CHAPTER 19

Decentralization Reform and Property
Tax in Japan: A Consideration of the
Benefit Principle

Tomomi Miyazaki

Abstract This chapter reviews the relationship between property tax and
the benefit principle in Japan. Based on Miyazaki and Sato (2011), the
author first demonstrates that property tax is not a benefit tax for the
supply side because the conditions for tax capitalization, one of the foun-
dations of the “benefit view” with regard to property tax, cannot be
satisfied under Japan’s current local taxation system. This should be
attributed to three factors: limitation of the authority of municipalities to
set tax rates, certain preferential property tax programs for land, and the
possibility that property tax is a capital tax in effect. The author proposes
granting municipalities complete discretion in deciding tax rates and
repealing preferential tax programs to make property tax function as a
benefit tax.
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1 THE BENEFIT PRINCIPLE OF PROPERTY TAX

Some researchers have proposed that after the decentralization reform in
Japan, property tax can be useful as a fundamental tax for municipalities.
For example, Thori (2007) argues that a property tax could be employed
as an effective tax under the decentralized society because it enables the
benefit of local government public services to be reflected in a tax.

This argument presupposes that a property tax satisfies the benefit prin-
ciple. According to the traditional view of the incidence of property tax,
the burden of a property tax on land is borne fully by the owner of the
land. If this is the case, a property tax on land can be considered to satisty
the benefit principle. On the basis of this argument, Doi (2000) proposes
that a property tax on land should be a fundamental tax for
municipalities.

However, in reality, a property tax is levied not only on land but also on
houses and depreciable assets. This chapter provides an introduction to
previous research concerning the relationship between decentralization
and property tax and considers the problems of the current property tax
system, and concludes by offering a suggestion as to the best direction for
the property tax system after the decentralization reform.

The benefit principle of property tax is explained by the benefit view
on tax incidence. The benefit view states that while property tax increases
the tax burden, this burden is offset by the benefits offered by public
services financed by the tax. This proposition is explained using the
example of rental properties. Let us assume that a property tax is levied
on rental houses, and the tax revenue is used for the construction of a
shopping mall operated by the local government. The construction of the
shopping mall can be considered to make the local area more attractive,
and thus to increase the asset value of residential properties. This is called
“tax capitalization.” This capitalization offsets the decline in the land-
lord’s profit due to the levying of the tax. For the renter of the property,
even if the rental fee increases as a result of the tax, the convenience
thanks to the shopping mall will be considered to be worth an increase of
this amount, or in some cases even more. The benefit view explains the
offsetting of tax burden by the benefits received from public services in
this way.

In research conducted in the USA, Carroll and Yinger (1994) exam-
ined the benefit view via an analysis of 147 towns and districts in the
Boston metropolitan area. They concluded that the owners of rental prop-
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Table 19.1 Results of numerical calculations for current system (Miyazaki and
Sato 2011)

Case of public Case of local government
investment expenditure
Net burden on property -7.587 -5.675
owners
Net burden on renters 0.00621 0.00166

Source: All figures are derived from Miyazaki and Sato (2011) sample mean values

erties bear some tax burden in the form of a decline in their profit rate
following the levying of the tax, and that as a result, the benefit view does
not hold in the strict sense.

In Japan, Miyazaki and Sato (2011) studied the benefit view by means
of an econometric analysis and simple calculations using data for 46 pre-
fectures. Table 19.1 shows the results of the numerical calculations con-
ducted in this research. The net tax burden on renters was 0.00621% in
the case in which public investment is considered a municipal public ser-
vice, and 0.00166% in the case in which local government expenditure is
considered a public service. Both results are close to zero, suggesting that
for renters, the benefit provided by public services adequately offsets the
burden of the tax. By contrast, the figures for the net benefit received by
property owners are both negative, indicating only a decline in the profit
rate for property owners. This result indicates that because the capitaliza-
tion touched on above is inadequate, under the present system the prop-
erty tax is not a benefit tax for property owners.

2 PROBLEMS OF THE EXISTING PROPERTY TAX SYSTEM

The following three factors can be considered as reasons why the current
property tax system is not a benefit tax.

First, local governments have not been granted complete authority in
setting tax rates. The benefit view assumes that a municipality selects a tax
rate that enables the benefit to counterbalance the burden of the tax. In
the case of Japan, the standard rate for property tax is set at 1.4%, and
while municipalities have the right to impose, for example, an exceeded
tax rate, there is virtually no discretion for them to freely determine their
own rate of property tax.
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The second factor is whether or not the benefit from public services is
appropriately reflected in market prices (land prices). When there is a gap
between tax bases and market price, the capitalization mechanism does
not function. The discussion of problems related to methods of assess-
ment for land in the property tax bases relies chiefly on Sato (2011).

Land is revalued every three years; since 1994, the yardstick for the
assessed value of land has been 70% of the declared land value. While the
system attempts to a certain extent to reflect market prices, it also features
a variety of preferential measures. For example, in the case of a small resi-
dence, the tax base is one-sixth of the assessed value. Taking these prefer-
ential measures into consideration, Nakano (2004) points out that the
effective tax rate on land is low, in actuality only 0.098%. In the case of a
normal housing lot with an area of over 200 square meters, the tax base is
one-third of the assessed value. Preferential measures such as these reduce
the burden of the property tax when land is owned for residence. The land
zoned for business purposes can be between 60 and 70% of the assessed
value.!

Turning to agricultural land, in the case of agricultural land located in
urbanization control zones, which is in principle not to be used for devel-
opment purposes or for the construction of city facilities, assessed values
and tax bases are, in principle, equivalent to those for residential land, in
particular within Japan’s three major metropolitan areas. However, in the
case of normal agricultural land and agricultural land located in urbaniza-
tion control zones other than those mentioned above, mechanisms includ-
ing measures to ease the tax burden in response to the classification of the
level of burden ensure that tax bases are discounted.? As can be seen from
the discussion above, as a result of various preferential measures, under the
existing system tax bases are discounted.

The third reason is the possibility that property tax might be considered
a capital tax following a local public finance theory. Carroll and Yinger
(1994) and Miyazaki and Sato (2011) indicate that the burden of the
property tax extends to the supply side. Let me consider the levying of
taxes on capital, in particular on residential buildings and other deprecia-
ble assets, based on the capital tax view. Assume a country made up of two
regions: region A, in which the tax rate is higher than the national average,
and region B, in which the tax rate is lower than the national average.
First, the rate of return on investment for capital temporarily declines in
both regions due to taxation, and there is a flow of capital from region A
to region B as a result of the tax rate gap (an excise tax effect). Next, due
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to oversupply in region B as a result of the capital inflow, the post-tax rate
of return on capital in region B declines further, to a level lower than that
resulting from the excise tax effect (this is a profit tax effect). If capital tax
view is assumed to be correct, then a property tax can be interpreted as a
capital tax rather than a benefit tax. Miyazaki and Sato (2013) examined
the capital tax view with a focus on residential buildings, and found that
the property tax is incident on the owners of capital. The empirical results
produced by Miyazaki and Sato (2013) suggest that the current property
tax may have an aspect as a capital tax.

3 ProrerTY TAX UNDER CONDITIONS OF GREATER
LocAL GOVERNMENT AUTONOMY

Section 19.2 indicated the possibility that Japan’s current property tax is
not a benefit tax based on three factors: (1) Municipal governments pos-
sess only limited rights to determine the taxation rate; (2) There is a gap
between tax bases and market prices as a result of various preferential mea-
sures; and (3) The inclusion of capital as an object of the tax makes it, for
practical purposes, a capital tax. In this section I will make some sugges-
tions for property tax after the decentralization reform.

First, after the decentralization reform, it would be necessary to grant
municipalities complete discretion in deciding tax rates. Miyazaki and Sato
(2011) also conducted numerical calculations for a case in which munici-
palities possess complete discretion in setting tax rates under a decentral-
ized society. In this case, property tax revenues and the provision of public
services are directly linked. The results are shown in Fig. 19.1. The net
burden on property owners is close to zero in most regions, as a result of
the offsetting of the decline in the profit rate due to the property tax by
the benefit received from public services.

However, if the various preferential measures causing taxation stan-
dards to diverge from market prices and the differences in assessment
methods for land being used for different purposes were to remain in
place, even if local governments were granted the right to set tax rates, the
benefit received from pubic services would not be adequately reflected in
land prices. Because of this, the property tax would not function exclu-
sively as a benefit tax even in the decentralized society. In order for the
property tax to function as a benefit tax, it would be necessary to grant
municipalities the right to set property tax rates, while at the same time
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Fig. 19.1 Results of measurement of net burden on property owners. Note:
“Public investment” shows the case in which municipal public services are consid-
ered to be a public investment, and “Public expenditures” shows the case in which
municipal public services are considered to be a municipal expenditure. Source:
Miyazaki and Sato (2011, p. 115)

eliminating preferential measures from the tax bases. Sato (2011) points
out that it would be desirable for the measures to be reflected in the tax
rate so that preferential measures are in effect. This goal would be realized
if municipalities were granted complete discretion in setting tax rates
under the decentralized society.

In order to make it possible to realize the operation of local govern-
ment finances situated in a direct relationship with residents, it would be
necessary to awaken an awareness of costs in those residents and spur an
interest in the management of local finances, by granting local govern-
ments complete freedom in setting the tax rate and eliminating preferen-
tial measures from the taxation standards, rendering the link between
property tax and public services transparent.

Turning to other objects of taxation, in the case of depreciable assets,
as suggested by Sato (2011), it would be necessary to avoid incentives for
tax competition or tax exporting. It would also be necessary to reform the
property tax on residential buildings, which, as Miyazaki and Sato (2013)
showed, functions as a capital tax. As discussed above, Miyazaki and Sato
(2011) consider that a tax on residences, including rental houses, could
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satisfy the benefit principle after the decentralized reform. However, tak-
ing the effect of the distribution of resources into consideration, the aboli-
tion of a tax on residential buildings, achieving revenue neutrality by
increasing the burden of tax on land, as proposed by Yamazaki (2011),
also represents another option.

NoOTES

1. See Research Center for Property Assessment System (ed.) (2015), etc.
2. http://www.maff.go.jp/j/keiei/koukai/nouchi_seido/pdf/hoyuu_zeisei.
pdf (in Japanese).
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