consumer may not have been aware that taxes 

would be added at the time of purchase for the tax exclusive price tags was addressed by a customer 

interview, which confirmed that customers had sufficient knowledge about the products being subject to 

taxation. Regardless, the customers showed a change in behavior depending on whether tax was inclusive 

or exclusive of the retail price.  

     Chetty et al. (2009) conducted a similar experiment on alcohol tax. The experiment analyzed the 

consumer behavior when both alcohol and consumer tax was imposed on the product, but when one of 

these tax rates was changed. In the US, as in Japan, the alcohol tax is inclusive, meaning that the tax is 

included in the price tag when displayed. Consumer tax is different, being added to the price at the time 

of purchase. What kind of influence did this difference have on the consumer? When the alcohol tax was 

increased, because the price tag is shown inclusive of tax, beer sales dropped. On the other hand, 

consumption tax did not have an influence on sales. They found there was no influence when consumption 

tax—an exclusive tax—was added to the product price at the register.  
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International Tax Avoidance  

     Lastly, I will touch on international tax matters (see Figure 12). This is a well-known tax avoidance 

scheme developed by Apple in the 1980s known as the Double Irish with a Dutch Sandwich (DIDS). 

Companies like Google and Starbucks are using almost identical methods to bring down their tax 

payments.  

 

 

[Figure 12. Double Irish with a Dutch Sandwich] 

 
(https://www.grantthornton.jp/pdf/newsletter/international/international_201401.pdf) 

 

 

     First, let us think about why a company in Ireland would be beneficial. Ireland has an extremely 

low tax rate at 12.5%. The scheme calls for two companies to be built here, company 1 and company 2. 

Company1 performs no business activity. Once a company conducts business in Ireland, it is considered 

an Irish business. Though, Ireland has adopted a standard known as the principle of place of management 

and control. Instead of engaging in business activities, Irish company 1 (Figure 12) is managed by a 

company in a tax haven (BVI). If set up in this way, company 1 is not regarded as an Irish company, but 

the tax haven’s company, rendering the taxes for company 1 essentially zero. Next, Irish company 2 sells 

various products or services to non-U.S. customers making company 2 the primary medium for business 

activity. Because a 12.5% tax is imposed on company 2, profits want to be held in company 1. In order to 

hold profits in company 1 a license fee is paid. All revenue coming into company 2 is transferred to 

company 1 as a license fee.  

     Next, an explanation of why this activity is mediated by a Dutch company. Ireland has an 

inconvenient system where if the payment and receipt of the license fee takes place between two Irish 
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companies, the payer must deduct taxes from their income. Several percent of the paid license fee are 

withheld as tax.   

This is where the Dutch company plays its role. Ireland and Holland have a bilateral tax agreement that 

waives the withholding of taxes in license fee transactions between Ireland and Holland. Every country 

has in place a bilateral tax agreement to prevent double taxation and to encourage trade between nations. 

When the license fee payment from Irish company 2 to Irish company 1 is mediated by the Dutch company 

then the withholding tax is waived. The system enables profit while paying almost zero in tax.  

     The reason this type of international tax avoidance occurs is because there are countries that 

support it. Countries around the world are reducing their corporate tax rate in what is called the Tax 

Competition, a phenomenon that can be explained with simple game theory. The structure of this game 

is identical to the prisoner’s dilemma (see Figure 13).  

 

 

[Figure 13. Tax Competition and the Prisoner’s Dilemma] 

 
(Source: Author) 

 

 

     Let us imagine a game where there are two countries, country A and country B—the players. The 

two strategies in the game are “to maintain the tax rate” or “to reduce the tax rate”. The strategies for 

country A are shown on the vertical left side of the figure, and the strategies for country B are shown on 

the horizontal right side of the figure. Both countries face the decision of keeping their tax rate unchanged 

or reducing their tax rates. The numbers on the figure, for example (50, 50) represent the respective 

country’s payoff. The value on the left side represents country A’s payoff and the right represents country 

B’s payoff. When looking at the figure, imagine yourself as one of the countries deciding the best strategy 

given the other country’s decision. Let’s say that country B selects to maintain the tax rate. In this case, 

the best decision for country A is to reduce taxes. If country B decides on maintaining taxes, then the 

payoff is 50, compared to 75 if it is decided to reduce taxes. So the optimal decision would be to reduce 

taxes if the other country keeps them the same. Conversely, if the other country reduces taxes, then the 

optimal decision would also be to reduce taxes. If the other country reduces their taxes without you also 

doing so, then a large loss will be incurred. Equilibrium is reached with both countries choose to reduce 

taxes, settling in the bottom right of the figure. In this case, the payoff to both countries is 30.  

     In the race to reduce taxes, regardless of the fact that both countries would gain a greater profit if 
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both chose the strategy to maintain their tax rate—as the payoff for both countries would be 50—because 

there is profit to be made by being opportunistic, the equilibrium settles at a level that leaves both 

countries worse off. This is the prisoner’s dilemma. In order to avoid such a situation, cooperation becomes 

necessary. A code of conduct that maintains the tax level to be unchanged by cooperating breaks the 

dilemma. Such a code has recently been created, called the Base Erosion and Profit Shifting (BEPS) with 

several countries voicing their joint statement on this plan. The idea is for countries to cooperate with 

one another to collect taxes that have gone uncollected. However, as mentioned, it is unknown if countries 

like Ireland and Singapore, who attract businesses with their low tax rates will comply. As can be seen 

with tax havens, there are always countries who depart from the code. By departing, there is profit to be 

made and because of this corporate taxes will likely continue to fall. With corporate taxes lower, other 

sources of tax income become necessary. What kind of tax is this? It necessarily becomes something that 

is unlikely to leave the country. Things that are immobile include land or in the case of people, nationality. 

In recent tax policy, there have come to exist nationality requirements.  

 

 

Final thoughts 

     A point that should always be kept in mind when carrying out research on tax is to strive for a tax 

system that would benefit society and people the most. If a tax system that compelled people to pay their 

taxes happily is developed, then worry of tax evasion would cease. I think about whether such a system 

could be designed. What is more, it is important that the collected tax is actually used for the benefit of 

the people.   

     A big challenge in taxation is the problem of equality Among problems that are given thought in 

economics, there is the dichotomy of efficiency and equality. In regards to efficiency, a certain level of 

consensus has been reached. Yet, when it comes to equality, opinions differ depending on who is being 

asked. Although this may be the case, I believe there is be a tax system that would garner a certain degree 

of consensus in terms of equality as well. For example, currently income tax adopts the ability-to-pay 

principle where income is taxed according to the ability of the earner to pay. However, it is possible to 

categorize income by that portion which the person earned through actual effort, that portion earned from 

good luck, and that portion gained through the inheritance from parents. If a large amount of polling data 

is used, I think that income could be categorized in such a way with a certain degree of objectivity. If this 

is achieved, then a tax system that emphasizes equal opportunity could be developed where income 

earned through one’s own efforts is taxed at a lower rate, while income earned by luck is taxed at a higher 

rate.  
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