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Preface

In Volume I, we assembled studies of top incomes covering ten OECD countries
and focused on the contrast between continental Europe (France, Germany,
the Netherlands, and Switzerland) and English-speaking countries (Australia,
Canada, Ireland, New Zealand, the UK, and the USA). The present volume
goes beyond this in several respects. Within Europe, the chapters in this volume
cover both Nordic countries (Finland, Norway, and Sweden) and southern
Europe (Italy, Portugal, and Spain). The Nordic countries have traditionally
pursued more egalitarian policies and have typically lower levels of overall
inequality. In contrast, overall inequality usually seems to rise as one moves
further south in Europe. The chapters assembled here allow the reader to see
whether the same geographical pattern is found at the top of the income
distribution. Moreover, we can examine whether top income shares have risen
in these countries in recent decades, as in the USA, or whether they have
exhibited the relative stability found in a number of continental European
countries.

A second important objective of the present volume is to widen the geograph-
ical coverage to include Asia (China, India, Indonesia, Japan, and Singapore) and
Latin America, of which Argentina is the sole representative (we had hoped to
include Brazil, but the data were not available at the time). Particular interest
attaches to the impact of rapid growth in China and India on the top of the
income distribution, and to the potential role of income taxation. The different
growth history of Japan provides an interesting counterpoint. Indonesia and
Singapore are contrasts of scale and post-colonial experience.

The series for top income shares in Volume I covered much of the twentieth
century and are extended here in Chapter 13 to cover the early years of the
twenty-first century. We have also extended the coverage back in time. One of the
features of the chapters in this volume is that two go back to the nineteenth
century: the data for Japan start in 1886 and those for Norway in 1875.

The book starts in Asia in Chapters 1 to 5, then comes to Argentina in Chapter
6, before turning to the Nordic countries in Chapters 7 to 9, and southern Europe
in Chapters 10 to 12. In the final Chapter 13, we draw together the main findings
from this volume and from Volume I. The data, covering twenty-two countries,
and going back before the Second World War for all except three, provide a rich
source of evidence about the long-run evolution of the upper part of the income
distribution.

The project that has generated these two volumes is an unusual one in that it
has no formal status and did not originate in a carefully planned research
proposal to a funding agency. The chapters have been written by an informal
network of academics, doctoral students, and members of research institutes and
statistical offices. This network grew through a process of spontaneous diffusion



vi Preface

rather than by any intelligent design. A number of the chapters enjoyed funding
for the work on the particular country, and these are acknowledged in each case.

The informal nature of the project has meant that we have not sought to
impose a rigid straitjacket on the format of the chapters, which in any case reflect
the differing institutions and historical experiences of the countries. The chapters
were written at different dates, and this means that some of the cross-country
comparisons in individual chapters are based on earlier versions of the top
income data for other countries. Those interested in exploring further cross-
country comparisons are urged to look at the data collected in Chapter 13, which
are the most recent at the time of completing this volume.

At the same time, the informality of the network has added to the pleasure of
working with the authors, and we should like to thank warmly all seventeen for
their cooperation in producing these volumes.

A. B. Atkinson and T. Piketty
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Top Indian Incomes, 1922-2000

Abhijit Banerjee and Thomas Piketty

1.1 INTRODUCTION

This chapter presents series on top incomes and top wages in India between the
years 1922 and 2000 based on individual tax returns data. We use tabulations of
tax returns published each year by the Indian tax administration to compute the
share of the top percentile of the distribution of total income, the top 0.5 per cent,
the top 0.1 per cent, and the top 0.01 per cent. We do the same for the wage
distribution. We do not go below the top percentile because incomes below this
level are largely exempt from taxation in India.

Our series begin in 1922, when the income tax was created in India, and allow us
to look at the impact of the Great Depression and the Second World War on
inequality. We are particularly interested in the period starting in the 1950s, right
at the beginning of India’s experiment with socialism. This experiment was
officially suspended in 1991 with the beginning of the liberalization process,
which continued through the 1990s. One explicit goal of the socialist programme
was to limit the economic power of the elite, in the context of a mixed economy.
Our data offer us the opportunity to say something about the extent to which this
programme, with all its well-known deficiencies, succeeded in its distributional
objectives. This is important first, because it is a vital part of our assessment of this
period. And second, because it offers a window into the broader question of the
role of policy in affecting the distribution of income and wealth in a developing
country. Given that much of the economic activity in these countries is outside the
formal sector, it is not at all obvious that there is a lot that policy can affect.!

Our results are consistent with an important role for policy in shaping the
distribution of income. In particular, we do find evidence of a substantial decline
in the share of the elite during the years of socialist planning and a comparable

We are grateful to Tony Atkinson, Amaresh Bagchi, Gaurav Datt, Govinda Rao, Martin Ravallion,
T. N. Srinivasan, Suresh Tendulkar, and two anonymous referees for useful discussions, to Sarah
Voitchovsky for excellent research assistance, and to the MacArthur Foundation for financial support.
A shorter version of this chapter was published as A. Banerjee and T. Piketty, ‘Top Indian Incomes,
1922 2000, World Bank Economic Review, 19 (2005): 1 20.

1 Especially tax policy.
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recovery in the post-liberalization era. However the rebound seems to start
significantly before the official move towards liberalization.

Given that these results are likely to be controversial, it is worth emphasizing
that there are a number of obvious problems with using tax data, not the least
because of tax evasion. We discuss these at some length in section 1.4. While we
conclude that our results are probably robust, we do not intend them to be
definitive. Our view is rather that they provide a point of departure on an
important question about which very little is known, primarily because of data
limitations. There are good reasons to suspect that the usual sources of informa-
tion on income distribution in India—such as consumer expenditure surveys—
are not particularly effective at picking up the very rich. This is in part because the
rich are rare, and in part because they are much more likely to refuse to cooperate
with the time-consuming and irksome process of being subjected to a consumer
expenditure survey.2

While there is no hard evidence that the rich are indeed being undercounted in
India (the Indian consumer expenditure surveys do not, for example, report
refusal rates by potential income category), one reason to suspect that this
is the case comes from what has been called the Indian growth paradox of the
1990s. According to the standard household expenditure survey conducted by the
National Sample Survey (NSS), real per capita growth in India during the 1990s
was fairly limited. Such a conclusion stands in sharp contrast with the substantial
growth measured by national accounts statistics (NAS) over this same period.
This puzzle has attracted quite a lot of attention during recent years® and it
has been widely suggested that it might simply be that a very large part of the
growth went to the very rich. However there has been no attempt to directly
quantify this possibility.# Our data allow us to take a useful step in this direction.
We are able to put bounds on the extent to which the growth gap can be explained
simply in terms of undercounting the very rich. We conclude that it can explain
between 20 per cent and 40 per cent of the puzzle. Although this is not negligible,

2 See, e.g., Szekely and Hilgert (1999), who look at a large number of Latin American household
surveys and find that the ten largest incomes reported in surveys are often not very much larger than
the salary of an average manager in the given country at the time of survey. For a systematic
comparison of survey and national accounts aggregates in developing countries, see Ravallion (2001).

3 See, e.g., Datt (1999), Ravallion (2000), World Bank (2000), Sundaram and Tendulkar (2001).
Recently released data from the 1999 2000 NSS round have revealed that NSS growth was larger than
expected during the 1990s and that poverty rates did decline over this period, contrarily to what most
observers believed on the basis of pre 1999 2000 NSS rounds (see Deaton and Dreze 2002 and Deaton
2003a, 2003b). However the overall NSS NAS growth gap still appears to be substantial, even after this
correction (see Table 1.2 below), and this substantial gap remains to be explained. The existence of a
discrepancy between NSS and NAS statistics was already a subject of enquiry in India during the 1980s
(see, e.g., Minhas 1988 and Minhas and Kansal 1990), but the gap observed during the 1990s appears
to be substantially larger than during previous decades. For a broader, international perspective on the
survey vs. national accounts debate, see Deaton (2003c).

4 Sundaram and Tendulkar (2001) find that the NSS NAS gap is particularly important for
commodities that are more heavily consumed by higher income groups, thereby providing indirect
evidence for the explanation based on rising inequality.



Abhijit Banerjee and Thomas Piketty 3

this leaves the bulk of the puzzle unaccounted for, largely because the share of the
rich in total income is still relatively small. This suggests that there probably is
some deeper problem with the way either the NSS or the NSO (which generates
the NAS) collects its data.>

The rest of this chapter is organized as follows. Section 1.2 briefly outlines our
data and methodology. Section 1.3 presents our long-run results. Section 1.4
discusses potential problems with this evidence. Section 1.5 uses this evidence to
shed some light on the Indian growth paradox of the 1990s. Section 1.6 con-
cludes.

1.2 DATA AND METHODOLOGY

The tabulations of tax returns published each year by the Indian tax administra-
tion in the ‘All-India Income-Tax Statistics’ (AIITS) series constitute the primary
data source used in this chapter. The first year for which we have income data is
1922-3 while the last is 1999-2000.6

Due to the relatively high exemption levels, the number of taxpayers in India
has always been rather small. The proportion of taxable tax units was around
0.5 per cent—1 per cent from the 1920s to the 1980s, and it rose sharply during
the 1990s up to 3.5 per cent—4 per cent at the end of the decade, following the
large increase in top nominal incomes (see Figure 1.1).7 Therefore our long-run
series cannot go below the top percentile.

5 See Bhalla (2002) for a negative view of the NSS approach. For more balanced discussions of the
relative merits of survey and national accounts aggregates in developing countries, see Ravallion
(2001) and Deaton (2003c).

6 All references to the relevant AIITS publications are given in Table 1A.1. Financial years run from
1 April to 31 March in India (1922 3 refers to the period running from 1 April 1922 to 31 March 1923,
etc., and 1999 2000 to the period running from 1 April 1999 to 31 March 2000). Note also that AIITS
publications always refer to assessment years (AY), i.e. years during which incomes are assessed, while
we always refer to income years (IY) (IY AY 1). For instance, AIITS 1923 4 contains the data on IY
1922 3, etc., and AIITS 1999 2000 contains the data on IY 1998 9. AIITS 2000 1 (IY 1999 2000) was
not yet available when we revised this paper, and our IY 1999 2000 figures for top incomes were
obtained by inflating the 1998 9 figures by the nominal 1999 2000/1998 9 per tax unit national
income growth rate. This approximation probably leads us to underestimate top income growth. We
did this because there was no large NSS round for 1998 9 so it was easier to make comparison with
1999 2000 as the end point.

7 Throughout the chapter, ‘tax units’ should be thought of as individuals (all of our estimates have
been obtained by summing up tax returns filed by individuals and those filed by ‘Hindu undivided
families’ (HUF); the latter make less than 5% of the total in the 1990s, down from about 20% in the
inter war period). The total, theoretical number of tax units was set to be equal to 40% of the total
population of India throughout the period (see Table 1A.1, col. (2)). This represents a rough estimate
of the potential ‘positive income population’ of India: this is lower than India’s adult population (the
15 year and over population makes up about 60 5% of total population since the 1950s), but is very
close to India’s labour force (the labour force consists of about 40 5% of total population since the
1950s).
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Figure 1.1 The proportion of taxable tax units in India, 1922 2000

Source: Authors’ computations using tax returns data (see Table 1A.1, col. (4)).

The tabulations published in AIITS report the number of taxpayers and the
total income reported by these taxpayers for a large number of income brackets.
By using standard Pareto extrapolation techniques we computed for each year the
average incomes of the top percentile (P99-100), the top 0.5 per cent (P99.5—
100), the top 0.1 per cent (P99.9-100), and the top 0.01 per cent (P99.99-100) of
the tax unit distribution of total income, as well as the income thresholds P99,
P99.5, P99.9, and P99.99 and the average incomes of the intermediate fractiles
P99-99.5, P99.5-99.9, and P99.9-99.99.8

To get a sense of the orders of magnitude, we report in Table 1.1 the results
obtained for 1999-2000. There were almost 400 million tax units in India (396.4
million). Based on the national accounts statistics, the average income of those
400 million tax units was around Rs 25,000 per year ($3,000 in PPP terms).® To

8 The Pareto law is given by 1 F(y) (k/y)* (where 1 F(y) is the fraction of the population with
income above y, and k>0 and a>1 are the structural Pareto parameters). For a recent use of Pareto
extrapolation techniques with similar tax return data, see Piketty (2003) and Piketty and Saez (2003).
See also Atkinson (2007; chapter 4 in Volume I) and Dell (2007; chapter 9 in Volume I).

9 Our average income series (see Table 1A.2, col. (7)) was set to be equal to 70% of national income
per tax unit (the 30% deduction is assumed to represent the fraction of national income that goes to
undistributed profits, non taxable income, etc.; the national income series was taken from Sivasu
bramonian 2000, from whom we also took our population series). We also report in Table 1A.1 other
income aggregates based on GDP and NAS household consumption (both taken from the World
Bank’s WDI database, from which we also extracted our CPI series, as well as the PPP exchange rate
used in Table 1.1) and on NSS household consumption (computed from Datt 1997, 1999, for the
1956 98 series and Deaton and Dreze (2002: n. 24) for the corrected 1999 2000/1993 4 growth rate).
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belong to the top percentile (P99), which includes about 4 million tax units, one
needed to make more than Rs 88,000 (around $10,000 at PPP). The average
income of the bottom half of the top percentile (fractile P99-99.5, about 2 million
tax units) was about Rs 99,000 (less than $12,000 at PPP). To belong to the top
0.01 per cent (about 40,000 tax units), one needs to make more than Rs 1.4
million ($160,000 at PPP), and the average income above that threshold was
more than Rs 4 million ($470,000 at PPP).10

As in other countries, the top of India’s income distribution appears to be very
precisely approximated by the Pareto structural form.!* On the other hand the
estimates for the recent period are subject to sampling error: the AIITS tabula-
tions were based on the entire population until the early 1990s (as in most OECD
countries),12 but they now seem to be based upon uniform samples of all tax
returns. Although there is uncertainty about the new sampling procedure, the
sampling rate seems to be sufficiently large to guarantee that the estimated trends
for top income shares are statistically significant.1?

AIITS publications also include tabulations reporting the amounts of the
various income categories (wages, business income, dividends, interest, etc.) for
each income bracket. In particular, AIITS offers separate tables for wage earners
who are by far the largest subgroup. This allowed us to separate estimates for top
wage fractiles, which we can compare to our top fractiles estimates for total
income (see below).14

10 In order to put these numbers in global perspective, one can note that India’s 1999 2000 P99.99
threshold (about $160,000 in PPP terms) is located midway in between US 1998 P95 and P99
thresholds for 1998 (resp. $107,000 and $230,000; see Piketty and Saez (2003: table 1)), and that
India’s 1999 2000 P99.9 threshold (about $34,000 in PPP terms) is well below US 1998 P90 threshold
($82,000).

11 In the same way as for other countries (see above for references), we checked that our extrapo
lation results are virtually unaffected by the choice of extrapolation thresholds used to estimate the
structural parameters. Pareto coefficients are locally very stable in India, just as in other countries.
Prior to the 1990s, the fraction of individuals subject to tax was less than 1%, and we used the lowest
threshold available in order to estimate the top percentile threshold P99 (given that Pareto coefficients
are in practice very stable, the resulting estimates appear to be as precise as estimates for thresholds
P99.5 and above).

12 Or on stratified samples with sampling rates close to 100% for top incomes.

13 According to the tax administration statistics division, the sampling rate is about 1% and
approximately uniform (no precise information about sampling design and rate is included in
AIITS publications). Given India’s large population, this implies that our estimate for the top 1%
income share (8.95% of total income in 1999 2000) has a standard error of about 0.04%, and that our
estimate for the top 0.01% income share (1.57% of total income in 1999 2000) has a standard error of
about 0.08%. There is some evidence however that the sampling design is changing and that published
tabulations are becoming more volatile by the end of the period. In particular, the tabulations for IY
1997 8 (AIITS 1998 9) contain far too many individual taxpayers above 1 million Rs, thereby
suggesting that something went wrong in the sampling design during that year. The 1997 8 estimates
were corrected downwards on the basis of 1996 7 and 1998 9 tabulations.

14 Published wage tabulations for IY 1996 7 and 1997 8 appear to suffer from sampling design
failures (top wages are clearly truncated in 1996 7, and they are too numerous in 1997 8), and our
estimates for those two years were corrected on the basis of 1995 6 and 1998 9 data.
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1.3 THE LONG-RUN DYNAMICS OF TOP
INCOME SHARES, 1922-2000

Figure 1.2 illustrates the basic pattern of our findings. Our results show that income
inequality (as measured by the share of top incomes) has followed a U-shaped
pattern over the 1922-2000 period. The top 0.01 per cent income share was
fluctuating around 2-2.5 per cent of total income from the 1920s to the 1950s. It
then gradually fell from about 1.5-2 per cent of total income in the 1950s to less than
0.5 per cent in the early 1980s, and finally rose during the 1980s—1990s, back to 1.5-2
per cent during the late 1990s. What this means is that the average top 0.01 per cent
income was about 150-200 times larger than the average income of the entire
population during the 1950s. It went down to less than 50 times as large in the
early 1980s, but went back to being 150-200 times larger during the late 1990s.
The exact turning point is also of some interest. We see that the decline in the
share of the top 0.01 per cent is relatively rapid till 1974-5. Then it slows consider-
ably but there is still a clear downward trend till 1980—1. Then it reverses: the trend is
upwards throughout the 1980s, reaching a peak in 1988-9. Over the 1980s, the share
of the top 0.01 per cent more than doubles—from less than 0.4 per cent to more
than 0.8 per cent. But it then reverses once again, and by 1991-2 it is back below
0.6 per cent. Then it takes off and after 1995-6 remains in the 1.5-2 per cent range.
One also observes a similar (though less pronounced) U-shaped pattern for the
top 1 per cent income share, which went from about 12—13 per cent during the 1950s
to 4-5 per cent in the early 1980s to 9—10 per cent in the late 1990s (see Figure 1.4).
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Figure 1.2 The top 0.01% income share in India, 1922 2000
Source: Table 1A.5, col. (4).
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Once again the turning point seems to be around 1980-1, and over the 1980s, the
share of the top 1 per cent also doubles. Then, as with the share of the top 0.01 per
cent, there is a period of retrenchment that lasts till 1991-2, followed by a renewed
upward movement.

The comparison of Figures 1.2 and 1.3 reveals another intriguing fact: While in
the 1980s the share of the top 1 per cent increases almost as quickly as the share of
the top 0.01 per cent, in the 1990s there is a clear divergence between what is
happening to the top 0.01 per cent and the rest of the top percentile. To confirm
that this is the case, we break up the top percentile into four groups: those
between the 99th percentile and the 99.5th percentile, those between the 99.5th
percentile and the 99.9th percentile, those between the 99.9th percentile and the
99.99th percentile, and those in the top 0.01 percentile. Table 1.2 reports what
happened to each of these groups in the 1987-2000 period. We see that only those
in the top 0.1 per cent enjoyed income growth rates faster than the growth rate of
GDP per capita. This contrasts with what we see when we look at the period that
includes the 1980s (see Table 1.3). For this period we see evidence of above-
average growth for the entire top percentile.

While 19801 was clearly the year when the data series turn around, it is not
possible to date the ‘true’ turnaround with quite so much precision, because the
share of the rich is also affected by short-run, cyclical factors. It is possible that our
data put the turning point in 19801 only because we have not made any allowances
for the deep recession of 1979-80 and 1980—1, which hurt the rich. As a result, we see
a sharp upward trend starting in 1981, even though perhaps what is really happening

Table 1.2 Top income growth in India during the 1990s: 1999 2000 vs. 1987 1988

1999 2000 vs. 1987 8 1999 2000 vs. 1987 8

(nominal growth) (real growth)
Household consumption/capita (NSS) +242% +19%
GDP/capita (NAS) +337% +52%
Household consumption/capita (NAS) +304% +40%
National income/tax unit (NAS) +346% +55%
Top income fractile P99 100 (tax returns) +392% +71%
Top income fractile P99.5 100 (tax returns) +412% +78%
Top income fractile P99.9 100 (tax returns) +548% +125%
Top income fractile P99.99 100 (tax returns) +1009% +285%
Top income fractile P99 99.5 (tax returns) +331% +50%
Top income fractile P99.5 99.9 (tax returns) +317% +45%
Top income fractile P99.9 99.99 (tax returns) +393% +71%
Top income fractile P99.99 100 (tax returns) +1009% +285%
Consumer price index +188%
Share of growth gap accounted for by P99 100 20.1%
Share of growth gap accounted for by P99.5 100 17.2%
Share of growth gap accounted for by P99.9 100 12.7%
Share of growth gap accounted for by P99.99 100 8.0%

Source: Authors’ computations using tax return, NAS and NSS data (see Table 1A.2, Table 1A.3, and Table 1A.4, row
1999-2000/1987-8).
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Table 1.3 Top income growth in India during the 1980s 1990s: 1999 2000 vs. 1981 1982

1999 2000 vs 1981 2 1999 2000 vs 1981 2

(nominal growth) (real growth)
Household consumption/capita (NSS) +487% +25%
GDP/capita (NAS) +700% +70%
Household consumption/capita (NAS) +599% +49%
National income/tax unit (NAS) +688% +68%
Top income fractile P99 100 (tax returns) +1508% +242%
Top income fractile P99.5 100 (tax returns) +1747% +293%
Top income fractile P99.9 100 (tax returns) +2270% +404%
Top income fractile P99.99 100 (tax returns) +3980% +767%
Top income fractile P99 99.5 (tax returns) +992% +132%
Top income fractile P99.5 99.9 (tax returns) +1392% +217%
Top income fractile P99.9 99.99 (tax returns) +1698% +282%
Top income fractile P99.99 100 (tax returns) +3980% +767%
Consumer price index +370%
Share of growth gap accounted for by P99 100 39.7%
Share of growth gap accounted for by P99.5 100 33.5%
Share of growth gap accounted for by P99.9 100 19.1%
Share of growth gap accounted for by P99.99 100 9.3%

Source: Authors’ computations using tax return, NAS and NSS data (see Table 1A.2, Table 1A.3, and Table 1A.4, row
1999-00/1981-2).

in 1981-2 and 1982-3 is just a reversion to the pre-existing trend. Therefore rather
than naming a single year, we date the turnaround to the early to mid 1980s.

The fact that the turning point is so early makes it hard to attribute it to the formal
process of liberalization. Indeed, given the nature of our data, we cannot entirely rule
out the possibility either that the driving factor was a shift in the global economic
environment, or even that it was a part of the natural evolution of a mixed economy.
However, the timing of the turnaround is also consistent with the view that there was
a structural shift in the Indian economy in the early to mid 1980s. Delong (2001) and
Rodrik and Subramanian (2004), based on macro time series data, date the accel-
eration in the growth rate of the Indian economy to the early to mid 1980s, rather
than the early 1990s. They suggest that this may have to do with a shift of power
within the ruling Congress Party towards a more technocratic/pro-business group
associated with Rajiv Gandhi, who enters politics in 1981 following his brother’s
death, and becomes Prime Minister in 1984. Available macro series also show that
the wage share in the private corporate sector has been declining in India since the
early to mid 1980s (in contrast to the 1970s, when the profit share was declining),
which is again consistent with our turning point.

Also, while the turnaround was earlier, the data suggest a definite acceleration
in the growth of the share of the top 0.01 per cent after 1991. Moreover this

15 See Nagaraj (2000: figure 7) and Tendulkar (2003: table 14).
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Figure 1.5 The top 0.01% income share in India, France, and the USA, 1913 2000

Source: Authors’ computations using tax returns data (India: Table 1A.5, col. (4); France: Piketty (2003); US: Piketty
and Saez (2003)).

contrasts with what we see in the case of the top 1 per cent, suggesting that what
happened after 1991 was qualitatively different from what happened before, and
even more biased in favour of the ultra-rich.

Finally, a tentative piece of evidence suggesting that what happened in India
over this entire period was not simply a reflection of forces that were affecting
countries all over the world. Figures 1.5, 1.6, and 1.7 compare what happened in
India to the patterns obtained using similar data from France and the United
States. During the 1950s—1960s, India was less egalitarian than either of these
countries (they were actually quite similar at that time), in the sense that the top
0.01 per cent earned a substantially higher share of total income in India.
Subsequently however, top income shares declined continuously in India during
1960s—1970s and fell below the Western levels during the early 1980s. The fact
that the fall of top income shares occurred mostly during the 1950s—1970s in
India (rather than during the inter-war period and the Second World War) seems
consistent with the interpretation posited by Piketty (2003) and Piketty and Saez
(2003) to explain the French and US trajectories. The shocks induced by the Great
Depression of the 1930s and the Second World War were less severe in India,¢
while tax progressivity was extremely high in India during the 1950s-1970s,
which might have induced a very large impact on capital concentration and

16 Note that unlike in France, the USA, or the UK, top income shares were actually rising in India
during the Great Depression of the 1930s. Top Indian nominal incomes do decline during the 1930s,
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pre-tax income inequality (even larger than in France or the USA). Available data
do indeed seem to indicate that the fall in top shares observed during this period
was primarily due to the fall of top capital incomes.”

Top income shares then went back up in India, following a pattern similar to
the United States but not France, where the top shares remained fairly flat during
the 1980s—1990s (the pattern in most other European countries is quite simi-
lar).18 The share of the very rich in Indian incomes is currently much higher than
in Europe. As we show below, the rise of top Indian incomes during the recent
period was not due to the revival of top capital incomes (the rise of top wages did
play a key role, like in the USA). Although our data do not allow us to identify
precisely the causal channels at work, and in particular to isolate the impact of
globalization, we note that the fact that the rise in income inequality was so much
concentrated within top incomes seems more consistent with a theory based on
rents and market frictions (see e.g. Banerjee and Newman 2003) than with a
theory based solely on skills and technological complementarity (i.e. inequality
rises in the south because low-skill southern workers are too low-skill to benefit
from globalization; see e.g. Kremer and Maskin 2003).

1.4 MEASUREMENT ISSUES

Our presumption so far has been that what we have measured is the actual
income share of the rich. There are a number of reasons why this may not be
true. First, despite our best efforts, we were unable to discover the exact changes
that occurred during the 1990s in the procedure for generating the samples used
to create the tax tables. Our sense, from informal conversations with Indian tax
officials, is that, at least in recent years, the procedure is more an informal attempt
to sample randomly than a precise random sample. To the extent that this
increases the risk of the data being clustered, the implication is that the within
sample variance might overstate the precision of our data. While this remains a
possibility, we take some consolation from the fact that the trends, for the most
part, seem quite stable. While our results for single years or sets of years may
reflect sampling variation, the fact that in every year between 1973—4 and 1992-3,
the share of the top 0.01 per cent was less than 0.85 per cent (and in every year but
two it was less than 0.7 per cent) and that in every year including and after 1995-6

but less rapidly than the national income and wage series computed by Sivasubramonian (2000). This
probably reflects the fact that India had a very different position from France, the USA, or the UK in
the world division of labour during the 1930s (Indian entrepreneurs might have benefited from the
drop in world manufacturing output and raw prices).

17 Unfortunately AIITS publications do not provide a complete set of tabulations broken down by
income sources, so we were not able to study the point in greater detail.

18 Top shares series recently constructed for Germany by Dell (2007; chapter 9 in Volume I) confirm
that France is fairly representative of continental Europe. The UK appears to be intermediate between
continental Europe and the USA: there was a rise in top shares since the early 1980s, but it was much
less pronounced than in the USA (see Atkinson 2007; chapter 4 in Volume I).
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Figure 1.8 The top 0.01% income share and the top marginal income tax rate in India,
1981 2000

Source: Authors’ computations using tax returns data (Table 1A.5) and tax return law.

it was greater than 1.5 per cent, seems much more robust. Moreover the inter-
vening two years, 1993—4 and 1994-5, do show, as we might have hoped for,
shares for the top 0.01 per cent that were between 0.7 per cent and 1.5 per cent.

A more serious problem is that the surge in top incomes may reflect improve-
ments in the income tax department’s ability to measure (and hence tax) the
incomes of the wealthy. One reason for this may be that tax cuts in the early 1990s
simply reduced the incentives for evading taxes among the wealthy. Note however
that the overall decline in the top marginal rate, though non-monotonic, was
quite moderate: the top marginal tax rate dropped from 50 per cent in 1987-8 to
40 per cent in 1999-2000 (see Figure 1.8). By comparison the change in the share
of the top 0.01 per cent was enormous: It went up from 0.7 per cent in 1987-8 to
over 1.5 per cent in 1999-2000. If this entire change is to be explained by a shift in
tax rates, the implied elasticity would have to be enormous.

In particular, the implied elasticity would need to be much larger than what has
been estimated in the USA following the Tax Reform Act of 1986. The current
consensus in the USA seems to be that while short-run elasticities can be
substantial,’® the medium- and long-run elasticity of top taxable income with

19 This reflected mostly income relabelling or changes in timing of exercise for bonuses or stock
options.
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respect to top tax rates is probably fairly modest. In particular, the rise in top
income shares observed in the USA during the 1970-2000 period seems to reflect
for the most part real economic change (rather than pure fiscal manipulation):
top shares started rising much before TRA 1986, and the rise went on during the
1990s at an even higher pace, in spite of the 1993 rise in top tax rates.2° It is also
interesting to note that top income shares rose enormously in China during the
19862001 period (twice as fast as in India), in spite of the fact that top Chinese
income tax rates have remained unchanged since the early 1980s (see Chapter 2).
This again suggests that the rise of top incomes can be explained by non-tax
structural factors (changing social norms, booming economy, international trade
and globalization, etc.) rather than by tax changes and increased incentives to
report top incomes.

Of course, the effect of tax changes in India could have been reinforced by
spectacular improvements in the collection technology (and not only by in-
creased incentives on the taxpayer side). There were, after all, a number of
innovations in tax collection in the 1990s, such as the introduction of the ‘one
in six rule’ (in 1998) that required everyone who satisfied at least one out of six
criteria (owning a car, travel abroad, etc.) to file a tax return.

To further investigate this issue, we redid the exercise above exclusively for
wages. Wages are clearly much less subject to tax evasion than non-wage incomes,
since taxes are typically deducted at source and the employer has a strong
incentive to report what he pays, since he gets to deduct the wages from his
own taxes. Therefore if all that was happening was better collection, we would
expect wage incomes to grow much more slowly than other incomes. To see if this
is the case, we compare the evolution of top wages (see Table 1.4 below) with the
evolution of top incomes (see Table 1.2). We find that top wages have increased
essentially in step with top incomes during the 1990s. In fact, wage growth among
the top percentile of the wage distribution rose by 81 per cent between 1987-8
and 1999-2000, while the corresponding figure was 71 per cent for the top
percentile of the income distribution. This is consistent with the fact that the
share of wages within the total income of the top percentile has increased
somewhat during this period (from 28 per cent to 31 per cent). Although very
top incomes are still mostly made of non-wage income, the wage part has
increased during the 1990s.

Note that the view that there was ‘real’ increase in top incomes (and especially
top wages) in India during the 1990s is also consistent with the evolution of the
public sector salary scale. Following a succession of Pay Commissions, including
the well-known Fifth Pay Commission, whose recommendations were imple-
mented in 1997, the salaries of central government employees were raised sharply
in India during the 1990s.2! According to our computations (based upon pub-
lished public sector salary scales), the Fifth Pay Commission alone can account
for a substantial part of the rise in the number of top income tax payers in India

20 See, e.g., Goolsbee (2000) and Piketty and Saez (2003).
21 See, e.g., Kochar (2003).



16 Top Indian Incomes, 1922-2000

Table 1.4 Top wage growth in India during the 1990s: 1999 2000 vs. 1987 1988

1999 2000 vs. 1987 8 1999 2000 vs. 1987 8
(nominal growth) (real growth)

Household consumption/capita (NSS) +242% +19%
GDP/capita (NAS) +337% +52%
Household consumption/capita (NAS) +304% +40%
National income/tax unit (NAS) +346% +55%
Top wage fractile P99 100 (tax returns) +420% +81%
Top wage fractile P99.5 100 (tax returns) +492% +105%
Top wage fractile P99.9 100 (tax returns) +551% +126%
Top wage fractile P99.99 100 (tax returns) +955% +266%
Top wage fractile P99 99.5 (tax returns) +246% +20%
Top wage fractile P99.5 99.9 (tax returns) +470% +98%
Top wage fractile P99.9 99.99 (tax returns) +448% +94%
Top wage fractile P99.99 100 (tax returns) +955% +266%
Consumer price index +188%

Source: Authors’ computations using tax return, NAS and NSS data (see Table 1A.2, Table 1A.6, and Table 1A.7, row
1999-2000/1987-8).

between 1994 and 1997. Central government employees made up about 7 per cent
of all income tax payers in India in 1994 (less than 500,000 central government
taxpayers, out of a total of about 7 million taxpayers), and they made up almost
30 per cent of all taxpayers by 1997 (about 3.2 million central government
taxpayers, out of a total of 11 million). According to these computations,
out of the 4 million extra taxpayers recorded between 1994 and 1997, around
2.7 million (almost 70 per cent) were central government employees. The very
top wage of the central government salary scale was 98,000 Rs (9,000 Rs per
month) in 1994 (which was just a little bit above the P99.5 threshold), and it was
raised to 360,000 Rs (30,000 Rs per month) in 1997 (which was well above the
P99.9 threshold).22 However it does not seem to be that public sector wage

22 All our computations on public sector wages were made using the 1994 and 1997 (post Fifth
Commission) central government salary scales published in the ‘Report of the 5th Central Pay
Commission’ (‘Distribution of Filled Posts in Central Government and Union Territories in Different
Scales of Pay, as on 31.3.1994’, New Delhi: Government of India Press, 1997) and in the ‘Gazette of
India’ (Special Issue, The First Schedule Part A, ‘Revised scales for posts carrying present scales in
Group A, B, C and D’, New Delhi: Government of India Press, 1997). In 1994, the central government
scale ranked from scale 1 (9,000 Rs/month) to scale 62 (750 Rs/month), and all employees in scales 1
to 46 (approximately 500,000 employees) were subject to tax (i.e. had annual incomes over 28,000 Rs,
which was the base exemption level in 1994, excluding all special deductions). In 1997, the (revised)
scale ranked from scale S 34 (30,000 Rs/month, previously scale 1) to scale S 1 (2,550 Rs/month,
previously scale 62), and all employees in (revised) scales S 34 to S 3 (i.e. approximately 3.2 million
employees) were subject to tax (i.e. had annual incomes over 40,000 Rs, which was the base exemption
level in 1997, excluding all special deductions). Note that these numbers only include central
government employees strictly speaking, and that they would need to be scaled up substantially
in order to take other government employees into account. In 1994, there were about 4 million
central government employees, and the total number of workers employed by state governments,
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increases were the primary driver behind the increase in inequality in the 1990s.
Most of the rise in top Indian income shares actually took place before 1997, and
it is likely that the revised scale put forward by the Fifth Commission was itself a
response to the large rise in top private sector wages that had taken place in
previous years.??

1.5 THE GROWTH PARADOX OF THE 1990S

Can the fact that the rich were getting richer help solve what has been called the
Indian growth paradox of the 1990s? Table 1.2 illustrates this paradox: for the
period 1987-2000, it compares the growth rate of average consumption as
reported in the NSS, with the growth rate of average income and consumption
from the national accounts (NAS), as well as the top incomes from the tax
returns. The years 1987-8 and 1999-2000 were chosen because there were large
rounds of the NSS surveys in those years, which makes our estimates of the NSS—
NAS gap more precise.2¢ To eliminate the effect of using different deflators, we
first compare nominal growth performance, and then compute real growth
performance by using the same deflator for all the series (namely, the CPI).

According to the NSS, real growth was fairly limited in India during the 1990s: per
capita consumption increased by only 19 per cent in real terms between 1987-8 and
1999-2000. According to National Accounts (NAS), however, real growth was more
than twice as large: both per capita GDP and national income increased by more
than 50 per cent in real terms, and per capita household consumption increased by
40 per cent. This NSS—NAS gap is what has been called the Indian growth paradox
and has been the subject of much discussion in recent years.2>

Table 1.2 raises the possibility that the very large growth of top incomes during the
1990s might help solve this puzzle. The average income growth among the top
percentile of the tax units was 71 per cent in real terms between 1987-8 and 1999—
2000, which is substantially more than average growth according to the national

quasi government bodies, and local bodies was about 3.5 times as large. In principle the Fifth Pay
Commission revised scales also applied to these non central government employees. Unfortunately we
were unable to find the salary distribution for these employees (such a document apparently only
exists for the central government).

23 Such a view would be consistent with the fact the ceiling on private sector executive compen
sation was repealed as early as 1991.

24 Intermediate NSS surveys were conducted between the two large surveys of 1987 8 and 1993 4
and between the two large surveys of 1993 4 and 1999 2000 but these were based on smaller samples,
and are generally considered as less reliable. Note that we used the 1999 2000 per capita consumption
estimates reported by Deaton and Dreze (2002), who implement a procedure for correcting the data
for changes in the recall period (all surveys until 1993 4 were conducted with a thirty day recall
period, but the NSS has experimented with seven day recall periods since then).

25 See the references above. Real growth during the 1990s would be somewhat higher if one was to
use the GDP deflator instead of the CPI, but the NSS NAS gap would obviously not change.
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accounts. Moreover, the higher one goes within the top percentile, the higher the
growth (up to + 285 per cent for the top 0.01 per cent income fractile).

What fraction of the NSS-NAS gap can be explained by the huge growth
performance of very top incomes? Let us assume that the NSS is unable to record
any of the extra growth enjoyed by the top percentile (say the people in the top
percentile do not report their extra growth to the NSS, or do not report anything
at all). According to our calculations, the top percentile share in total consump-
tion was around 8 per cent in 1987-8.26 Since the average income of the top
percentile increased by 71 per cent in real terms between 1987—8 and 1999-2000
according to the tax returns (as opposed to +19 per cent for average NSS
consumption), this implies that NSS growth was 3.55 per cent less than what it
would have been without the misreporting.2” This implies that the growing
incomes among the top percentile can explain at most 20.1 per cent of the total
NSS-NAS gap (see Table 1.2).28 This is significant, but leaves 80 per cent of the
puzzle unexplained. The problem lies in the fact that almost all the extraordinary
growth was among the top 0.1 per cent, and the weight of this group is simply not
large enough to have an impact on aggregate statistics of the necessary magni-
tude. For the rise of inequality to explain fully the NSS—-NAS gap, there would
have to have been very high income growth at the bottom of the top percentile,
and not simply among those in the top 0.1 per cent.

Top income growth can explain a larger proportion of the NSS-NAS gap if we
start in the 1980s. For instance, under the same assumptions, the top percentile
can explain almost 40 per cent of the cumulative NSS-NAS gap over the 1981-
2000 period (see Table 1.3). This is because the bottom of the top percentile
enjoyed rapid income growth in the 1980s (see Figures 1.2 to 1.4). The booming
Indian elite of the 1980s—1990s seems too thin to explain all of the growth puzzle,
but large enough to account for a non-negligible part of it.

1.6 CONCLUSION

Our results suggest that the gradual liberalization of the Indian economy did
make it possible for the rich (the top 1 per cent) to substantially increase their
share of total income. However, while in the 1980s the gains were shared by
everyone in the top percentile, in the 1990s it was only those in the top 0.1 per
cent who had big gains. The 1990s was also the period when the economy was
opened. This suggests the possibility that the ultra-rich were able to corner most

26 According to our estimates (computed with 70% of national income as the income denomin
ator), the top percentile income share was 8.12% in 1987 8 (see Table 1A.5).

27 0.0812 x (1.71/1.19 1)  3.55.

28 3.55/(1.40/1.19 1)  20.1. This is in a sense a lower bound, since we are using the 1987 8 top
percentile share as our baseline for this computation, and the share was higher for later years.
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of the income gains in the 1990s because they alone were in a position to sell what
the world markets wanted.?® It would be interesting to see whether in the coming
years, as more and more people position themselves to benefit from the world
markets, the share of the rich and the ultra-rich stops growing and even shrinks.
For this and other reasons, we hope that this study will launch a trend towards
more research (and better data) that focuses on the rich.

29 The point is that one does not have to be rich on a global scale to be counted among the rich in
India and even among the ultra rich (see Table 1.1). Even those who got paid like an average American
make it into the group of the ultra rich.
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APPENDIX 1A: TABLES OF SOURCES AND RESULTS

This appendix contains Table 1A.1 with details of the income tax sources, Table 1A.2 with
the reference totals used, Tables 1A.3 to 1A.5 with results on income levels and shares, and
Tables 1A.6 and 1A.7 on wage levels and shares.

Table 1A.1 References of official publications with India’s income tax tabulations by
income bracket, 1922 2000

Assessment Publisher, place and year of
Year Exact name of publication publication Table number
1922 3 ‘All India Income tax Returns for  Central Board of Revenue, Return IV
the year...” Superintendent Government
Printing, Calcutta, 1924
1923 4 ‘All India Income tax Report and  Central Board of Revenue, Return IV
Returns for the year...’ Government of India Press,
Calcutta, 1925
1924 5 ‘All India Income tax Report and  Central Board of Revenue, Return IV
Returns for the year. ..’ Government of India Central
Publication Branch, Calcutta,
1926
1925 6 ‘All India Income tax Report and  Central Board of Revenue, Return IV
Returns for the year...’ Government of India Central
Publication Branch, Calcutta,
1927
1926 7 ‘All India Income tax Report and  Central Board of Revenue, Return IV
Returns for the year...’ Government of India Central
Publication Branch, Calcutta,
1928
1927 8 ‘All India Income tax Report and  Central Board of Revenue, Return IV
Returns for the year...’ Government of India Central
Publication Branch, Calcutta,
1929
1928 9 ‘All India Income tax Report and  Central Board of Revenue, Return IV
Returns for the year. ..’ Government of India Central
Publication Branch, Calcutta,
1930
1929 30 ‘All India Income tax Report and  Central Board of Revenue, Return IV
Returns for the year...’ Government of India Central
Publication Branch, Calcutta,
1931
1930 1 ‘All India Income tax Report and  Central Board of Revenue, Return IV

Returns for the year...’

Government of India Central
Publication Branch, Calcutta,
1932



1931

1932

1933

1934

1935

1936

1937

1938

1939

1940

1941

1942

1943
1944

1945

1946

1947
1948

1949

40

50

Abhijit Banerjee and Thomas Piketty

‘All India Income tax Report and
Returns for the year...’

‘All India Income tax Report and
Returns for the year...’

‘All India Income tax Report and
Returns for the year...’

‘All India Income tax Report and
Returns for the year...’

‘All India Income tax Report and
Returns for the year...’

‘All India Income tax Report and
Returns for the year...’

‘All India Income tax Report and
Returns for the year...’

‘All India Income tax Report and
Returns for the year...’

‘All India Income tax Report and
Returns for the year. ..’

‘All India Income tax Report and
Returns for the year...’

‘All India Income tax Report and
Returns for the year...’

‘All India Income tax Report and
Returns for the year...’

Not available
‘All India Income tax Report and
Returns for the year...’

‘All India Income tax Report and
Returns for the year...’

‘All India Income tax Report and
Returns for the year...’

Not available
‘All India Income tax Revenue
Statistics for the year...’

‘All India Income tax Revenue
Statistics for the year...’

Central Board of Revenue,
Government of India Central
Publication Branch, Calcutta,
1933

Central Board of Revenue,
Government of India Press, New
Delhi, 1934

Central Board of Revenue,
Government of India Press, New
Delhi, 1935

Central Board of Revenue,
Government of India Press,
Delhi, 1936

Central Board of Revenue,
Government of India Press,
Delhi, 1937

Central Board of Revenue,
Government of India Press,
Delhi, 1938

Central Board of Revenue,
Government of India Press,
Calcutta, 1939

Central Board of Revenue,
Government of India Press,
Calcutta, 1940

Central Board of Revenue,
Government of India Press,
Calcutta, 1941

Central Board of Revenue,
Government of India Press,
Calcutta, 1942

Central Board of Revenue,
Government of India Press,
Calcutta, 1943

Central Board of Revenue,
Government of India Press,
Calcutta, 1944

Not available

Central Board of Revenue,
Government of India Press,
Calcutta, 1947

Central Board of Revenue,
Government of India Press,
Calcutta, 1948

Central Board of Revenue,
Government of India Press,
Calcutta, 1950

Not available

Central Board of Revenue,
Government of India Press,
Calcutta, 1950

Central Board of Revenue,
Government of India Press,
Calcutta, 1951

21

Return IV

Return IV

Return IV

Return IV

Return IV

Return IV

Return IV

Return IV

Return IV

Statement 5

Statement 5

Statement 5

N.a.
Statement 5

Statement 5

Statement 5

N.a.
Statement 5

Statement 5

(continued)
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Table 1A.1 Continued

Top Indian Incomes, 1922-2000

Assessment Publisher, place and year of
Year Exact name of publication publication Table number
1950 1 ‘All India Income tax Revenue Central Board of Revenue, Statement 5
Statistics for the year...’ Government of India Press,
Calcutta, 1952
1951 2 ‘All India Income tax Revenue Central Board of Revenue, Statement 5
Statistics for the year...’ Government of India Press,
Calcutta, 1953
1952 3 ‘All India Income tax Revenue Central Board of Revenue, N.a.
Statistics for the year...’ Government of India Press,
Calcutta, 1954
1953 4 ‘All India Income tax Revenue Central Board of Revenue, N.a.
Statistics for the year...’ Government of India Press,
Delhi, 1955
1954 5 ‘All India Income tax Revenue Central Board of Revenue, Statement 5
Statistics for the year...’ Government of India Press,
Delhi, 1956
1955 6 ‘All India Income tax Revenue Central Board of Revenue, Statement 5
Statistics for the year...’ Government of India Press,
Delhi, 1957
1956 7 ‘All India Income tax Revenue Central Board of Revenue, Statement 5
Statistics for the year...’ Government of India Press,
Delhi, 1958
1957 8 ‘All India Income tax Revenue Central Board of Revenue, Statement 5
Statistics for the year...’ Government of India Press,
Delhi, 1959
1958 9 ‘All India Income tax Revenue Central Board of Revenue, Statement 5
Statistics for the year...’ Government of India Press,
Delhi, 1960
1959 60 ‘All India Income tax Revenue Central Board of Revenue, Statement 5
Statistics for the year...’ Government of India Press,
Delhi, 1961
1960 1 ‘All India Income tax Revenue Central Board of Revenue, Statement 5
Statistics for the year...’ Government of India Press,
Delhi, 1962
1961 2 ‘All India Income tax Revenue Central Board of Revenue, Statement 5
Statistics for the year...’ Government of India Press,
Delhi, 1963
1962 3 ‘All India Income tax Revenue Central Board of Direct Taxes, Statement 5
Statistics for the year...’ Government of India Press,
Delhi, 1964
1963 4 ‘All India Income tax Statistics Central Board of Direct Taxes, Statement 5
for the year... Government of India Press,
Delhi, 1965
1964 5 ‘All India Income tax Statistics Directorate of Inspection, Statement 5
for the year...” Delhi, 1966
1965 6 ‘All India Income tax Statistics Directorate of Inspection, Statement 5
for the year...’ Delhi, 1967
1966 7 ‘All India Income tax Statistics Directorate of Inspection, Statement 5
for the year...’ Delhi, 1968
1967 8 ‘All India Income tax Statistics Directorate of Inspection, Statement 5
for the year...’ Delhi, 1969
1968 9 ‘All India Income tax Statistics Directorate of Inspection, Statement 5

for the year...’

Delhi, 1971



1969

1970

1971

1972

1973

1974

1975

1976

1977

1978

1979

1980

1981

1982

1983

1984

1985

1986

1987

1988

1989

1990

1991

1992

1993

1994

1995

70

Abhijit Banerjee and Thomas Piketty

‘All India Income tax Statistics
for the year...
‘All India Income tax Statistics
for the year...’
‘All India Income tax Statistics
for the year...’
‘All India Income tax Statistics
for the year...’
‘All India Income tax Statistics
for the year...’
‘All India Income tax Statistics
for the year...’
‘All India Income tax Statistics
for the year...’
‘All India Income tax Statistics
for the year...
‘All India Income tax Statistics
for the year...
‘All India Income tax Statistics
for the year...
‘All India Income tax Statistics
for the year...’
‘All India Income tax Statistics
for the year...’
‘All India Income tax Statistics
for the year...’
‘All India Income tax Statistics
for the year...’
‘All India Income tax Statistics
for the year...’
‘All India Income tax Statistics
for the year...
‘All India Income tax Statistics
for the year...
‘All India Income tax Statistics
for the year...
‘All India Income tax Statistics
for the year...’
‘All India Income tax Statistics
for the year...’
‘All India Income tax Statistics
for the year...’
‘All India Income tax Statistics
for the year...
‘All India Income tax Statistics
for the year...
‘All India Income tax Statistics
for the year...
‘All India Income tax Statistics
for the year...
‘All India Income tax Statistics
for the year...
‘All India Income tax Statistics
for the year...’

Directorate of Inspection,
Delhi, 1972

Directorate of Inspection,
Delhi, 1972

Directorate of Inspection, Delhi,
1973

Directorate of Inspection, Delhi,
1974

Directorate of Inspection,
Delhi, 1975

Directorate of Inspection,
Delhi, 1976

Directorate of Inspection,
Delhi, 1977

Directorate of Inspection,
Delhi, 1978

Directorate of Inspection,
Delhi, 1979

Directorate of Inspection,
Delhi, 1980

Directorate of Inspection,
Delhi, 1981

Directorate of Inspection,
Delhi, 1982

Directorate of Inspection,
Delhi, 1983

Directorate of Inspection,
Delhi, 1984

Directorate of Inspection,
Delhi, 1985

Directorate of Inspection,
Delhi, 1986

Directorate of Inspection,
Delhi, 1987

Directorate of Income Tax,
Delhi, 1988

Directorate of Income Tax,
Delhi, 1989

Directorate of Income Tax,
Delhi, 1990

Directorate of Income Tax,
Delhi, 1991

Directorate of Income Tax,
Delhi, 1992

Directorate of Income Tax,
Delhi, 1994

Directorate of Income Tax,
Delhi, 1994

Directorate of Income Tax,
Delhi, 1995

Directorate of Income Tax,
Delhi, 1996

Directorate of Income Tax,
Delhi, 1997

23

Statement 5

Statement 5

Statement 5

Statement 5

Statement 5

Statement 5

Statement 5

Statement 5

Table 5

Table 5

Table 5

Table 5

Table 5

Table 5

Table 5

Table 4

Table 3

Table 3

Table 3

Table 3

Table 3

Table 3

Table 3

Table 3

Table 3

Table 3

Table 3

(continued)



24 Top Indian Incomes, 1922-2000

Table 1A.1 Continued

Assessment Publisher, place and year of
Year Exact name of publication publication Table number
1996 7 ‘All India Income tax Statistics Directorate of Income Tax, Table 3
for the year...’ Delhi, 1999
1997 8 ‘All India Income tax Statistics Directorate of Income Tax, Table 3
for the year...’ Delhi, 2000
1998 9 ‘All India Income tax Statistics Directorate of Income Tax, Table 3
for the year...’ Delhi, 2001
1999 2000  ‘All India Income tax Statistics Directorate of Income Tax, Table 3

for the year...’

Delhi, 2003
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Table 1A.5 Top fractiles income shares in India, 1956 2000 (income shares are expressed
as % of total income)

P99 100 P99.5 100 P99.9 100 P99.99 100 P99 99.5 P99.5 99.9 P99.9 99.99 P99.99 100

1 2 3 4 ) (6) (7) (8)
1922 3 12.72 9.97 5.66 2.00 2.75 4.31 3.66 2.00
1923 4 13.39 10.47 591 2.07 2.92 4.56 3.84 2.07
1924 5 11.46 9.18 5.37 1.84 2.28 3.81 3.54 1.84
1925 6 12.38 9.64 5.39 1.84 2.74 4.25 3.55 1.84
1926 7 12.89 10.02 5.57 1.87 2.87 4.45 3.70 1.87
1927 8 13.32 10.39 5.82 1.98 2.93 4.57 3.84 1.98
1928 9 13.62 10.61 5.92 1.98 3.01 4.69 3.94 1.98
1929 30 13.07 10.25 5.77 1.90 2.81 4.48 3.87 1.90
1930 1 14.53 11.40 6.39 2.11 3.12 5.01 4.28 2.11
1931 2 16.09 12.55 6.94 2.26 3.55 5.61 4.68 2.26
1932 3 16.14 12.64 7.03 2.32 3.50 5.62 4.70 2.32
1933 4 17.11 13.37 7.39 2.45 3.75 5.97 4.94 2.45
1934 5 16.90 13.17 7.28 2.41 3.73 5.89 4.87 2.41
1935 6 17.33 13.42 7.34 2.42 391 6.08 4.92 2.42
1936 7 15.58 12.13 6.73 2.31 3.46 5.39 4.42 2.31
1937 8  15.54 12.09 6.71 2.32 3.45 5.38 4.38 2.32
1938 9 17.82 13.80 7.63 2.90 4.02 6.17 4.73 2.90
1939 40 16.11 12.74 7.38 2.88 3.37 5.35 4.50 2.88
1940 1 16.15 12.83 7.53 2.98 3.32 5.31 4.54 2.98
1941 2 14.06 11.32 6.85 2.73 2.74 4.48 4.11 2.73
1942 3
1943 4 10.32 8.22 4.84 1.87 2.10 3.37 2.98 1.87
1944 5 11.13 8.80 5.10 2.00 2.33 3.70 3.10 2.00
1945 6 11.41 9.01 5.21 2.03 2.40 3.80 3.18 2.03
1946 7
1947 8  11.23 9.05 5.44 2.27 2.19 3.61 3.16 2.27
1948 9  11.84 9.29 5.29 2.15 2.55 4.00 3.14 2.15
1949 50 12.00 9.35 5.24 2.10 2.65 4.11 3.14 2.10
1950 1 13.42 10.37 5.60 2.07 3.05 4.78 3.52 2.07
1951 2
1952 3
1953 4 11.92 9.41 5.15 1.85 2.51 4.27 3.30 1.85
1954 5 13.58 10.55 5.68 2.01 3.03 4.88 3.67 2.01
1955 6 14.41 11.15 5.92 2.01 3.26 5.23 3.90 2.01
1956 7 12.77 9.85 5.18 1.69 2.92 4.67 3.48 1.69
1957 8 13.34 10.26 5.31 1.68 3.08 4.95 3.62 1.68
1958 9 12.56 9.64 4.92 1.51 2.92 4.72 3.41 1.51
1959 60 12.36 9.44 4.77 1.44 2.92 4.67 3.33 1.44
1960 1 12.31 9.45 4.79 1.47 2.87 4.66 3.32 1.47
1961 2 12.15 9.29 4.61 1.38 2.86 4.68 3.24 1.38
1962 3 11.58 8.75 4.24 1.27 2.83 4.51 2.97 1.27
1963 4
1964 5 9.65 6.99 3.23 1.04 2.67 3.75 2.19 1.04
1965 6 10.92 8.23 3.93 1.21 2.69 4.30 2.71 1.21
1966 7 9.99 7.57 3.66 1.16 2.41 391 2.50 1.16
1967 8  10.01 7.59 3.51 1.03 2.42 4.09 2.48 1.03
1968 9 9.95 7.52 3.48 1.01 2.43 4.04 2.47 1.01

1969

~
(=)



1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999

10.02
8.47

7.02
6.65
7.24
7.27
6.18
6.05
5.61
4.78
4.39
4.51
6.46
6.39
8.24
8.64
8.12
8.52
8.19
7.42
7.12
6.96
8.53
8.09
8.67
8.72
10.70
8.95
00  8.95

\ODOOO\]O\UW»PUJNHg\DOG\]G\U'I%WNH
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7.74
6.31

5.24
4.77
5.30
5.19
4.55
4.33
3.90
3.30
3.00
3.13
4.35
4.48
5.98
6.43
6.13
6.38
6.17
5.16
4.85
4.81
6.02
5.82
6.61
6.47
8.40
7.02
7.02
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3.43
2.83

2.22
2.01
2.25
2.16
1.90
1.81
1.66
1.39
1.21
1.33
1.83
1.88
2.45
2.61
2.51
2.71
2.38
1.84
1.76
1.91
2.86
2.61
3.52
3.08
4.36
3.64
3.64

1.03
0.88

0.64
0.54
0.62
0.62
0.51
0.51
0.46
0.40
0.30
0.34
0.48
0.50
0.66
0.70
0.63
0.83
0.78
0.64
0.57
0.59
1.15
1.07
2.05
1.54
1.88
1.57
1.57

2.28
2.16

1.78
1.88
1.94
2.07
1.63
1.72
1.71
1.48
1.39
1.38
2.11
1.91
2.26
2.21
2.00
2.14
2.02
2.26
2.27
2.16
2.51
2.28
2.06
2.26
2.30
1.93
1.93

431
3.48

3.02
2.76
3.05
3.03
2.65
2.52
2.24
1.91
1.79
1.79
2.51
2.59
3.54
3.82
3.62
3.67
3.79
3.33
3.09
2.89
3.16
3.20
3.09
3.39
4.04
3.38
3.38

2.40
1.95

1.58
1.47
1.63
1.55
1.38
1.29
1.20
1.00
0.91
0.99
1.35
1.38
1.79
1.91
1.88
1.88
1.60
1.20
1.19
1.32
1.71
1.55
1.47
1.54
2.48
2.07
2.07

1.03
0.88

0.64
0.54
0.62
0.62
0.51
0.51
0.46
0.40
0.30
0.34
0.48
0.50
0.66
0.70
0.63
0.83
0.78
0.64
0.57
0.59
1.15
1.07
2.05
1.54
1.88
1.57
1.57
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Source: Authors’ computations using income tax returns data (All India Income Tax Statistics,

1922

2000).
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Income Inequality and Progressive Income
Taxation in China and India, 1986-2015

Thomas Piketty and Nancy Qian

2.1 INTRODUCTION

Current debates about policy reform in developing countries generally focus on
improving the delivery of social services, the design of market-friendly economic
institutions, the effectiveness of poverty reduction programmes, or the role of
trade and market liberalization, and very rarely deal explicitly with tax reform
and the need to develop modern income tax systems in those countries.!

This is unfortunate for at least three reasons. First, poor countries tend to rely
excessively on highly distortionary tax instruments such as taxes on trade or
indirect taxes on specific consumption goods. The gradual shift towards modern
and transparent income and payroll tax systems is generally regarded as an
important, efficiency-enhancing aspect of the modernization process.

Next, many developing countries need to raise more tax revenues in order to
properly finance education and health investment, and income taxation can be
part of the solution, especially in an international context characterized by sharp
downward pressures on tariffs and various indirect taxes. In countries like China
and India, in spite of very rapid growth, tax revenues are currently stagnating
around 10-15 per cent of GDP, which is probably far too little. There is no
example of a country in the West that has been able to develop a proper education
and health system with total tax revenues around 10-15 per cent of GDP.
Improving the efficiency of social services delivery is probably a good idea, but
might well be illusory in case those services are not properly funded.

Finally, many developing countries have witnessed a sharp rise in income
inequality during the recent period. Progressive taxation is probably one of the

We gratefully acknowledge financial support from the MacArthur Foundation. We are grateful to the
Urban Household Income Survey Team of China’s National Statistical Bureau (NSB) for helping us
with the data, and to Ge Shozhong at the Shanghai Cai Jing University for sharing his expertise in
China’s tax system Wang Youjuan. We also thank Ye Jiang for excellent research assistance. A shorter
version of this chapter was published as T. Piketty and N. Qian, ‘Income Inequality and Progressive
Income Taxation in China and India: 1986 2015, American Economic Journal: Applied Economics,
1(2) (2009): 53 63.

1 See, e.g., the list of topics covered in World Development Reports over the past few years.
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least distortionary policy tools available to keep the rise in inequality under
control and to redistribute a bit more equally the gains from growth (it is less
distortionary than more radical policy tools such as nationalization, minimum
wages, or autarky). In India, the fact that many people did not benefit from the 5-6
per cent annual growth rates advertised by the government and felt left behind by
‘shining India’ probably played an important role in recent electoral outcomes.

In this chapter, we choose to focus on the case of progressive income taxation
in China. Although a progressive individual income tax system has been in place
in China since 1980, it has received very little attention so far, probably because
the fraction of the population with income above the exemption threshold was
negligible until the 1990s (less than 1 per cent). Using annual, 1986-2003,
tabulations from urban household income surveys collected by China’s National
Statistical Bureau (NSB), we compute series on levels and shares of top incomes
in China over this period, as well as series on theoretical numbers of taxpayers
and total income tax receipts (based on actual tax law).2 We also make projections
about the evolution of the number of taxpayers and total receipts over the 2004—
15 period, assuming constant income trends and income tax schedules.

One additional motivation for computing theoretical numbers of taxpayers and
tax receipts is the fact that there is widespread presumption that official Chinese
income tax law is not being applied very rigorously by tax authorities. In particular,
many observers seem to believe that tax authorities make deals with large firms and
autonomous regions or cities whereby the latter offer a lump-sum payment to tax
authorities and their employees and residents are not subject to the official income
tax schedule. Although at this stage there do not seem to exist detailed tabulations
of income tax returns by income brackets or tax liability in China (such tabulations
exist in most countries with an income tax system), we were able to use aggregate
1996-2003 income tax receipts series (broken down by wage income, business
income, and capital income for 2000-3) and compare them with our theoretical
series. It turns out that although there is some evidence that the law is not fully
applied, actual receipts and theoretical receipts are reasonably close.

We were also able to compare our Chinese findings with similar series for
India. Contrarily to its Chinese counterpart, the Indian tax administration has
been compiling detailed tabulations of income tax returns every year since the
creation of a progressive income tax in India (1922). As demonstrated in Chapter
1, the Indian tax returns tabulations can be exploited to study the long-run
evolution of top income shares in India, and we use these results for the 1986—
2001 sub-period as a comparison point for our Chinese series.

2 A number of economists have used NSB’s household surveys and have documented the rise in
income inequality that took place in China during the 1990s (see, e.g., Chen and Wang 2001, Eckaus,
Lester, and Qian 2003, and Ravallion and Chen 2003). However these works generally focus on
poverty: they generally do not deal specifically with the top of the distribution and (most importantly)
do not look at the issue of progressive income taxation. Chen and Wang (2001) show that income
dispersion has increased at the top of the distribution (which is fully consistent with our findings) but
do not mention the issue of income taxation. For more details on the NSB tabulations used in this
study (these tabulations were designed explicitly to focus on top income brackets and to facilitate tax
simulations), see section 2.2 below.
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Our main conclusions are the following. First, our general conclusion is that
progressive income taxation is about to become an important economic and
political object in China and India, and that income tax reform should rank high
on the policy agenda in these two countries. Due to high average income growth
and sharply rising top income shares during the 1990s and early 2000s, progres-
sive income taxation is starting to hit a non-negligible fraction of the population
in both countries (as more and more workers pass the exemption threshold,
following what happened in Western countries half a century ago) and to raise
non-trivial tax revenues. According to our projections, the income tax should
raise at least 4 per cent of Chinese GDP in 2010 (versus less than 1 per cent in
2000 and 0.1 per cent in 1990), in spite of the 20 per cent nominal rise in the
exemption threshold that took effect in 2004. In the case where no further rise in
exemption threshold occurs (which seems fairly unlikely), we predict that over 80
per cent of urban wage earners will be subject to tax by 2015, and that income tax
revenues will well exceed 10 per cent of Chinese GDP (i.e. more than in a number
of developed countries).

The fact that progressive income taxation is becoming an important policy tool
has important consequences for China’s ability to finance social spending and to
keep under control the rise in income inequality associated with globalization
and growth. Due to faster income growth, to lower bracket indexation, and to a
higher fraction of wage earners in the labour force, the prospects for income tax
development look better in China than in India. This potential is however limited
by the fact that Chinese top wage earners are under-taxed relatively to top non-
wage income earners.

The rest of the chapter is organized as follows. Section 2.2 briefly describes the
NSB data used in this chapter. In section 2.3, we present our findings for the
evolution of top income shares in China, and compare them to the Indian series
of Banerjee and Piketty (2005 and Chapter 1). The results of our income tax
simulations are presented and analysed in section 2.4. Section 2.5 offers some
concluding comments.

2.2 DATA AND METHODOLOGY

The Chinese data used in this chapter come from the urban household income
surveys collected by China’s National Statistical Bureau (NSB). These surveys
were designed so as to be representative of urban China. Between 13,000 and
17,000 households were being surveyed each year until 2002, up to 45,000-50,000
in 2002 and 2003 (see Table 2A.2). The micro-files for these surveys are unfor-
tunately not available for all years,? and we asked NSB to provide us with annual,
19862003 tabulations based on the micro-files. We asked for two series of

3 The micro files for urban household surveys are available for researchers for years 1988 and 1995
only (see Eckaus, Lester, and Qian 2003).
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tabulations: household tabulations and individual tabulations.# Household tabu-
lations report for a large number of income brackets (and in particular a large
number of top income brackets) the number of households whose total house-
hold income falls into that bracket, their average total income and household size,
as well as their average income broken down by income sources (wage income,
business income, capital income, and transfer income). Individual tabulations
report for a large number of income brackets (and in particular a large number of
top income brackets) the number of individuals whose individual income falls
into that bracket, their average age, years of education, income, and household
size, as well as their average income broken down by income sources. In practice,
some forms of income cannot be properly attributed to a specific individual
within the household (this is particularly true for transfer income and capital
income), so that the total income aggregates reported in household tabulations
are larger than in individual tabulations, and various adjustments are necessary
when one uses the latter (see Tables 2A.2 and 2A.3). However the important
advantage of individual tabulations is that China’s income tax applies to individ-
ual income (rather than household income).

We used standard Pareto interpolation techniques to approximate the form of
the Chinese household and individual distribution of income, and we then used
these structural parameters to compute top fractiles incomes and to make income
tax simulations.> The Chinese data appear to be very well approximated by a
Pareto distribution (for any given year, Pareto coefficients are extremely stable
within the top decile), although there is some presumption that top incomes are
underestimated in the survey data (more on this below).

We did not attempt to use similar tabulations from rural household surveys,
but given that our focus is on top incomes and progressive income taxation this
should not be too much of a problem: average rural income was in 2001 more
than three times smaller than average urban income,’ so that there are probably

4 We also asked for ‘age tabulations’ (reporting for each age cell the relevant number of individuals,
their average years of education and income, as well as their average income broken down by income
sources).We did not use these tables here.

5 For recent use of Pareto interpolation techniques, see, e.g., Piketty (2003) and Piketty and Saez
(2003).

6 The Pareto coefficients, as defined by the ratio between average income above a given threshold
and the threshold (the definition of a Pareto distribution is that this ratio does not depend on the
threshold), appear to be extremely low in China (around 1.2 in the late 1980s, up to around 1.4 in
the late 1990s and early 2000s), much lower than in any country for which we have seen similar data.
In the 1990s, similarly defined Pareto coefficients are around 1.7 1.8 in France and 2.3 2.4 in the USA.
A higher Pareto coefficient means a fatter upper tail of the distribution (a coefficient equal to 1 means
that there is nobody above the given threshold, i.e. the distribution is truncated) and generally implies
higher top income shares. It should be noted that this definition of a Pareto coefficient follows Piketty
(chapter 1 in Volume I), rather than the traditional definition, where the Pareto coefficient is the
negative of the exponent of income in the expression for the cumulative distribution. One coefficient
can be obtained from the other by the transformation x/(x 1), but that used here has the intuitive
appeal that, for a given mean income, inequality increases with the coefficient, whereas the reverse is
true for the traditional coefficient.

7 See Table 2A.1.
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very few rural households and individuals in the national top decile, and even less
so within the top incomes subject to progressive income taxation (agricultural
income is exempt from the income tax and is being taxed separately).

All our series regarding India are from Banerjee and Piketty (Chapter 1), who
used Indian income tax returns tabulations to estimate top income levels and
national accounts to compute the average income denominator. Top income
shares estimates based upon income tax returns are likely to be higher than
estimates based on survey data (as the latter generally underestimate top in-
comes), but there is no obvious reason why the trends should not be comparable.
Note also that the standard household surveys used by economists working on
India (NSS surveys) can hardly be used to compute top income shares, as these
are mostly expenditure surveys: except for particular years, and contrary to NSB
surveys, NSS surveys contain no systematic information on incomes.8

2.3 TOP INCOME SHARES IN CHINA AND INDIA, 1986-2001

Did income inequality in China increase as much as in India during the 1990s?
Before we look at our top income shares series, it is useful to recall one important
difference between Chinese and Indian incomes during the past fifteen to twenty
years. While real per capita GDP increased by almost 160 per cent in China
between 1986 and 2001 (6.4 per cent per year), it increased by slightly more than
60 per cent in India (3.4 per cent per year) (see Figure 2.1). According to the best
available PPP conversion factors at the time of writing, real per capita GDP was
virtually identical in China and India in 1986 (less than 20 per cent larger in
China), and it was almost twice as large in China as in India by 2001.° Note that
the growth gap is even larger if we look at survey data rather than national
accounts. While total 1986-2001 income growth is virtually the same in Chinese
national accounts and household surveys, there exists a well-known ‘growth
paradox’ in Indian statistics: real GDP per capita (as measured by Indian national
accounts) has increased by 64 per cent between 1986 and 2001 (3.4 per cent per
year), but real consumption per capita (as measured by NSS surveys) has in-
creased by only 24 per cent (1.4 per cent per year).1° According to official Chinese

8 This important difference between China’s NSB and India’s NSS surveys has probably a lot to do
with the fact that the Indian population includes a much higher fraction of independent workers with
ill defined income (including in the urban sector) and a much smaller fraction of formal wage earners
than China (more on this below).

9 See Table 2A.1.

10 See Table 2A.1. This ‘Indian growth paradox’ has attracted a lot of attention from economists. Here
we use as an end point the latest NSS figures corrected by Deaton (2003) on the basis of the 1999 2000
NSS round (we adjusted upwards this figure to make it comparable to other estimates available for
2001). Deaton’s corrections did reduce the size of the gap between national accounts and NSS figures
(until these corrections, there was basically no growth at all in the NSS during the 1990s), but the gap is
still substantial. Banerjee and Piketty (Chapter 1) argue that the gap can be partly explained by the rise in
top incomes in India during the 1990s (top incomes are not properly recorded in the NSS).
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Source: Author’s computations using national accounts (see Appendix, Table 2A.1, col. (5) and (16)).

statistics, there exists no such growth paradox in China: real GDP per capita (as
measured by Chinese national accounts) has increased by 154 per cent between
1986 and 2001 (6.4 per cent per year), and real per capita income (as measured by
NSB surveys) has increased by 140 per cent (6.0 per cent per year).!1

If we now look at the evolution of the top decile income shares in China over
the same period, we find that income inequality has increased at a very high rate
during the 1986-2003 period. According to our urban survey estimates, the top
decile income share rose from about 17 per cent in 1986 to almost 28 per cent in
2003, i.e. by more than 60 per cent (see Figure 2.2). The levels are probably
underestimated (during most of the period they are even lower than in the most
egalitarian developed countries, e.g. Scandinavia), but the upward trend seems
large and robust.

As we move up in the income hierarchy, the trend gets even bigger. For instance,
the top 1 per cent income share more than doubled between 1986 and 2001, from
slightly more than 2.6 per cent in 1986 to 5.9 per cent in 2003 (see Figure 2.3 and
Table 2A.6). If we compare these results with those obtained for India,!2 we find

11 Table 2A.1. Note that rural per capita income has increased much less rapidly than urban per
capita income and national per capita GDP (both increased at approximately the same rate), but that
this was almost exactly compensated by the rise in the urban population share.

12 Banerjee and Piketty (Chapter 1) were only able to compute the income shares for the top
percentile (and above) for India (and not the top decile), due to the low proportion of individuals
subject to the income tax.
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that the levels are much lower in China than in India (the Chinese 2003 top 1 per
cent share is still lower than the Indian 1986 top 1 per cent share), which again
suggests that survey-based measures underestimate top incomes, but that the trend
is substantially larger in China. The top 1 per cent income share has increased
by more than 90 per cent in China between 1986 and 2001, and by less than
50 per cent in India (see Figure 2.4).

These results can be used not only to evaluate the prospects for progressive
income taxation in China and India (see section 2.4 below), but also to shed some
new light on the ongoing debate about globalization and the rise in inequality.
Although our data do not allow us to identify precisely the causal channels at
work, and in particular to isolate the impact of globalization, we note that the fact
that the rise in income inequality was so much concentrated within top incomes
in both countries seems more consistent with a theory based on rents and market
frictions (see, e.g., Banerjee and Newman 2003) than with a theory based solely
on skills and technological complementarity (i.e. inequality rises in the south
because low-skill southern workers are too low-skill to benefit from globalization;
see, e.g., Kremer and Maskin 2003), which would seem to imply more gradual
shifts in the distribution. To the extent that the skill distribution is more unequal
in India than in China (e.g. literacy rates are substantially higher in China), the
skill-based theory would also seem to imply that income inequality should have
risen more rapidly in India than in China, whereas we find the opposite (as far as
the top 1 per cent income share is concerned).



48 Income Inequality in China and India

2.4 PROGRESSIVE INCOME TAXATION IN CHINA
AND INDIA, 1986-2010

Income Tax Schedules and Exemption Levels

We now come to the issue of progressive income taxation. Table 2.1 describes the
evolution of Chinese income tax schedules during the 1980-2004 period.!? In the
pre-reform era, all workers worked for the state and paid an implicit tax from
their wages. Expansion of the private sector by the market reforms decreased the
government’s ability to tax directly. Following other countries, China developed

Table 2.1 Progressive income tax schedules in China, 1980 2008

Wage income

Tax schedules applying to wage income

above exemption threshold (brackets Business income (1980 2008)
Exemption threshold and rates unchanged since 1980) (no exemption)
Annual Marginal
income Brackets of annual Marginal ~ Brackets of annual tax
Years (yuans) income (yuans) tax rate income (yuans) rate
1980 1998 9,600 0 6,000 5% 0 5,000 5%
1999 2003 12,000 6,000 24,000 10% 5,000 10,000 10%
2004 2005 14,400 24,000 60,000 15% 10,000 30,000 15%
2006 2008 19,200 60,000 240,000 20% 30,000 50,000 20%
240,000 480,000 25% over 50,000 35%
480,000 720,000 30%
720,000 960,000 35%
960,000 1,200,000 40%
over 1,200,000 45%

Note: China’s income tax applies to individual income (not to household income). The business income schedule
applies to ‘income from production and business operations derived by individual industrialists and merchants’ and
‘income from contracted or leased operation of enterprises and institutions’. Most forms of transfer income are
exempt from the income tax. Capital income (interest, dividends, royalties, rent, etc.) has always been taxed at a flat
20% rate (with no allowance), although there are some exemptions (interest income on saving deposits and national
debt is exempt from income tax). Agricultural income is excluded from the income tax (peasants are subject to a
separate, indirect income tax based on average yields). The exemption thresholds for wage earners reported on this
table are those applied in Beijing. The thresholds applied in other regions can be slightly different (e.g. in Shanghai the
threshold was 9,600 yuans until 1993, 12,000 yuans in 1994-8, and 14,400 yuans in 1999-2003).

13 Keeping track of all the changes in China’s tax law is not an easy business, so unfortunately we
cannot exclude the possibility that we missed some important changes. However to the best of our
knowledge all parameters reported in Table 2.1 are accurate. Tax laws are enacted jointly by the National
People’s Congress and the Standing Committee of the National People’s Congress. Some local tax
regulations may be formulated at the provincial level. However, individual income tax brackets are set
by the central government and it is illegal for regional governments to alter this although, in fact, some
rapidly growing cities such as Shanghai and Shenzhen have on occasion increased the threshold above the
centrally set threshold to alleviate the tax burden of their lower income citizens.
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an individual income taxation system, which officially began in 1980. In order to
avoid negative public opinion, the deductible amount was set so high such that
virtually no one had to pay income taxes in 1980.

However the striking fact is that China’s income tax law has remained basically
unchanged in nominal terms since its creation in 1980. The only major change is
that the nominal exemption threshold for wage earners has been raised from
9,600 yuans per year in fiscal years 1980-98 to 12,000 yuans in 1999-2003 and
14,400 yuans since 2004. Also note that the Chinese income tax system treats
wage income in a much more favourable manner than business income and
capital income: while wage earners are subject to the progressive income tax only
if their annual wage is large enough, all business and capital income earners are
subject to the tax (with no exemption). Business income is taxed by applying
graded progressive rates, while capital income is taxed at a flat 20 per cent rate.
Many Western countries had a similar system when they first introduced income
taxation (i.e. varying rates and deductions for different sources of income, with in
general a large exemption for wages and little or no exemption for business and
capital income), before gradually shifting to a more integrated system.!4

In contrast to the Chinese income tax, the Indian income tax is a much older
institution, since it was created in 1922 by the British. Moreover, it has always
been an integrated system treating all income sources equally: Indian progressive
tax schedules apply to total individual income, irrespective of where the income
comes from. Another important difference is that the tax schedule has been
changed almost constantly in India during the 1986-2004 period, resulting in
a general decline in tax rates and a continuous increase in the exemption threshold
(see Table 2.2).

From our perspective, the first important implication of these differing
evolutions is that the exemption threshold (for wage earners) has increased
less than inflation (and much less than nominal incomes) in China since 1986,
while it increased approximately at the same rate as inflation in India, resulting
in a massive increase in the proportion of the population subject to the income
tax in China and a more modest increase in India (see Figures 2.5, 2.6, and 2.7).
In China, the exemption threshold in 1986 (9,600 yuans) was about seven times
larger than average individual urban income (1,394 yuans), so that less than
0.1 per cent of all wage earners were subject to the income tax in 1986. By 2003,
the exemption threshold (12,000 yuans) has passed below average individual
urban income (13,383 yuans), so that according to our estimates 44.1 per cent
of all urban wage earners were subject to tax. In India, the exemption threshold
has always been set around two to three times average income during the 1986—
2001 period, and it is only because of the rise in top income shares that the
proportion of the population subject to the income tax has increased somewhat
during this period (from 0.7 per cent in 1986 to 3.8 per cent in 2001). This is an

14 For instance, a similar schedular system existed in France when the income tax was put in place
in 1914.
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Sources: Exemption threshold: Chinese tax law (Data Appendix, Table 2A.1); average income and P99 threshold: authors’
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Sources: China: author’s computations using household surveys tabulations (Appendix, Table 2A.7, col. (16)); India:
three-year moving average calculated from Table 1A.2, extrapolated.

important rise from an historical perspective (the proportion of the population
subject to the Indian income tax had been relatively stable around 0.5-1 per
cent between the 1920s and the early 1990s), but this is clearly much less than in
China.1s

In other words, due to lower bracket indexation and higher real income
growth, the Chinese income tax has become a mass tax during the 1990s, while
it has remained an elite tax in India. Assuming that China’s 2004 income tax law
applies until 2010 (i.e. there is no further rise in the exemption threshold after
2004) and the income trends (both in average income and top income shares)
continue after 2001 at the same rate as during the 1996-2001 period, our
projections indicate that almost two-thirds of Chinese urban wage earners
(over 200 million individuals) will be subject to the income tax by 2010, and
over 85 per cent by 2015 (see Figure 2.8). As we shall see below, it is fairly likely
that the exemption threshold will be increased again in order to keep this
booming trend under control.

15 The levels reported in Figure 2.7 are not strictly comparable, since the Chinese figure applies to
urban wage earners, while the Indian figure applies to all tax units (i.e. adult individuals). Note
however that the fraction of urban wage earners is fairly large in China: in 2003 total urban population
(adults and children) was about 500 million, and the total numbers of urban wage earners was about
260 million (see Tables 2A.1 and 2A.3).
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Figure 2.8 Projected fraction of the population subject to the income tax in China, 1986 2015
Authors’ computations using household surrveys tabulation (Data Appendix, Table 2A.8, col. (16)).

Income Tax Revenues

One important question, however, is whether the Chinese income tax law is really
being applied in practice: i.e. do all individuals who are supposed to be subject to
the income tax according to the law really pay the income tax? Chinese tax laws
are reasonably well documented, but there is almost no documentation of the
actual implementation of these laws. Many observers in and outside China seem
to believe that tax authorities make deals with large firms and autonomous
regions or cities whereby the latter offer a lump-sum payment to tax authorities
and their employees and residents are not subject to the official income tax
schedule. We conducted a series of interviews with managers of six firms in
Shanghai and several former employees of local tax ministries from another
large city. We interviewed two large public sector firms (4,000-10,000 employ-
ees), two middle-sized private sector firms (a non-Chinese firm and a Chinese
firm, 200-500 employees), and two small private sector Chinese firms (30-100).
According to these firms, the amount of income tax deducted from salaries is
determined by the tax bureau, which sends a representative to the firm once every
couple of years. The duration is not set or announced ex ante. However, all the
firms we met with had been visited by the tax bureau in the past three years. The
visit entails an examination of the employment records and salaries. It is unclear
whether the tax bureau determines an average tax rate for the firm on the basis of
average wage only, or whether the full progressive schedule is really being applied.
In many cases, all employees within a firm seem to share the same proportional
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tax liability. In other words, income taxation often seems to be progressive across
firms, but not within firms.

Although this kind of anecdotal evidence is suggestive, one would obviously
need systematic tabulations of taxpayers and effective tax rates by income
brackets in order to better understand how income tax is really collected in
China. Unfortunately, such tabulations by income brackets (similar to what is
being published by the tax administration in India and other countries) are not
available in China. There do not even seem to be any reliable statistics on the
number of income tax payers in China, so we cannot compare our theoretical
numbers of taxpayers with the actual numbers.16 However we can use published
statistics on aggregate income tax revenues and compare it to theoretical tax
revenues in order to evaluate how strictly the law is being applied. We compiled
from China Tax Yearbooks aggregate income tax revenues series for 1996-2003.
Starting in 2000, published aggregate revenue statistics are broken down by
income source (wage income, business income, capital income, and other
income).'” This very useful decomposition of tax revenues does not seem to
be available prior to 2000. The comparison between actual tax revenues and
theoretical tax revenues is given in Table 2.3. The theoretical tax revenues were
computed by applying the relevant tax schedules to the individual distributions
of wage income, business income, and capital income estimated from urban
household income survey tabulations.

The first conclusion emerging from Table 2.3 is that actual income tax
revenues are reasonably in line with theoretical tax revenues (as a first-order
approximation), thereby suggesting that income tax collection in China is
somewhat less chaotic and arbitrary than many observers tend to assume. In
1996, actual income tax receipts represented 0.28 per cent of GDP, and theor-
etical receipts 0.33 per cent of GDP; in 2003, actual income tax receipts
represented 1.21 per cent of GDP, and theoretical receipts 1.13 per cent of
GDP (cf. Table 2.3). If we look separately at receipts by income source for
2003, we find theoretical receipts on capital income were equal to 40 per cent of
actual receipts (this reflects the fact that capital income is under-reported in
surveys), and that the corresponding figure was over 120 per cent for business
income and wage income. The latter figure could be interpreted as saying that

16 Estimates according to which there were approximately 10 11 million income tax payers in
Chinain 1997 8 have been published in the China Tax Yearbooks, but we were unable to find out what
these numbers exactly refer to and how they were constructed. If they were true, these numbers would
be substantially smaller than our theoretical estimates (about 25% of 200 million wage earners subject
to income tax in 1997 8, i.e. approximately 50 million taxpayers; see Tables 2A.3 and 2A.7), which
would seem to suggest that the law is not being applied properly. However the missing taxpayers might
well have very low average tax liabilities, so it is hard to know how these figures should be interpreted
(if the Chinese tax authorities were able to produce reliable estimates of the total number of taxpayers,
they should also be able to break down this total number by income bracket or tax liability).

17 ‘Other income’ includes small items such as ‘author’s remuneration’ and ‘property transferring
income’ (these income types are not properly recorded in income surveys, and we did not attempt to
replicate the corresponding tax revenues).
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Table 2.3 Simulated versus actual income tax revenues in China, 1996 2003

Actual income tax revenues

Total Wage income  Busines income  Capital income  Other Total

receipts receipts receipts receipts receipts  receipts

(billions current yuans) (% GDP)
1996 19.3 0.28%
1997 26.0 0.35%
1998 33.9 0.43%
1999 41.4 0.51%
2000 66.0 28.3 13.3 19.0 5.5 0.74%
2001 99.6 41.1 16.0 34.8 7.7 1.02%
2002 121.1 56.1 18.5 38.4 8.0 1.15%
2003 141.7 74.1 20.0 38.2 9.3 1.21%
2004 173.6 94.0 24.6 44.5 10.5 1.37%
2005 209.4 116.2 29.6 51.4 12.2 1.65%

Simulated income tax revenues

Total ~ Wage income  Busines income  Capital income  Other Total
receipts receipts receipts receipts receipts  receipts
(billions current yuans) (% GDP)

1996 22.2 12.0 2.2 8.0 0.33%
1997 32.0 18.6 3.3 10.0 0.43%
1998 37.6 22.1 4.0 11.4 0.48%
1999 36.5 19.7 4.9 11.9 0.45%
2000 48.5 28.0 8.3 12.2 0.54%
2001 63.7 39.6 10.3 13.8 0.66%
2002 88.8 62.0 16.8 10.0 0.84%
2003 132.4 93.2 24.3 14.9 1.13%
2003b 213.3 131.4 343 38.2 9.3 1.82%

Ratio simulated/actual income tax revenues

Total Wage income  Busines income  Capital income  Other Total
receipts receipts receipts receipts receipts  receipts
(billions current yuans) (% GDP)

1996 115%
1997 123%
1998 111%

1999 88%

2000 73% 99% 63% 64%

2001 64% 96% 64% 40%

2002 73% 110% 91% 26%

2003 93% 126% 122% 39%

2003b 151% 177% 172% 100% 100%

Sources: Actual receipts: China Tax Yearbook, various issues (1997-2006); Simulated receipts: authors’ computa-
tions using urban household surveys tabulations (see Table 2A.6).

Notes: Simulated receipts for 1996-2003 have been computed by applying the relevant tax schedule to the individual
distribution of wage income, business income, and capital income estimated from urban household survey
tabulations and reported in Tables 2A.3, 2A.4, and 2A.5. The 2003b estimates have been computed by inflating
capital and other income so as to match actual tax receipts, and by inflating survey-based top decile wages and
business incomes by 20%, so as to obtain a realistic Pareto coefficient for the wage distribution.
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Figure 2.9 Simulated versus actual income tax revenues as a fraction of GDP in China,
1996 2003

Sources: Actual tax receipts from China Tax Yearbook; Simulated tax receipts were computed by applying income tax
schedules to household survey income data (Data Appendix, Table 2A.3).

business income and wage income have an excellent reporting rate in household
surveys, and that the tax law is reasonably well applied: almost all business
income earners and wage earners who are supposed to pay the income tax do
pay it and are charged the right rate.

Such an interpretation might be misleading, however. There are good reasons
to believe that top business incomes and top wages are under-reported in NSB
household surveys, in which case the fact that theoretical receipts (based upon
under-reported top business incomes and wages) and actual receipts coincide
merely reflects the fact that the collection rate is much less than 100 per cent. If we
adjust top survey wages and business incomes so as to obtain reasonable Pareto
coefficients for the distribution,'® we find that theoretical receipts for wage and
business income are equal to 170-80 per cent of actual receipts (see Table 2.3), i.e.
the tax collection rate for wage and business income is less than 60 per cent.
Although the problem is probably less severe than many observers tend to
assume, these illustrative (and highly uncertain) computations suggest that
there does exist a tax collection problem in China.

18 In order to obtain Pareto coefficients in line with what we observe in the most egalitarian
Western countries, NSB coefficients (and therefore top decile wages and business income) need to be
raised by about 20%: the Pareto coefficient is around 1.4 in Chinese survey tabulations in the early
2000s, while it is at least 1.6 1.7 in Western countries. This is of course purely illustrative, as we have
no reason to believe that the true Chinese Pareto coefficient is the same as in the West.
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It is also interesting to note that actual receipts have increased at a significantly
higher rate than theoretical receipts during the 1996-2001 period. One interpret-
ation could be that tax collection has improved. Another interpretation is that
household surveys underestimate not only the levels of top incomes, but also the
upward trend in top income shares. In order to get a sense of the likely magnitude
of this effect, we computed by how much the upward trend in top income shares
needs to be scaled up in order to ensure that the trend in theoretical receipts does
match the trend in actual receipts. We find that the 2001 top 1 per cent share
should be scaled up by about 35 per cent relatively to the top 1 per cent share in
1996, which is substantial.

Although there is some uncertainty about the quality of tax collection and survey
data, actual and theoretical tax receipts both show that income tax receipts (as a
fraction of GDP) have increased substantially during the 1990s and 2000s. The
contrast with India is particularly striking: while Indian income tax revenues have
stagnated around 0.5-0.6 per cent of GDP during the 1990s, Chinese income tax
revenues have been multiplied by more than 10, from less than 0.1 per cent of GDP in
the early 1990s to over 1.2 per cent of GDP in 2003 (see Figure 2.10). The stagnation
of Indian tax revenues reflects the fact that tax rates have been continuously reduced
(see Table 2.2) and that the proportion of individuals subject to tax has increased only
modestly (see Figure 2.7). The substantial rise in Chinese tax revenues reflects the
facts that tax rates have remained the same (see Table 2.1) and that the proportion of
individuals subject to tax has increased enormously (see Figure 2.7).
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Figure 2.10 Income tax revenues as a fraction of GDP in China and India, 1986 2008

Sources: China: authors’ computations using tax receipts data and houshold survey tabulations (Data Appendix, Table
2A.7, col. (15)); India: authors’ computations using income tax returns data (sources listed in Chapter 1, Table 1A. 1).
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Figure 2.11 Projected income tax revenues (as a fraction of GDP), 1986 2010
Source: Authors’ computations using household survey tabulations (Data Appendix, Table 2A.7, col. (15)).

Note that Chinese tax revenues would be substantially larger in the absence
of a preferential tax treatment given to top wage earners over top business and
capital income earners. We computed that if the business income tax schedule
was applied to wage income as well, then Chinese income tax revenues in 2001
would be more than 3 per cent of GDP (instead of 1 per cent). Although this
preferential tax treatment of wage income might raise serious political prob-
lems in the medium run (as independent workers feel more and more disad-
vantaged as compared to top wage earners in large firms), as it did in other
countries where similar preferential tax treatment was applied, removing this
legal provision is however unnecessary to ensure the growth of Chinese income
tax revenues. Because of the phenomenal growth in average incomes (and even
more so of top incomes), income tax revenues should make much more than
1 per cent of GDP in 2010. According to our projections, which are based on
the assumption that tax law will not be changed after 2004 and that income
trends will remain the same as in the 1996-2003 period, income tax revenues in
China should make about 4.1 per cent in GDP by 2010 (see Figure 2.11).1°

The assumption that the exemption threshold will not be raised in the short
run does not seem unreasonable, given that the 2004 increase in the exemption
threshold was fairly high (from 12,000 to 14,400 yuans, i.e. 20 per cent) and that
inflation is currently very close to 0 per cent. Moreover our projected tax revenues

19 We did not make similar projections for India, first because it depends a lot on how tax law will
evolve (if exemption levels are increased as much as during the 1990s, then revenues won’t increase
very much), next because available income data are poorer than in China (we do not know much
about incomes immediately below the current exemption threshold).
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Table 2.4 Income tax revenue in historical and international perspective

GDP/ Income tax
capita Total tax Income tax revenue % population
(PPP 2001 revenues revenue (% total tax  subject to the
$) (% GDP) (% GDP) revenue) income tax
United States 1914 6,700 8.2% 0.1% 1.2% 0.9%
United States 1950 13,300 20.7% 5.8% 28.0% 85.0%
United States 2000 36,100 31.8% 10.3% 32.4% 95.3%
France 1914 4,500 12.6% 0.1% 0.8% 1.7%
France 1950 7,400 25.5% 1.9% 7.5% 32.1%
France 2000 27,200 46.2% 7.3% 15.8% 90.0%
China 1990 1,800 15.2% 0.1% 0.4% 0.0%
China 2000 3,900 15.1% 0.7% 4.9% 9.4%
China 2015 10,300 23.3% 8.9% 38.2% 21.3%
India 1990 1,600 10.1% 0.5% 5.0% 0.9%
India 2000 2,200 9.1% 0.5% 5.9% 2.9%
India 2015 3,600 9.1% 0.5% 5.5% 2.9%

Sources: National accounts and tax statistics. USA: see Piketty and Saez (2003). France: see Piketty (2003). China: see
this chapter. India: Chapter 1 and this chapter (total tax revenues for China and India 1990 and 2000 come from
WDI database; the 200015 rise in total tax revenues is assumed to come solely from the income tax).

estimates should be viewed as a lower bound, first because we assumed that the
survey-based trends and levels in top shares were not underestimated (in par-
ticular we did not make the adjustment reported in Figure 2.9), and next because
we assumed that there would be no improvement in tax collection. In other
words, there are good reasons to believe that the income tax will raise at least 4
per cent of GDP in China by 2010.

If this happens, then China will have gone through its fiscal revolution. As Table
2.4 illustrates, moving from an elite income tax raising less than 1 per cent of GDP
to a mass income tax raising around 4-5 per cent of GDP is exactly the kind of
process through which Western countries have gone during the 1914-50 period
(when their income levels were similar to current Chinese levels). Although Indian
income tax revenues will probably increase during the coming years, the prospects
for India look less good, because of both lower income growth and higher bracket
indexation. One reason why India faces more difficulties than China in making its
income tax a mass tax might also be that the proportion of formal wage earners in
the labour force is ridiculously low in India.20

Finally, note that according to our projections Chinese income tax revenues
will exceed 10 per cent of GDP by 2015, with over 85 per cent of the urban
workforce paying the income tax. This is again assuming fixed income trends, and
most importantly no nominal change in income tax schedules until 2015, which
seems very unlikely over such a long time period. As the income tax becomes

20 See, e.g., Tendulkar (2003).
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larger and starts hitting the majority of the population, it is likely that the Chinese
authorities will need to start adjusting exemption thresholds and tax brackets in
line with inflation and real growth.

2.5 CONCLUDING COMMENTS

One might be tempted to conclude from this chapter that the high growth
performance of the Chinese economy is going to solve every problem, includ-
ing the fiscal modernization problem, and that there is nothing else to worry
about. We indeed found that due to high income growth and low bracket
indexation, income tax revenues are currently booming in China, and that they
should exceed 4 per cent of GDP by 2010 (assuming constant tax law and
income trends). The prospects look much less promising in India, where the
income tax will probably remain an elite tax (rather than a mass tax) in the
coming years.

The main conclusion that we draw from this chapter, however, is that there is
a lot policy makers and economists can do in order to improve the functioning
and implications of progressive income taxation in countries like China and
India. Given that income taxation is about to become something big, it is
urgent to put income tax reform at the top of the policy agenda. For instance,
China will not be able to under-index its exemption threshold forever, and the
preferential tax treatment of wage earners will need to be addressed at some
point. Next, there is clearly a problem with income tax collection in China
(although our estimates suggest that it is less massive than is sometimes
assumed). At the very least, China’s tax authorities should start compiling
and publishing detailed income tax tabulations by income bracket and tax
liability (which every other country in the world with an income tax actually

does), so that the tax collection problem can be properly evaluated and
addressed.
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APPENDIX 2A: TABLES OF SOURCES
AND RESULTS

This appendix contains Table 2A.1 with details of the reference totals used, Tables 2A.2
and 2A.3 with summary statistics from the household surveys, Tables 2A.4 to 2A.6 with
results on income levels and shares, and Tables 2A.7 and 2A.8 on the income tax
simulations.
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3

The Evolution of Income Concentration
in Japan, 1886—2005

Evidence from Income Tax Statistics

Chiaki Moriguchi and Emmanuel Saez

3.1 INTRODUCTION

Following the seminal work by Kuznets (1955), economists have devoted much
effort to analysing the relationships between income inequality and economic
growth.! Economics historians, in particular, have studied the evolution of income
and wealth inequality during the process of industrialization in leading nations
such as Britain or the United States (e.g. Soltow 1968, 1969; Williamson and
Lindert 1985; Williamson 1985; Lindert 1986, 2000). Those studies, however, were
often hampered by the absence of long-run homogeneous data to document
inequality. To overcome this limitation, a number of recent studies have used
income tax statistics to generate top income shares series for several European and
Anglo-Saxon countries that provide the first consistent series of inequality meas-
ures that cover a large part of the twentieth century (Atkinson and Piketty 2007).

The primary objective of this chapter is to construct homogeneous and
continuous top income shares series for Japan and study income concentration
in Japan from long-run historical and comparative perspectives. The data for
Japan are of particular interest, not only because Japan is the world’s second
largest economy after the United States today, but also because we can construct

We thank seminar participants at the NBER Japan Meeting, UC Berkeley, Columbia University,
Harvard University US Japan Relations Program, University of Tokyo, Hitotsubashi University,
Keio University, Osaka University, Kyoto University, and Ohio State University for helpful discussions.
In particular, we are grateful to Esther Duflo, Joseph Ferrie, Andrew Gordon, Laura Hein, Charles
Horioka, Yasushi Iwamoto, Ryo Kambayashi, Anil Kashyap, Lawrence Katz, Wojciech Kopczuk,
Ryoshin Minami, Joel Mokyr, Fumio Ohtake, Tetsuji Okazaki, Makoto Saito, Osamu Saito, Toshiaki
Tachibanaki, Gail Triner, David Weinstein, and Hiroshi Yoshikawa for their comments and sugges

tions. A shorter version of this chapter was published as Chiaki Moriguchi and Emmanuel Saez, “The
Evolution of Income Concentration in Japan, 1886 2005: Evidence from Income Tax Statistics’, Review
of Economics and Statistics, 90(4) (November 2008): 713 34. Financial support from NSF Grant SES

0134946, the Alfred P. Sloan Foundation, and the Abe Fellowship Program is gratefully acknowledged.

1 For recent work, see Forbes (2000), Barro (2000), and Banerjee and Duflo (2003).
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Figure 3.1. Real GDP per capita in Japan and the United States, 1790 2005

Sources: USA from Johnston and Williamson (2005) and National Accounts; Japan from Maddison (1995) and
National Accounts.

top income shares series covering the full span of modern economic growth for
Japan. Indeed, Japan’s process of industrialization was compressed within a short
time period. After the 1868 Meiji Restoration, the Japanese economy took off in
the 1880s, and the nation underwent three phases of industrial revolution—from
textiles, to heavy industries, to high technology industries—within less than 100
years. To illustrate this point, Figure 3.1 depicts the real GDP per capita in Japan,
1820-2005, against that in the United States, 1790-2005. Japan’s GDP per capita
in 1890 was at the level of US GDP per capita in 1790, or about $1,200 in 2004
dollars, which is roughly comparable to the GDP per capita of the less developed
countries today. Japan had caught up quickly since then, and now has a GDP per
capita only slightly lower than the United States. Real GDP per capita in Japan
grew at the annual compound rate of 2.7 per cent in 1886-1940 and at 4.6 per
cent in 1948-2005.

As the Japanese government introduced a comprehensive income tax system in
1887—a remarkably early date by international standards—we can trace the
evolution of income concentration during the entire process of industrialization
using the Japanese tax statistics.2 Because the top income shares series compiled

2 By contrast, the present comprehensive income tax was instituted in the United States in 1913,
and in France in 1914, when the industrial revolution was already well under way in these countries.
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so far for the Western countries span only part of their industrialization process,
the Japanese data provide us with a unique opportunity to examine the relation-
ship between income concentration and modern economic growth. To explore
the causes of dynamic changes in income concentration and provide additional
evidence, we also compile the series of top income composition, top estates and
their composition, top wage income shares, and marginal tax rates for top wage
income earners, all based on tax statistics.

We obtain three main findings. First, income concentration at the top 1 per cent
income group in Japan was extremely high during the pre-Second World War period
with some short-term fluctuations. Top income shares declined abruptly and pre-
cipitously during the Second World War and remained remarkably low for the rest of
the twentieth century albeit with a sign of increase in the last decade. Our data thus
indicate that the defining event for the evolution of income concentration in Japan
was a historical accident, namely the Second World War, which was accompanied by
large-scale government interventions, inflation, and war destruction.

Second, using income composition data, we show that the dramatic fall in
income concentration at the top was primarily due to the collapse of capital
income during the Second World War. Evidence from estate tax statistics con-
firms that top wealth holdings in fact declined drastically during the Second
World War and continued to fall during the post-war occupation. We argue that
the redistribution of assets and the transformation of institutional structure
under the occupational reforms have prevented the re-concentration of income
in the subsequent decades. Importantly, such redistributive policies, which cer-
tainly have affected the process of capital accumulation, were accompanied by
one of the most impressive and sustained economic growths in modern history.

Third, according to our wage income data, wage income concentration also fell
sharply during the Second World War. In contrast to the United States where
wage income inequality has increased dramatically since 1970, top wage income
shares in Japan have remained relatively low with only a modest increase since
1997. Comparing the Japanese and US data in more detail, we find that techno-
logical progress (i.e. skill-biased technological change) or tax incentives (i.e. the
reduction in marginal income tax rates) alone cannot account for the divergent
experience of the two countries. Instead we suggest institutional factors, most
notably internal labour markets and collective bargaining structure, as important
determinants of wage income concentration.

The rest of the chapter is organized as follows. Section 3.2 summarizes the
preceding literature on income inequality in Japan. Section 3.3 describes the data
and estimation methods. Section 3.4 presents our findings from the top income
shares series, 1886—2005. Section 3.5 investigates the causes of the observed
changes in income concentration, using top income composition and top estates
series. Section 3.6 presents the top wage income shares series, 1929-2005, and
offers comparative analysis of the USA and Japan. Section 3.7 provides compara-
tive historical perspectives and concludes. The detailed description of our data and
methods, as well as a complete set of results, are presented in Appendices 3A-3D.
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3.2 INCOME INEQUALITY IN JAPAN PAST AND PRESENT

By international standards, Japan is widely perceived as a society with relatively
low income inequality. Although comparing income statistics across nations has
been difficult and should be interpreted with caution, recent OECD reports
(Atkinson, Rainwater, and Smeeding 1995; Burniaux et al. 1998) and Japanese
government studies (Nishizaki, Yamada, and Ando 1998; Kokumin Seikatsu-
kyoku 1999) provide better comparative data. As Panel A of Table 3.1 shows, as
of the late 1980s, Japan’s Gini coefficient of the distribution of household income
before tax and government transfers was one of the lowest among major industrial

Table 3.1 Income inequality in OECD countries

A. Income before tax and transfers

Country Year Gini coefficients
Ireland 1987 0.461
Sweden 1987 0.439
UK 1986 0.428
France 1984 0.417
USA 1986 0.411
Switzerland 1982 0.407
Germany 1984 0.395
Finland 1987 0.379
Canada 1987 0.374
Ttaly 1986 0.361
The Netherlands 1987 0.348
Japan 1989 0.317
Belgium 1988 0.273

Source: Nishizaki, Yamada, and Ando (1998).

B. Income after tax and transfers

Country Year Gini coefficients
USA 1986 0.347
Switzerland 1982 0.346
Ireland 1987 0.341
UK 1986 0.323
Italy 1986 0.321
France 1984 0.311
Canada 1987 0.305
Japan 1985 0.298
Sweden 1987 0.281
Germany 1984 0.277
The Netherlands 1987 0.266
Belgium 1987 0.260
Finland 1987 0.255

Sources: Kokumin Seikatsukyoku (1999: chapter 3);
Atkinson, Rainwater, and Smeeding (1995: table 4 10).
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nations. When we consider the distribution of income affer tax and government
transfers, as one may expect, European welfare states ranked below Japan (see
Panel B). In other words, one of the distinct characteristics of contemporary
Japan is its low income inequality in the absence of government redistribution.
Recently, however, there have been growing concerns among Japanese people that
income inequality is on the rise. Most notably, in his widely read book, Tachiba-
naki (1998) declared Japan as an equal society a ‘myth’, generating much debate
among scholars, government officials, and the general public.> When did Japan
become the so-called equal society? And will Japan continue to be one as it enters
the twenty-first century?

There is an extensive body of empirical work that examines the evolution of
income inequality in Japan.# For the pre-Second World War period, the lack of
household survey data has been a major obstacle in measuring income inequality.
Shiomi et al. (1933) and Hayakawa (1951) instead used national and local income
tax records to estimate the income distributions of all households in selected
cities. Improving their methods and compiling comprehensive local income tax
data, Minami (1995, 1998) estimated the income distributions of all households
in Japan for selected years. Alternatively, Ono and Watanabe (1976) studied the
long-run changes in income inequality, using several indirect measures such as
urban-rural and intra-industry wage differentials. Otsuki and Takamatsu (1978)
estimated the Pareto coefficients from 1887 to 1940 using the average and
minimum household incomes based on the Long-Term Economic Statistics
(Ohkawa, Shinohara, and Umemura 1974).

For the post-Second World War period, several types of household survey data
became available. Wada (1975) estimated the income distributions during the
1950s combining the Employment Status Survey and the Farm Household Eco-
nomics Survey. Mizoguchi and Takayama (1984) and Mizoguchi and Terasaki
(1995) used the People’s Living Conditions Survey to examine the changes in
income inequality after 1962. For recent years, the income distribution of Japan-
ese households can be estimated also from the Family Income and Expenditure
Survey (e.g. Ohtake 2005) and the Income Redistribution Survey (e.g. Tachibanaki
2000). Because different surveys employ disparate sampling methods and income
definitions, the resulting estimates of income inequality can differ considerably.

Figure 3.2 summarizes the long-run changes in income inequality, measured
by the Gini coefficient, based on the above studies. Although the estimates in a
given year differ across studies, they display fairly coherent time trends. Namely,
(1) income inequality in Japan rose sharply from 1890 to 1940; (2) after the
Second World War, it peaked around 1960, declined subsequently, and stabilized
in the 1970s; and (3) there has been an increase in income inequality since the

3 Tachibanaki (2005) is an English version of Tachibanaki (1998). See Ohtake (2005) for further
analysis.

4 For a comprehensive survey of income distributions in pre Second World War Japan, see Terasaki
(1986) and Minami (1995: chapter 1). For the post Second World War period, see Mizoguchi and
Takayama (1984: chapter 1), Mizoguchi and Terasaki (1995), and Yazawa (2004).
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Sources: Ono and Watanabe (1976: table 6); Otsuki and Takamatsu (1978: table 4); Minami (1995: table 6—4, series I
& II); Wada (1975: 21); Tachibanaki (1998: table 3-1); Ohtake (2005: table 1-1).

Notes: Gini coefficient for income distribution (before tax and government transfers) of all Japanese households are
reported; EES refers to Employment Status Survey; PLCS refers to People’s Living Conditions Survey; FIES refers to
Family Income and Expenditure Survey; and IRS refers to Income Redistribution Survey.

1980s, although scholars have disagreed over the extent of the increase and its
causes.

It is important to note that not only there is no estimate between 1940 and
1955, but also Gini coefficients before 1940 and after 1955 in Figure 3.2 cannot be
compared due to major data discontinuity. These limitations notwithstanding,
the general consensus among historians based on mostly qualitative evidence is
that income inequality dropped substantially between 1940 and 1955, presum-
ably due to the Second World War or post-war occupational reforms, if not both
(Mizoguchi and Terasaki 1995: 61). One of the objectives of this study, therefore,
is to compile new data that enable us for the first time to compare the level of
inequality between the pre- and post-Second World War periods and shed better
light on the process of the alleged fall in income inequality. In addition, most of
the pre-Second World War studies provide the estimates only for selected years
that may or may not be representative. Furthermore, since most studies are
concerned with the income distribution of all households, we know relatively
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little about high-income groups.> In particular, due to the problem of small
sample and top coding, household surveys cannot be used for a study of high-
income earners.

To fill these gaps in the literature, we construct continuous and homogeneous
series of the top income shares, i.e. the shares of total income accruing to the
upper groups of the income distribution, from 1886 to 2005. Although top
income shares may not be an ideal measure of income inequality—as they do
not reflect the shape of the bottom 95 per cent of the income distribution—they
provide valuable information about the degree of income concentration that
affects entrepreneurial incentives and capital accumulation process in a capitalist
economy. Finally, because we employ the same methodology used in the recent
high-income studies presented in Atkinson and Piketty (2007), we can compare
our data with those of other industrial nations and offer a comparative historical
analysis of income concentration.

3.3 DATA AND METHODOLOGY

In this section, we describe briefly the nature of data and the methods of
estimation. A complete description can be found in the appendices to the chapter.
Our estimates of top income shares are based on income tax return statistics
published annually by the Japanese tax administration since the introduction of
national income tax in 1887.6 Typically, the statistics present the number of
taxpayers, the amount of income reported by taxpayers, the amount of income
tax paid, and the composition of the reported income, all by income brackets.

Income is defined as gross income before deductions of income and payroll taxes
paid by individuals, but after employers’ payroll taxes and corporate income taxes.
It includes all income components reported in tax returns, namely, salaries and
wages, bonuses, unincorporated business income, farm income, self-employment
income, dividends, interest, rents, royalties, and other small items. Realized capital
gains, however, are excluded from our definition of income for two reasons. First,
capital gains were not taxed before 1947 in Japan and are thus missing entirely
from the income tax statistics, and even after 1947, capital gains from land and
stocks were only partially included in the statistics due to special treatments and
exemptions. Second, in general, realized capital gains form a volatile component
of income with large fluctuations as opposed to a steady source of annual income.
Thus, in this study, we focus on the series that exclude capital gains.”

5 For important exceptions, see Takahashi (1959), Yazawa (1992, 2004), and Miyamoto and Abe
(1995: chapter 6).

6 Japan Ministry of Finance, Tax Bureau, Shuzeikyoku Tokei Nenposho, 1887 1945, and Japan
National Tax Administration, Kokuzeikyoku Tokei Nenposho, 1946 2002. For an overview of the
Japanese income tax system, see Ishi (2001).

7 We present results including reported realized capital gains in Appendix 3A.
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Before 1950, the tax unit was ‘family’ defined as a married couple (or a single
household head) with cohabiting dependants. Incomes of family dependants in a
single household were aggregated for tax purposes. Starting in 1950, the tax unit
became ‘individual’, whereby spouses were taxed separately on their incomes. To
produce homogeneous series over the entire period, we estimate top income
shares using the individual tax unit for the pre-1950 period. For most years
before 1950, the statistics by income brackets provide a breakdown of income
into the income of household head and the income of dependants. According to
these data, the latter is very small relative to the former (less than 5 per cent of the
former in general). Hence, we substitute household income for household head’s
income, which leads to a slight but minor upward bias in our estimates.

Thus, our top income groups are defined relative to the total number of adults
(age 20 and above), in Japan in each year based on official population statistics.
Because of high exemption points, only a small fraction of individuals filed
income tax returns before 1947. For this reason, our analysis is necessarily
restricted to the high end of income distribution. That is, we can estimate the
income share for the entire period of 1886—2005 only within the top 1 per cent
income group, while we also provide estimate of the top 5 per cent income share
for sub-periods.®

As the top tail of the income distribution is well approximated by a Pareto
distribution, we estimate the Pareto coefficient for each year using the tabulations
of taxpayers by income brackets. We then use simple parametric interpolation
methods to estimate the thresholds and average income levels of top income
groups. As Table 3.2 presents, in 2005, the threshold income levels for the top
1 per cent and 0.1 per cent income groups in Japan were 13.8 million yen (or
$125,000) and 34.2 million yen (or $311,000), respectively. The top 0.01 per cent
income group in the same year consisted of roughly 10,000 individuals who
earned more than 88 million yen (or $0.8 million), and their average income
was almost 200 million (or $1.8 million).

We estimate a top income share by dividing the amount of income accruing to
a top income group by total personal income computed from National Accounts
for 1930-2005 and from Long-Term Economic Statistics (Ohkawa, Shinohara, and
Umemura 1974) for 1886-1929.° The total and average real incomes per adult
from 1886 to 2005 are reported in Table 3A.1 in Appendix 3A. We convert current
income to real income in 2002 yen, using the CPI deflator from Long-Term
Economic Statistics (Ohkawa, Shinohara, and Umemura 1967). Our top income
shares estimates are reported in Table 3A.2 in Appendix 3A.

We estimate the composition of income accrued to the top 1 per cent group,
using income composition statistics. For years in which composition data are

8 We cannot extrapolate our top 5% income share estimates to the full period due to data
limitations. See Table 3A.1 for the relevant information.

9 Note that estimates for total personal income before 1930 are less reliable than after 1930,
introducing potential biases in our estimates. See Appendix 3A for a discussion and a sensitivity
analysis.
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Table 3.2 Thresholds and average incomes for top income groups in Japan

Number of tax units Average income in

Income threshold (adults age 20 each income group
Percentile threshold  (in 2005 yen) Income groups and above) (in 2005 yen)
(1) (2) (3) (4) (5)

Full Population 103,830,000 2,488,000
Top 10% 6,174,000 Top 10 5% 5,191,500 7,089,000
Top 5% 8,081,000 Top 5 1% 4,153,200 10,033,000
Top 1% 13,791,000 Top 1 0.5% 519,150 15,600,000
Top 0.5% 17,166,000 Top 0.5 0.1% 415,320 22,825,000
Top 0.1% 34,185,000 Top 0.1 0.01% 93,447 44,232,000
Top 0.01% 88,331,000 Top 0.01% 10,383 198,386,000

Notes: Computations are based on income tax return statistics and wage income tax statistics (see Appendix 3A).
Income is defined as annual gross income before individual income taxes and employees’ payroll taxes but excluding
capital gains.

Top income groups are defined relative to adult population (age 20 and above) in Japan. “Top 10-5%’ refers to
the bottom half of the top 10% income group, and ‘“Top 5-1%’ refers to the Top 5% income group excluding the top
1%, etc.

Total income demonimator is defined as total personal income in Japan based on National Accounts.

Amounts are expressed in 2005 yen. The average exchange rate in 2005 was $1 = 110 yen.

reported by income brackets, we use a Pareto interpolation method to obtain the
top 1 per cent estimates. For years in which only aggregate composition data are
published, we use these data. Our top income composition series are reported in
Table 3A.3 in Appendix 3A.

Next, we construct top estates series using estate tax return statistics published
annually by the tax administration since 1905. Estates are defined as the sum of all
properties (including real estates, household properties, business assets, stocks,
bonds, deposits, cash, and other claims) net of debts and liabilities.1® Top estate
groups are defined relative to the total number of adult deaths in Japan in each
year obtained from official population statistics. Due to the difficulty in estimat-
ing total assets in Japan, the top estate series are expressed in the level (as opposed
to the share) in 2002 yen using the CPI deflator. Our top estates estimates are
reported in Table 3B.1 in Appendix 3B.1! We also provide estate composition
series, 1926-2005, using aggregate estate composition data, which are presented
in Table 3B.2 in Appendix 3B. Because estate compositions are not available by
estate brackets, we cannot produce homogeneous series for top estate compos-
ition.

Finally, we compute top wage income shares using a similar methodology. For
the post-war period, wage income data are compiled from the Survey on Private
Wages and Salaries published by the tax administration annually since 1951.12

10 Because estate value reported in the statistics is before standard deductions but after special tax
reductions, our data underestimate the true estate value. See Appendix 3B for a discussion.

11 Qur top estates for 1905 57 are imprecisely estimated due to the difficulty in reconstructing
estate statistics by actual (as opposed to fiscal processing) year, See Appendix 3B for a detailed
discussion.

12 Japan National Tax Administration, Minkan Kyuyo no Jittai, 1951 2002.
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The survey covers virtually all regular employees in the private sector but excludes
government employees. Wage income in our definition includes wages, salaries,
bonuses, allowances, and taxable part of non-cash compensation, but excludes
retirement benefits. Top groups are defined relative to the total number of regular
employees in the private sector in Japan. Our estimates of the total wage
income denominator are based on total salaries from National Accounts. For
the pre-Second World War period, we use salary and bonus data reported in the
income tax return statistics for the fiscal years 1930-45. Top groups are defined
relative to the total number of regular employees in Japan. The total wage income
denominators are based on total salaries and wages from National Accounts.1?
Table 3C.1 in Appendix 3C presents the number of wage income earners and total
wage income from 1929 to 2005. Our estimates for top wage income shares for
1929-2005 are reported in Table 3C.2 in Appendix 3C. We also estimate marginal
tax rates for the top wage income groups from 1951 to 2005. The estimates are
made for an individual with a non-working spouse and two dependent children,
assuming that all income is employment income. Our estimates include standard
deductions but exclude local taxes and social insurance contributions. The
marginal tax rates series are reported in Table 3C.3.14

Over the 120 years of our sample period, there are at least three major tax
reforms, in addition to numerous revisions in income and estate tax laws. These
changes potentially affect the comparability of our data across years. Therefore, to
construct homogeneous series, we make a number of careful adjustments to the
original data (see the appendices for a complete description). There are two
major challenges in constructing the top income shares series that call for special
attention.

First, after the introduction of an extensive withholding system (gensen choshu
seido) in 1949, most individuals with only employment or pension income were
no longer required to file self-assessed income tax returns. As a result, even
though most income earners pay income taxes in Japan, only a minority of
taxpayers file tax returns. Fortunately, as mentioned above, the Japanese tax
administration publishes wage income tax statistics from the withholding system
that include virtually all wage earners in the private sector. We thus use these data
to complement the self-assessed income tax statistics to produce top income
shares series.1

The second and perhaps more serious issue is tax erosion and evasion, that is,
lawful and unlawful under-reporting of income by taxpayers. Because the self-
assessed income tax statistics are by definition based on reported income, there is
a concern that our data might reflect trends in tax avoidance and evasion rather
than true changes in income inequality. For example, compared to wage income

13 Due to data limitations, our estimates for 1929 44 are based on restrictive assumptions. See
Appendix 3C for a detailed discussion.

14 See Moriguchi (2008) for a more detailed study of the top wage incomes in Japan from 1951 to 2005.

15 See Appendix 3A for a description of our method.



86 Income Concentration in Japan, 1886—2005

that is captured at source, farm income and business income in general are said to
be subject to a higher degree of tax evasion. Furthermore, in an effort to avoid tax,
employers often shift their compensation from cash to perquisites. Finally, in the
post-war period, large parts of interest and dividend incomes are subject to
special tax treatments and not included in the self-assessed income tax statistics.
We discuss below these problems associated with tax avoidance and evasion, and
provide a sensitivity analysis.

3.4 TOP INCOME SHARES IN JAPAN, 1886-2005

Historical Background

During the early Meiji period, Japan was predominantly a rural society based on
agriculture and handicraft industry. After the fiscal reform that resulted in the
Matsukata deflation in 18814, the Japanese economy began to modernize and
grow in earnest (see Figure 3.1). Large-scale corporations in modern industries,
such as railroads and textiles, were formed for the first time in the late 1880s. As a
result, most historians regard 1886 as the starting year of the industrial revolution
in Japan (Minami 1994; Miyamoto and Abe 1995: chapter 6). The proportion of
employment in agriculture declined from 78 per cent in 1876 to 65 per cent in
1900; and fell further to 51 per cent in 1920, and 42 per cent in 1940 (NRUS
1959). After the Second World War, it declined even faster from 44 per cent in
1950, to 16 per cent in 1973, and 7.3 per cent in 1995.

To provide an overview of our sample period, Figure 3.3 depicts the average
real income per adult and the CPI in Japan from 1886 to 2005. The average real
income more than quadrupled from 1886 to 1938, the peak year in the pre-
Second World War period. It grew particularly fast from 1887 to the end of the
Sino-Japanese War (1894-95), during the First World War (1914-18), and during
the period of military expansion (1932-8). Then the average income declined
sharply towards the end of the Second World War (1939—45) that destroyed much
of the nation’s physical and human capital. The two world wars were accompan-
ied by high inflation. In particular, Japan experienced hyperinflation in 1944-8
where consumer prices rose by 5,300 per cent during the period of four years.
After the post-war US occupation (1945-52), the average real income recovered
quickly, surpassing the 1938 level by 1959. During the period of high economic
growth in 1955-73, real average incomes increased by a factor of six; this was one
of the fastest sustained periods of economic growth in modern history. After the
1973 oil crisis, income grew at a slower pace in 1975-90. Since the collapse of the
asset bubble in 1991, the average real income has declined for a decade. Except for
the brief period during the oil crises, the inflation rate has been low throughout
the post-1950 period in Japan.



Chiaki Moriguchi and Emmanuel Saez 87

10,000 — — . — —vve 100.00
T BEREE s RS
°>". . . : e . Lo —
5 S R T L e, 71000 &
c P P 4 P : o
o Do Do ; Do Do Do ¢
S H H H H H ! H H H H H H C
o) H H H H H ¢ H H H H H H oy
= IR R IR IR =)
o 1,000 — — A —f — — 1.00 -~
S Lo o : S Lo Lo °
& P P z 2% P P 3
£ Do YN : Do Do Do S
P Do B 2 q: Lo A =
H H 5 H H H H H H H . . o
§ WIS b IR EENEE S 1010 S
[&] . . ! AT . . . . . . . .
= . . . . . . . . . . . .
4 £ P Do Do
100 —m—m————————— 7 0.01
O T O " O~ O " O Tr~"T O~ O T OO~ O~ O~ O
VDD OO T~ AN ANNDDITIWLL O© ONNONDOWDWMO O O
00 00 0O O OO OO O O OO O OO OO O OO O O
—FrrFrrFrrFrrFrrEFrrFErrFrCErEIErErIErrIErrErsErsrmrsmr-r-«- - - QG
—+— Real Income per Adult -~ CPI 2002

Figure 3.3 Average real income and consumer price index in Japan, 1886 2005
Source: Appendix Table 3A.1.

Trends in Top Income Shares

Figure 3.4 reports our estimates of the top 1 per cent income share from 1886 to
2005 and the next 4 per cent (denoted as ‘top 5-1 per cent’) income share for
1907-24, 1937-8, and 1947-2005. We first focus on the top 1 per cent income
share series. Between 1886 and 1938, the top 1 per cent adult population in Japan
received as much as 14 to 20 per cent of total personal income. The share,
however, fell abruptly and precipitously from 1938 to 1945 from 20 per cent to
6.4 per cent, and remained relatively stable at around 8 per cent throughout the
rest of the twentieth century. There are fairly large fluctuations in the top 1 per
cent income share before the Second World War: after a steep fall in 1886-91,16 it
declined temporarily during the Sino-Japanese War (1894-5), the Russo-Japanese
War (1904-5), the First World War (1914-18), and the Great Depression (1929—
31), each time followed by an immediate recovery. As Figure 3.1 shows, the 1929
depression in Japan, in particular, was shorter and far milder than in the USA and
other industrial countries (Moriguchi 2003). In terms of the long-run trend, the
top 1 per cent income share was high throughout the initial stage of industrial-
ization in 1900-38. Similarly, the extraordinary economic growth from 1950 to
1973 was accompanied by little change in the top 1 per cent income share. Finally,

16 The estimates for early years are less reliable compared to later years due to larger measurement
errors in assessing income by the tax administration. See Appendix 3A.
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Notes: Computations are based on income tax return statistics and wage income tax statistics (see Appendix 3A for
details on the data and methods).

Groups are defined relative to the total adult population.
“Top 5-1%’ denotes the top 5% excluding the top 1%.

For the top 5-1% group, estimates are not available for some years due to too few people filing income tax returns
in these years.

consistent with the recent concerns over rising income inequality, we observe a
steady increase in the top 1 per cent income share in Japan over the last ten years
from 7.3 per cent in 1995 to 9.2 per cent in 2005. Although the 2005 number is
still low by the pre-war standard, it is the highest level since the end of the Second
World War.

The next 4 per cent income share series displays a substantially different
pattern. During the pre-war period, although estimates are not available for
some years, the share was consistently smaller than the top 1 per cent income
share, where the next 4 per cent population received on average about 12 per cent
of total income. By contrast, after 1947 it has been consistently and substantially
larger than that of the top 1 per cent with a sharp increase in recent years from
13.5 per cent in 1992 to 16.1 per cent in 2005. The most striking difference is that
the Second World War did not have much impact on the next 4 per cent income
share. Figure 3.4 thus suggests that the income de-concentration phenomenon
that took place during the Second World War was limited to within the top 1 per
cent income groups.
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Notes: “Top 0.5-0.1%’ income group refers to the bottom 0.4% of the top 0.5% income group.
“Top 1-0.5%’ income group refers to the bottom 0.5% of the top 1% income group.

Figure 3.5 demonstrates this point further by decomposing the top percentile
into three subgroups: the top 0.1 per cent, the next 0.4 per cent (‘top 0.5-0.1 per
cent’), and the bottom half of the top 1 per cent (‘top 1-0.5 per cent’). Although
the three series exhibit similar overall patterns, the higher income group experi-
enced the earlier and larger fall in their shares during the Second World War. While
the share of the top 1-0.5 per cent group declined by 50 per cent (from 4.0 per cent
to 2.0 per cent) in 1941-5, for the next 0.4 per cent group it fell by more than 60 per
cent (from 6.7 per cent to 2.5 per cent) in 193845, and for the top 0.1 per cent
group it fell by 80 per cent (from 9.2 per cent to 1.9 per cent) in 1938—45. The fall
for the top 0.01 per cent income share is even more dramatic: it collapsed from
3.8 per cent to 0.6 per cent in 1938—45 and remained around the same level for the
rest of the twentieth century with only a modest increase in the last several years
(see Table 3A.2 in Appendix 3A and Figure 3.9). It offers a sharp contrast to the
pre-Second World War period during which the top 0.01 per cent income share
shows a positive trend, claiming an increasing share of total personal income.

Finally, to provide a comparative perspective, Figure 3.6 plots the top 0.1 per
cent income share series in Japan with those in the United States and France,
estimated respectively by Piketty and Saez (2003) and Piketty (2003), using the
same methodology. The data indicate that the top 0.1 per cent income share in
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Japan was roughly comparable to, if not higher than in, the United States or France
during the inter-war period. Recall that the United States, in particular, was the
world’s uncontested technological leader by the 1920s where giant corporations in
capital-intensive industries generated enormous fortunes (Chandler 1962). The
top 0.1 per cent income shares in the United States and France declined roughly in
three stages, first during the First World War, then during the Great Depression,
and finally during the Second World War. Interestingly, by the 1960s, the shares in
all three countries had converged to 2 per cent. The figure illustrates a sharp
contrast in the evolution of income concentration between the United States, on
one hand, and Japan and France, on the other hand, since the 1970s. While the top
income shares in Japan and France have remained relatively low, the share in the
United States has tripled in the last two decades, returning to the pre-Second
World War level. In section 3.6, we explore the divergent experience of Japan and
the United States using wage income tax statistics.

Trends in Top Income Composition

To better understand the mechanisms that led to the drastic decline in the top
1 per cent income share during the Second World War in Japan, we use compos-
ition data from the income tax statistics. In Figure 3.7, we decompose the top
1 per cent income share into five categories: (a) employment income (wages,
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Notes: Computations based on income tax return statistics; see Appendix 3A.

Business income includes unincorporated business profits, farm income, and self-employment income.
Employment income includes wages, salaries, bonuses, and pensions.

Rental income includes rents from farm land, residential land, housing, and buildings, but excludes imputed rents.
For 1886 and 190045, estimates are based on aggregate income composition and thus imprecise.

For 195162, no estimates are available.

Most interest income in 1947-2005 and large part of dividends in 19652005 are missing from the statistics (see
Appendix 3A for details).

salaries, bonuses, allowances, and pensions), (b) business income (profits from
unincorporated businesses, farm income, and self-employment income), (c)
rental income (from land and buildings, excluding imputed rents), (d) interest
income (from bonds, deposits, and savings accounts, excluding returns on
insurance policies), and (e) dividends (from privately held and publicly traded
stocks). Immediate caveats are in order.

First, for 1886-1945, our estimates are based on the composition of total
income reported in the income tax statistics. During this period, the series are
not homogeneous as the fractions of adults filing tax returns fluctuated between
1 per cent and 4 per cent (see Table 3A.3 in Appendix 3A). Second, because
almost all interest income has been either tax exempted or taxed separately and
withheld at source since 1947, and so were a large part of dividends since 1965,
these components were missing from the self-assessed income tax statistics
(Iwamoto, Fujishima, and Akiyama 1995). Third, the introduction of the
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withholding system in 1949 probably reduced tax evasion of wage earners relative
to others. We address these important issues below.

With these caveats in mind, we make the following observations from the top
income composition data. First, throughout the 1886-1937 period, approxi-
mately 50 per cent of the top 1 per cent income consisted of capital income
(i.e. rents, interest, and dividends). Within capital income, dividends steadily
increased their share, while the share of interest income declined. Although not
shown in Figure 3.7, within rental income, farm rents were a major component in
the earlier years, but their share declined after 1915. Initially, the share of business
income in the top 1 per cent income was higher than the share of employment
income, but by 1930 the order was reversed. The decline of farm rents and the rise
of employment income probably reflect the gradual shift from an agrarian
economy with concentrated land ownership to an industrial economy with
professional managers. Second, from 1937 to 1947, both the capital income and
employment income components fell dramatically: right after the Second World
War, the top 1 per cent income was almost entirely composed of business income.
Third, since 1950, the share of employment income in the top 1 per cent income
has increased steadily at the expense of business income. This trend is probably
due to the further shift towards a highly industrialized economy with large
corporations. Finally, as we discuss in more detail below, since the Second
World War, capital income has become a less important component in the top
1 per cent income.

Evidence from Top Estates

Our income composition series suggest that capital income accrued to the top
1 per cent income group fell dramatically during the Second World War, never
returned to the pre-war level, and was replaced by employment income. National
Accounts show that total capital income in the economy, however, did recover,
albeit gradually (see Figure 3A.3 in Appendix 3A). Then the fall in the top capital
income must have been caused by a permanent decline in wealth concentration.
In order to test this hypothesis, we turn to estate tax return statistics published
annually since the introduction of estate tax in 1905.

Figure 3.8 plots the average sizes (in real 2002 yen) of the top 0.01 per cent
estates and the bottom half of top 1 per cent estates (‘top 1-0.5 per cent’) from
1905 to 2005 in logarithmic scale. Recall that top estate groups are defined relative
to the total number of adult deaths in each year. The top 0.01 per cent estates,
namely, the ‘very top’ wealth holdings, correspond to the roughly top 100
decedents in 2005, whose average was about 5.3 billion yen or $48 million. By
contrast, the average of the bottom half of top 1 per cent estates, namely, the
‘moderately high’ wealth holdings, was about 300 million yen or $2.7 million in
the same year. According to the figure, both the top 0.01 per cent and 1-0.5 per
cent estates increased substantially from 1905 to 1936. The top 0.01 per cent
estates then declined precipitously by a factor of 140 from 1936 to 1949, and the
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The 1905-57 estate levels are less precisely estimated than the 1958-2005 estate levels.

Due to special tax treatments, land values in estates are subject to considerable underestimates.

See Appendix 3B for details.

top 1-0.5 per cent estates declined by a factor of 18 during the same period. In
contrast to top incomes, top estates not only fell dramatically in 1941-5 but also
continued to fall during the initial four years of the post-war occupational
reforms. Both estate levels grew rapidly during the high economic growth period
of 1955-73, but they have been in decline since the burst of the asset bubble in
1991. While the level of the top 1-0.5 per cent estates surpassed the pre-Second
World War peak by 1970, the level of top 0.01 per cent estates in 2005 is still
smaller (in real terms) than in 1936 in spite of a tenfold increase in GDP per
capita.l”

When we compare the two series, the top 0.01 per cent estates were initially
about 50 times larger than the bottom half of top 1 per cent estates, and by the
1930s, about 100 times larger. Because of the differential impacts of the Second
World War and the post-war reforms on the two estate levels, however, by 1949
the former were only about 20 times larger than the latter. Moreover, this ratio
has remained fairly constant from 1950 to 2005 despite the major changes in

17 For the reason stated in an earlier footnote, our series probably underestimate true estate value.
This problem is particularly serious concerning land due to low official valuation prices and special tax
treatments. Because the share of land in total estate is higher in recent decades as shown below in estate
composition data, our estimates probably suffer from greater downward bias in the more recent
period. See Appendix 3B for a discussion.
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Table 3.3 Top estates composition in Japan, 1935, 1950, and 1987

Estate composition

Agricultural ~ Residential ~ Houses and  Business Fixed Other

Year Land Land Structures Assets Stocks  Claim Assets  Assets
(1) (2) (3) (4) (5) (6) (7)

1935 22.5% 13.8% 8.4% 3.9% 25.9% 22.6% 2.9%

1950 11.8% 15.1% 37.3% 13.5% 4.8% 12.1% 19.7%

1987 20.6% 43.6% 3.7% 0.8% 10.2% 11.7% 9.5%

Notes: Computations based on estate tax return statistics (see Appendix 3B and Table 3B.2).
In 1935, 1950, and 1987, approximately top 9% of adult decedents filed estate tax returns.
Business assets include assets of unincorporated business and farm assets.

Fixed claim assets include bonds, cash, deposits, savings accounts, and other claims.

Other assets include household assets, pensions, life insurance, and other items.

Sum of all components in each year is 100%.

macroeconomic conditions during these years. In other words, there was a
permanent decline in the level of the top wealth relative to the moderately high
wealth after 1950.18

Table 3.3 presents estate compositions for selected years, 1935, 1950, and 1987,
for which the fraction of adult decedents filing estate tax returns are constant at
about 9 per cent.!? Estates are decomposed into: (1) land (farm and residential
land), (2) houses and structures, (3) business assets (unincorporated business
assets and farm assets), (4) stocks, (5) fixed claim assets (bonds, cash, deposits,
and savings accounts), and (6) other assets (including household properties,
pension rights, and life insurances). The figure shows that the largest component
of the top 9 per cent estates shifted from financial assets (stocks and fixed claim
assets) in 1935 to movable properties (business assets, houses and structures, and
household properties) in 1950, to real estate (predominantly residential land) in
1987. The share of stocks and fixed claims assets in the top estates declined
sharply from 49 per cent in 1935 to 15 per cent in 1950, and then rose to
22 per cent in 1987. Namely, the share of financial assets in large estates in the
midst of the bubble period was still less than half of that in 1935. Thus the top
estate composition data provide additional evidence for our claim that the shares
of dividends and interest in the top income collapsed during the Second World
War and have not returned to the pre-war level to date.

To summarize, our top estates series suggest that a permanent reduction in the
level of the top wealth relative to the moderately high wealth took place during

18 Tt is important to note that top estates do not necessarily correspond to top capital incomes
because the former are based on individuals who died in a given year, while the latter are based on all
living individuals. The link between those two distributions can shift over time if the age distribution
of decedents changes over time. That is why we examine the relative sizes between very high and
moderately high estates in the same year to assess changes in wealth concentration.

19 Table 3B.2 and Figure 3B.1 present aggregate estate compositions from 1925 to 2002. See
Appendix 3B for details.
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and immediately after the Second World War. This dramatic fall in wealth
concentration at the top is not only consistent with our findings from the top
income shares series, but also provides better insights as to why the precipitous
decline in top income shares was concentrated within the top 1 per cent income
group. The Second World War and the occupational reforms had a very large
impact on the high end of wealth distribution, destroying much of the source of
capital income. Because in general the share of capital income in total income
increases with the size of income, top income earners probably suffered a
disproportionately large loss of their income. In other words, our data suggest
that the Second World War and the subsequent reforms probably had a lasting
effect in wiping out high-income rentiers.

The Effects of Tax Evasion and Avoidance

In this section, we discuss what is known about the extent of tax evasion and
avoidance in Japan, and provide sensitivity analysis to see whether our findings
can be explained away by these phenomena.

The dramatic and seemingly permanent drop in income concentration after
the Second World War could be explained by tax evasion only if the evasion
among top income groups relative to the rest of the population increased
dramatically during the Second World War and remained high ever since. One
may assume that tax evasion must have been rampant during the war when
labour and material shortages disrupted normal functioning of any administra-
tion. Yet, seeking additional sources for war finance, the government imposed
various temporary taxes and intensified an effort to collect tax during the war.
Not only the numbers of local tax offices and their personnel increased during the
Second World War, but tax evasion was deemed highly unpatriotic (Japan
National Tax Administration 1988). Second, it is unlikely that evasion was
lower in the pre-war period when the tax administration was smaller and when
most businesses did not compile systematic accounting records that the tax
administration could examine. By contrast, after the Second World War, both
the enforcement power and technology available for the tax administration were
considerably expanded, and much economic transaction took place within large
corporations or financial institutions with established accounting methods. For
instance, it is widely believed that there is little tax evasion in Japan today
concerning employment, dividend, and interest incomes, precisely because the
sophisticated withholding system captures these incomes at source with the
cooperation of corporate employers and financial institutions.

By contrast, tax evasion is considered to be substantially higher for business
and farm incomes for which the withholding system does not apply.20 According

20 Not only Japan but most advanced countries face similar problems. For example, in the USA, the
Internal Revenue Service also estimates that most income tax evasion takes place among small business
owners.
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to the estimate by Hayashi (1987), while nearly 100 per cent of employment
incomes were captured, only 50 per cent of business income and 10 per cent of
farm income were reported to the tax administration. However, both business
and farm income components in the top income have been so small in recent
years that it would require rates of evasion an order of magnitude higher than
these estimated rates to generate the top income shares as high as in the pre-
Second World War period. For example, if we assume that only 10 per cent of
farm income and 50 per cent of business income are reported in 1999, then our
estimate of the top 1 per cent income share would increase modestly from 7.8 per
cent to 8.5 per cent.2! In short, it is difficult to argue that the apparent permanent
decline in income concentration was due to tax evasion or unlawful under-
reporting of income.

In addition to tax evasion, individuals may shift their income using legal means
and instruments to reduce tax payments. One such example is the usage of tax-
exempted non-cash compensation in place of wages, which will be discussed in
section 3.6. Another way is to take advantage of special treatments and tax
favours. During the post-Second World War period, various tax privileges had
been given to different components of capital income, most notably, interest and
dividends. These measures effectively allowed taxpayers to pay tax separately at
source at flat rates without filing tax returns. As a result, the self-assessed income
tax statistics do not include these capital income components. Therefore, it is
critical to evaluate the impact of the missing capital income components on our
estimates of the top income shares.

The best available source for estimating the distribution of capital income by
income group is the comprehensive household survey National Survey of Family
Income and Expenditure (NSFIE).22 In particular, the NSFIE in 1999 reports the
holdings of various financial assets per household tabulated by the size of
household head’s income. We combine these asset distribution data and National
Accounts data to estimate the shares of three capital income components missing
from the tax statistics—interest, dividends, and the returns on life and other
insurance policies—in total income for various top income groups. In Table 3.4,
we compare our estimates from the income tax statistics in 1999 (in Panel B) with
the estimates from the NSFIE in the same year (in Panel C). Three observations
follow.

First, the estimated average incomes from the NSFIE coincide well with those
from the tax statistics up to the top 1 per cent income group. For the top 0.5 per
cent income group, the two estimates differ significantly, however. Because the
NSFIE uses a representative sample (about 50,000 households) that contains few
observations at the high end of income distribution, it is difficult to provide
precise estimates for the top 0.5 per cent income group and above using NSFIE

21 In 1999, business income and farm income represent 8.3% and 0.1% of reported incomes in the
top 1% income group. With no evasion, they would represent 16.6% and 1%, respectively, and the top
1% income share would be approximately 9%, or 0.7 percentage point larger than our estimate.

22 Statistics Bureau of Japan, National Survey of Family Income and Expenditure (Zenkoku Shohi
Jittai Chosa). See Appendix 3D for a detailed discussion.
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data. It is important to note that we find no systematic downward bias in
estimating the average incomes using tax statistics compared to the NSFIE. The
claim that the tax statistics are useless due to systematic under-reporting is thus
not valid.

Second, according to Iwamoto, Fujishima, and Akiyama (1995), in recent
decades, due to exemptions and separate taxation withheld at source, approxi-
mately 80 per cent of dividend income, over 99 per cent of interest income, and
100 per cent of the returns on insurance savings are not subject to progressive
income tax and not included in the self-assessed income tax statistics. The NSFIE
estimates indicate that, compared to the national average, the higher income
group receives larger portions of their income as dividends but smaller portions
of their income as interest or the returns on insurance policies. Furthermore, even
in the NSFIE data, the three capital income components make up a very small
portion of total income for the top income groups. For example, they respectively
constitute 1.9 per cent, 2.2 per cent, and 4.5 per cent of total income for the
bottom half of the top 1 per cent income group (the column ‘top 1-0.5 per cent’
in Panel C). Taken together, the table suggests that these components are not
particularly concentrated at the top of the income distribution in today’s Japan.

Third, Panel A shows that interest and dividends constitute only a small share
(2.8 per cent) of total personal income in Japan. Even if we make the extreme
assumption that all dividends and interest income go to the top 1 per cent income
group, it would increase the top 1 per cent income share by 2.8 percentage points
from 7.8 per cent to 10.6 per cent. Observe that this upper bound estimate is still
substantially smaller than the pre-Second World War share of 16 per cent.

We provide similar sensitivity analysis for 1979-99, using the NSFIE data. Our
results are reported in Table 3D.1 in Appendix 3D. Consistent with the estimates
from the income tax statistics, the table shows that there is only a very modest
increase in the top 5 per cent income shares during this period. The share of the
three capital income components in total income for the top 5 per cent group was
only moderately higher than the national average in 1979 and 1984, and was
actually lower than the national average in 1989, 1994, and 1999. Therefore, fully
incorporating the missing components would have only small effects (a slight
increase in the 1980s and a slight decrease in the 1990s) on our estimates for the
top income shares. In summary, adding back the missing capital income com-
ponents would not change our main conclusion that the degree of income
concentration fell drastically in Japan from the pre-war to post-war period.

3.5 UNDERSTANDING THE EVOLUTION OF INCOME
CONCENTRATION

Using the income and estate tax statistics, we have documented that (1) income
concentration in Japan was extremely high during 1886-1938 by both historical and
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international standards; (2) the drastic de-concentration of income at the top took
place in 1938-45; (3) income concentration remained low for the next five decades
with a sign of increase in the last ten years; (4) the size of top wealth relative to
moderately high wealth declined sharply from 1936 to 1949 and stayed low, and (5)
top income composition has shifted dramatically from capital and business incomes
toward employment income over the course of the twentieth century. In this
section, we explore the causes of the evolution of income concentration.

A High Level of Income Concentration
in Pre-Second World War Japan

One of the merits of our data is that they allow a quantitative comparison of
income concentration before and after the Second World War. Our findings
strongly confirm the received view based largely on qualitative evidence that
there was high concentration of income and wealth among the elite class in
pre-war Japan.2? Preceding studies suggest three major constituencies of the
very rich: landlords, shareholders, and corporate executives.

First, there was a concentration of land ownership to a small number of
‘absentee landlords’ (fuzai jinushi) mostly in rural areas whose lands were
cultivated by tenant farmers. Especially in the earlier years, landowners enjoyed
social and economic privileges over their tenants. After the First World War,
however, both the commercialization of agriculture and the rise of tenant unions
led to lower rents and stronger tenant rights (Waswo and Nishida 2003: 14-17).
As a result, large landowners began to diversify their assets and invest in financial
and industrial assets. These observations are consistent with the substantive
farmland rents component in the top 1 per cent income during 1886-1915 and
its gradual decline thereafter in our income composition data.

Second, before the Second World War, large firms raised capital primarily from
stock markets, and business ownership was heavily concentrated on a small
number of individuals (as opposed to institutional) shareholders.24 In addition,
pre-war firms paid out high dividends to their shareholders. According to the
study by Miyamoto and Abe (1995) based on corporate charters of fifty com-
panies in the 1880s, on average 70 per cent of profit was distributed to share-
holders as dividends (p. 276). Okazaki (1993) also finds that in the 1930s the
average dividend to profit ratio at leading manufacturing firms was close to
70 per cent, while it was less than 50 per cent in the 1950s (p. 184).

Third, during the inter-war period, top management at large corporations
received very high compensation. In addition to high monthly salary, they were

23 Qur data show that the top 1% income share increased only modestly from 1890 to 1940. By
contrast, the preceding studies find a sharp increase in Gini coefficients during the same period (see
Figure 3.2). Our findings are not necessarily contradictory, if the rise in inequality was driven by
changes in the lower end of income distribution without changing the mean. For example, Mizoguchi
and Terasaki (1995) attribute the rise primarily to a widening rural urban income gap.

24 For example, Okazaki (1999) finds that, in 1935, at the ten largest zaibatsu firms, the top ten
shareholders held as much as 66% of total stocks (pp. 103 5).
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rewarded with large year-end bonuses. According to Miyamoto and Abe (1995),
the same fifty corporate charters stipulated that 10 per cent of profits be distrib-
uted as executive bonuses (p. 276).25 At leading manufacturing firms, directors
on average received 6 per cent of profit in the form of bonus in the 1930s,
compared to just 2 per cent in the 1960s (Okazaki 1993: 184). At five leading
electric power companies, executive bonus was 28 times larger than the average
income in Japan in 1936, while in 1955 it was only 1.5 times larger (Minami 1995:
123). Moreover, before the Second World War, it was common practice for major
shareholders to assume a position as corporate directors, which exacerbated
income concentration.26

In a unique study using individual-level data, Yazawa (1992) examines the
5,000 highest income taxpayers in 1936 based on Who’s Who that published their
names, income tax paid, addresses, and occupational titles. He finds that, out of
the top 5,000 income earners in 1936—which corresponds roughly to the top
0.01 per cent income group in our study—31 per cent were in retail business,
22 per cent were in manufacturing, 22 per cent were in finance, and 7 per cent had
no occupation (pp. 155-9). He also shows that they were concentrated in
metropolitan areas, such as Tokyo (45 per cent) and Osaka (25 per cent).?’
Only 2.2 per cent of them, however, were members of the aristocracy and merely
3.0 per cent were affiliated with zaibatsu holding companies, which indicates that
the importance of aristocrats and zaibatsu families among the elite class should
not be overstated (pp. 160-6).

Last but not least, the legal system in pre-war Japan proved favourable to the
affluent class. Initially, both the 1886 income tax law and the 1905 estate tax law
set extremely low marginal tax rates in which the highest statutory rates were
3 per cent and 1.8 per cent, respectively. Although the rates were increased
subsequently, until the 1937 temporary tax increase law, top marginal tax rates
for individual and corporate income taxes had remained low. In addition, the
pre-war estate tax law endorsed primogeniture and allowed the first-born son (or
a designated legal heir) to inherit entire family estates as a family head under
preferential tax rates and high exemption points. In other words, with the
minimum government intervention, rich families could accumulate their wealth
over several generations before the Second World War.

Mechanisms of Income De-concentration in 1938-1945

Our data indicate that the top income shares fell precipitously during the Second
World War, but not at all during the occupational reforms. We explore the two

25 By contrast, paying bonus for rank and file employees was an exception rather than a norm in
pre war firms.

26 For example, Okazaki (1999) finds that, at twenty leading manufacturing firms, the top ten
shareholders held 23% of the director positions in 1935, while they held none after 1947 (pp. 103 5).

27 Note that Yazawa’s (1992) sample covers 26 major prefectures out of total 47 prefectures in Japan,
under representing rural prefectures (p. 149).
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key questions in turn: how did the Second World War reduce the income
concentration in such a short period of time, and why did the occupational
reforms have such little impact?

The Second World War probably caused the drastic income de-concentration
through three main channels: government regulations, inflation, and war de-
struction. Most importantly, with the promulgation of the 1938 National General
Mobilization Act, the military government implemented a set of regulations that
had profound impacts on shareholders, executives, and landlords (Hoshi 1998;
Hoshi and Kashyap 2001: chapter 3; Okazaki 1993).

Dividends were regulated starting in 1939 where a dividend-to-equity ratio was
capped at 8 per cent in 1940 and at 5 per cent by 1945, compared to the typical
pre-war ratio of over 10 per cent. In addition, government pressure led to the
decline in the number of shareholders holding director positions at major
corporations after 1940 (Okazaki 1999: 108). The government also intervened
in stock and bond markets to encourage the absorption of war bonds, reducing
the returns on corporate shares and bonds. It regulated wages and salaries after
1939, standardizing wages across firms and industries. The government also
mandated the establishment of works councils to empower blue-collar employees
in 1938 and placed a ceiling on executive bonuses in 1940, compressing within-
firm pay inequality. Finally, the government redistributed farmland from land-
lords to tenants starting in 1938, regulated rents and land prices after 1939, set up
a two-tier price system for rice production in 1941 that rewarded tenants and
penalized landlords, and revised land and house lease laws in 1941 to augment
tenant rights (Waswo and Nishida 2003: 22-3). Although their goal was to
stimulate food production, these measures reduced both land value and rental
income of landlords. As Figure 3.7 shows, changes in different components of the
top 1 per cent incomes coincide well with the timing of the corresponding
wartime regulations, underscoring their importance in explaining the process
of de-concentration.

Furthermore, to finance massive war effort, the government imposed increas-
ingly heavy individual and corporate income taxes in 1937, 1938, 1940, 1942,
1944, and 1945 (Japan National Tax Administration 1988). The sharp increase in
corporate income tax reduced after-tax profits, which in turn reduced dividends
and bonuses paid out to shareholders and executives.28 Moreover, despite the
stringent controls, the price level began to surge after 1938 and rose dramatically
towards the end of the Second World War (see Figure 3.3). The inflation probably
played a major role in reducing the top estates, as it diminished the real value of
fixed claim assets (e.g. bonds and deposits). It also contributed to the collapse of
the top capital income by reducing interest income as well as rental income.2°

28 One may suspect that higher marginal income tax rates might have invited a higher degree of tax
avoidance and evasion. Although we cannot deny this possibility, as discussed below, the government
also intensified their effort to collect taxes during the Second World War.

29 The 1941 land and house lease laws made it difficult for landlords to raise rents.
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Finally, the Second World War brought about large-scale destruction of the
nation’s wealth, claiming 25 per cent of physical assets and 668,000 civilian
casualties (Keizai Antei Honbu 1948). In particular, air raids on major Japanese
cities by the Allied force between February and August 1945 probably had a
devastating effect on the high-income earners who were concentrated in the
metropolitan areas (Yazawa and Minami 1993: 366).3° Note, however, that the
late timing of the bombing implies that it could not have been a major reason for
the income de-concentration that had started in 1938. In summary, the Second
World War can be seen as a one-time shock that reduced income and wealth
inequality in Japan through the combination of government regulations, infla-
tion, and war destruction.

Impact of US Occupational Reforms in 1945-1952

Upon Japan’s surrender in August 1945, the nation was placed under the indirect
governance of the Supreme Commander for the Allied Powers until 1952. As
preceding studies have emphasized, the post-war occupational reforms could
potentially have a large effect in equalizing the income distribution (Yazawa
and Minami 1993; Minami 1995). Three particularly powerful redistributive
measures were implemented during this period.

First, the land reform in 1947-50 mandated landlords to sell their farmland to
tenants, eliminating virtually all large- and medium-sized landowners. As a
result, the percentage of land cultivated by tenants declined sharply from 46 per
cent in 1941 to 9 per cent in 1955. Due to hyperinflation, compensation paid to
landowners in real terms was a mere fraction of the land value. Second, to finance
large deficits, the government imposed extremely heavy and highly progressive
property tax (zaisan zei) from 1946 to 1951. The property tax affected approxi-
mately 13 per cent of all households in Japan in the initial year, and taxed away on
average 33 per cent of their properties. For the top 5,000 households, more than
70 per cent of their properties were transferred to the government.

Third, under the dissolution of zaibatsu in 19468, not only ex- and current
directors of zaibatsu firms were expelled, but also their stocks were confiscated
and redistributed to a large number of employees and other investors at a market
price. Consequently, these three measures transferred a significant amount of
assets (i.e. land, stocks, and other household properties) from the higher to lower
end of distribution. In addition, the hyperinflation in 1944-8 hit hard high-
income rentiers. By contrast, farmers and small business owners who sold their
products in underground markets were said to have earned substantive income in
the immediate post-war years, explaining the surge of business income compon-
ent in the top 1 per cent income in Figure 3.7.

30 The bombing destroyed 51% of built up area in Tokyo and 26% of that in Osaka (USSBS 1947:
table 30).
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Despite the emphasis placed on the importance of the occupational reforms in
reducing income inequality in the literature, our data indicate that, although they
affected the top estate levels, they had practically no impact on the top income
shares. Namely, we find the Second World War, rather than the occupational
reforms, to be the single most important event in reducing income concentration.
Our finding may seem surprising at first, but the following observations indicate
otherwise. First, our finding is consistent with the view that the occupational
reforms were in many ways a continuation of the wartime policies (Okazaki and
Okuno 1993; Noguchi 1995; Teranishi 2005). That is, the restrictions on landlord
and shareholder rights, the adoption of progressive taxation, and the check on
executive compensation had already begun during the Second World War, which
probably had set off the process of income de-concentration well before the post-
war democratization and demilitarization. As such, there was little room left for
the occupational reforms in further reducing top incomes.3! By contrast, our top
estates series indicate that the reforms did have a large effect in reducing wealth
concentration, whose implications will be discussed in next section.

Second, our finding is also consistent with the comparative evidence that
indicates a universal role of the Second World War in reducing income concen-
tration in such diverse countries as the United Kingdom, France, the United
States, and Canada (Atkinson and Piketty 2007). Note that none of these coun-
tries was occupied after the Second World War and some did not even experience
major war destruction in their homelands. But, without exception, the war was
accompanied by large-scale government intervention in these countries.32
In short, in the absence of quantitative evidence, the preceding studies have
probably overstated the effect of the occupational reforms in equalizing income
in Japan.

A Low Level of Income Concentration in
Post-Second World War Japan

Perhaps the more challenging question is why the top income shares did not
recover from the profound yet temporary shock of the Second World War in the
decades that followed. Why did the degree of income concentration in Japan
remain at the historic low reached in the late 1940s for the next fifty years? We
argue that it was in this context that the occupational reforms played a critical
role. By redistributing assets and reducing wealth (as opposed to income) con-
centration, they directly equalized the distribution of capital income in subse-
quent years. More importantly, deriving their origins from the wartime policies,

31 Tt is also likely that some measures equalized income at the lower end of the distribution without
changing the mean. For example, the land reform redistributed land primarily from middle sized
landowners to tenants, creating a large number of small sized farmers. In such cases, we may not
observe much change in the top 1% income share.

32 By contrast, in Switzerland and Sweden which remained neutral during the Second World War,
the data indicate a much smaller effect of the war on top income shares (Dell, Piketty, and Saez 2007;
Roine and Waldenstrom 2006).
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Figure 3.9 Top 0.01% income share and marginal tax rate, 1886 2005
Source: Appendix Tables 3A.1 and 3A.2.
Notes: “Top 0.01%’ refers to the top 0.01% income share.

“Top MTR ' refers to the highest statutory marginal tax rates for individual income tax without taking deductions and
exemptions into account.

the post-war reforms transformed many one-time measures into lasting ones,
facilitating a structural change in the Japanese economy that probably prevented
re-concentration of income during the ensuing period of high economic
growth.33

First, the fiscal reforms in 1950 made progressive taxation a permanent feature
of the Japanese tax system. Recall that the enormous fortunes that generated the
high top 1 per cent income share in the pre-Second World War period had been
accumulated at the time when progressive income tax hardly existed and capit-
alists could reinvest almost all of their incomes for further capital accumulation.
As pointed out by Piketty (2003) in the context of France, the fiscal environment
faced by Japanese capitalists after the Second World War, too, was vastly different.
As Figure 3.9 shows, after a spike in 1938-49 caused by the combined effect of
temporary tax increases and hyperinflation, the highest statutory marginal tax
rate for individual income tax stayed at 60-75 per cent from 1950 until the 1988
tax reform. Tax rates on corporate income show similar trends. With respect to
estate tax, the 1947 law abolished primogeniture and mandated the division of an

33 QOur findings thus lend support to the view that emphasizes the uniqueness of the post Second
World War Japanese economic system in contrast to the pre Second World War system that was more
market oriented (Okazaki and Okuno Fujiwara 1993; Noguchi 1995; Teranishi 2005).
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estate among the surviving spouse and children, and the 1950 law instituted
highly progressive estate and gift taxes with top marginal tax rates in excess of
70 per cent. As a result, inter-generational transfers of large amounts of wealth
became much more difficult after the Second World War. Progressive taxation
probably hindered the re-accumulation of large wealth, resulting in more equal
distribution of capital income.

Second, the seemingly permanent decline in the top capital income can be
further attributed to measures specific to each capital income component. Since
the introduction of the land and house lease laws in 1941 until their repeal in
1992, the government had heavily protected tenant rights, which depressed
the supply of rental housing. As a result of both high home ownership rate and
more equal land distribution, rental income became a less significant source of
income for top income earners in the post-war period. As for interest income, the
government expanded tax-exempted saving instruments for small asset holders
from the 1960s until they were abolished in 1988. These measures had probably
promoted wealth accumulation among the middle class, equalizing the distribu-
tion of interest income. With respect to dividend income, the emergence of the
new corporate governance system, characterized by bank-centred debt finance
and cross-shareholdings among affiliated companies, in the 1960s resulted in
stable institutional shareholders and low dividend rates (Fukao 1995; Teranishi
1999). As a result, dividends too became less concentrated among top income
groups after the Second World War.

Third, the changes in human resource management and collective bargaining
structure in Japan probably compressed wage distributions within firms. As the
so-called ‘lifetime employment’ became a hallmark of human resource manage-
ment at large firms in the 1960s, most if not all management positions were filled
by long-term employees promoted from within (Okazaki 1999). Moreover, after
violent confrontations in 194555, most large firms in Japan were organized by
single enterprise unions that represented both white- and blue-collar employees
of the firms. By the 1970s, management regularly consulted with unions over
personnel matters including wages and promotions (Morishima 1991; Moriguchi
2000; Kato and Morishima 2002). These changes probably resulted in smaller
wage differentials between white- and blue-collar employees as well as more
equitable executive compensation. We will turn to wage income tax statistics in
the next section to examine these hypotheses more closely.

Finally, what is driving the recent increase in top income shares? It is too early to
tell whether it is a temporary blip as in 1985-90, or a break from historical trends
that signals the start of the ‘post’ post-Second World War era. Nonetheless it is
worth noting that its timing coincides with another structural change that Japan
has been undergoing since the 1990s which includes the decline of main bank
system and cross-shareholding, an increasing pressure on lifetime employment
practices, and major policy reforms concerning income tax and commercial laws.
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3.6 TOP WAGE INCOME SHARES IN JAPAN, 1929-2005

Trends in Wage Income Concentration

In this section, we present our estimates of top wage income shares in Japan to
investigate the role of employment income in the evolution of income concen-
tration. Wage income in our definition includes wages, salaries, bonuses, and part
of non-cash compensation, but excludes retirement benefits. For the pre-Second
World War period, we use salary and bonus data reported in annual income tax
statistics for fiscal years 1930—45 (corresponding to actual years 1929-44). For the
post-war period, we use the results of statistical survey in the Survey on Private
Wages and Salaries published annually by the tax administration since 1951. The
survey covers all employees in the private sector who worked for the same
employer throughout a year. Our estimates of the top 5 per cent and 1 per cent
wage income shares series in Japan are shown in Figures 3.10 and 3.11.
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Figure 3.10 Top 5% wage income share in Japan and the United States, 1929 2005
Sources: Japan, Appendix Table 3C.2; USA, Piketty and Saez (2003: table IV, updated to 2005).

Notes: Computation based on income tax return statistics for 1929-44 and wage income tax statistics for 1951-2005;
see Appendix 3C for details.

The 1929-44 estimates are less precise and not fully comparable to the 19512005 estimates.

Estimates for 1938 and 1945-50 are not available.

Wage income includes wages, salaries, allowances, and bonuses, but excludes retirement benefits and non-taxable
part of noncash benefits.

Top wage income groups are defined relative to all regular employees for 1929-44 and all employees in the private
sector for 1951-2005.
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First, during 1929-35, Japan exhibited a high degree of wage income concen-
tration where the top 5 per cent wage earners received more than 20 per cent of
total wage income and the top 1 per cent received about 8 per cent of total wage
income. As one might expect, the degree of wage income concentration is smaller
than that of income concentration during the same period (8 per cent versus 16
per cent for the top 1 per cent group). High wage income inequality in Japan
during the inter-war period can be explained by large intra- and inter-firm wage
differentials. As discussed above, wages and bonuses paid to top management,
white-collar employees, production workers, and unskilled labourers within the
same firm were widely dispersed before the Second World War, resulting in high
within-firm wage inequality (Showa Dojinkai 1960: 269, 263). In addition, with
the growth of heavy industries with high capital intensity, productivity gap by
industry as well as by firm size had widened since the First World War, resulting
in substantial inter-firm wage differentials (Yasuba 1976).

Second, we observe a sharp decline in wage income concentration from 1935 to
1944, as the top 5 per cent wage income share fell from 23 per cent to 9 per cent
and the top 1 per cent share from 8.9 per cent to 3.2 per cent. This 64 per cent
decline in the top 1 per cent wage income share in 193544 is comparable to the
68 per cent decline in the top 1 per cent income share in 1938—45. According to
our income composition data in Figure 3.7, the share of employment income in
the top 1 per cent income remained fairly stable until 1940 and then dropped
sharply in 1940-7. Therefore, we attribute the initial decline in wage income
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concentration in 1935-40 to the tightening of labour markets due to military
expansion that compressed the wage distribution from below. The further decline
in 1940-4 is probably due to the wartime regulations that capped executive
bonuses and standardized wages across firms. Although the decline in income
concentration was largely a capital income phenomenon, the data indicate that
employment income also played an important role.

Third, in the post-war period, top wage income shares rose substantially from
1951 to 1961 (no estimates are available for 1945-50), and then declined grad-
ually over the next two decades. The initial increase in the 1950s is consistent with
our income composition data that show a recovery of the employment income
component in the top 1 per cent income after the Second World War. It is worth
noting that the trends in the top wage income shares parallel the trends in income
inequality of all households documented by the preceding studies (see Figure
3.2). Minami (1998) attributes the rise in income inequality in the 1950s and its
decline in the 1960s to Japan’s transition from the chronic labour surplus before
1960 to the chronic labour shortage after 1960. Considering the top wage
income shares, their decline in the 1960s and 1970s can be further attributed to
the diffusion of the so-called ‘Japanese-style’ management, including lifetime
employment, enterprise unionism with joint labour—-management consultation,
and corporate governance that places more weight on employee values than
shareholder values (Gordon 1985; Aoki 1988). For example, by the end of the
1960s, executives at large firms were entirely promoted from within (Okazaki
1999). In sharp contrast to the pre-war period, bonuses were no longer paid
disproportionately to top executives but distributed more equally among regular
employees. In fact, the average ratio of bonus to total compensation has been 20
per cent to 30 per cent for both corporate executives and rank-and-file employees
in recent years (see Hart and Kawasaki 1999; Kubo 2004).

Finally, the top 1 per cent wage income share has increased steadily since 1997
from 4.6 per cent to 5.6 per cent, confirming the public concern that wage
inequality in Japan is rising. Although this trend is new, the extent of the increase
is modest by historical standards.3

Comparative Analysis of Japan and the United States

To facilitate international comparison, we also plot the top wage income shares in
the United States, estimated by Piketty and Saez (2003), in Figures 3.10 and
3.11.35 The figures indicate that the top wage income shares were roughly

34 A recent study by Moriguchi (2008) suggests that there is no major structural change in the
determinants of top wage income shares before and after 1997.

35 In addition to wages, salaries, and bonuses, US wage income includes stock options. In Japan,
stock option was legalized in 1997, while various restrictions remained until the revision of the
commercial law in 2002 (Naito and Fujiwara 2004: 255 60). As their usage has been limited in both
the number of firms and the amount of stocks granted, inclusion of stock options would not change
our ]apanese estimates.
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comparable between the two countries during 1929-35. Then wage income
concentration in both countries fell sharply by the end of the Second World
War. In contrast to Japan, however, US top wage income shares had remained low
during the 1950s and 1960s. Japan and the United States exhibited the similar
degree of wage income concentration at the end of the 1960s. The pattern of wage
income concentration has sharply diverged between the two countries since the
1970s, however. While the top 1 per cent wage income share in Japan has been
nearly constant at around 5 per cent from 1970 to 2005, the share in the United
States has risen exponentially from 5 per cent to 12 per cent during the same
period. Consequently, today, the United States exhibits a much higher degree of
wage income concentration than in Japan.

One may question that the wage income concentration in Japan is seriously
underestimated because Japanese companies make extensive use of tax-exempted
non-cash compensation.3¢ According to Abowd and Kaplan (1999), the inclusion
of in-kind benefits and perquisites to the sum of salary, bonus, and stock options
would raise total compensation for Japanese CEOs in 1988-96 by 32 per cent and
for American CEOs by 10 per cent. This difference, however, is far too small to
explain the huge gap in top wage shares between the USA and Japan.

What explains the diverging trends in wage income concentration between the
two countries, then? Note that, by 1980, Japan had virtually caught up with the
United States in both the level of income per capita and the stage of industrial-
ization, as both countries entered the third industrial revolution characterized by
high technology industries. Therefore, the comparative experience of the United
States and Japan suggests that technology alone cannot account for the change in
wage inequality. At the very least, elements other than technology—government
policies, labour market institutions, demography, and social norms regarding pay
inequality?’—have to be taken into consideration. Although understanding the
relative contributions of those elements is beyond the scope of this chapter, below
we briefly examine the effect of income tax policies on wage inequality.

To assess the impact of income tax rates on wage income distribution, Figure
3.12 presents the top 0.1 per cent wage income share and the effective marginal
income tax rates faced by this group in Japan (in Panel A) and the United States
(in Panel B) from 1960 to 2005. In the United States, a number of influential
studies, such as Lindsey (1987) and Feldstein (1995), have argued that the
reductions in the top marginal tax rates since the 1970s—especially the sharp
reduction in the late 1980s—were the key factor that drove up high wage
incomes. According to their view, referred to as supply side theory, lower tax
rates would increase reported incomes through higher labour supply and/or a

36 Although all non cash compensation is in principle taxable in Japan, expense account is fully
exempted and company housing is partially exempted. See Appendix 3C.

37 According to the ISSP Social Inequality III survey conducted in 1999, despite the higher income
inequality in the United States than in Japan, 36% of 1,325 Japanese respondents strongly agreed with
the statement, ‘Differences in income in my country are too large’, while only 23% of 1,272 US
respondents strongly agreed with the same statement. These responses can be seen as an indication of
lower tolerance to income inequality in Japan compared to the United States.
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Figure 3.12 Top 0.1% wage income shares and marginal tax rates in Japan and the United

States, 1960 2005

Sources: Japan, Appendix Table 3C.2 and computation by authors based on Table 3C3; USA, Saez (2004).

Notes: “Top 0.1% MTR’ refers to the effective marginal tax rate for the average tax payer in the top 0.1% wage income
group with only wage income.

Marginal tax rate is estimated for an individual with non-working spouse and two dependent children.

Marginal tax rates in the USA are computed using micro tax return data and TAXSIM calculator.

Basic and dependent exemptions and employment income deductions are taken into account, but other non-
standard tax reliefs and local income taxes are not included.

Social insurance contributions are defined as a fixed percentage of earnings up to the maximum earnings in both the
US and Japan and therefore do not affect MTRs for the top 0.1% wage income earners. See Appendix 3C for details.
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shift from tax-exempted forms of compensation to taxable compensation. Their
conclusions have been challenged by subsequent studies and remain controversial
(see Saez 2004 for an extensive survey). It is in this context that Japan’s experience
may offer a new insight. As shown in Panel A, the marginal tax rate faced by the
top 0.1 per cent wage income earners in Japan has also declined by 20 percentage
points between 1980 and 2005, the magnitude roughly comparable to that in the
United States during the same period.?® These reductions, however, have failed to
generate supply side effects in Japan, at least until recently. The comparative
experience of Japan and the United States thus also rules out tax incentives as the
primary determinant of wage inequality. In case of Japan, highly developed
internal labour markets, strong emphasis on firm-specific human capital, and
the resulting absence of competitive markets for corporate executives might have
played a key role in preventing the rise in wage inequality. By contrast, as Fryd-
man (2005) documents, the inter-firm mobility of US executives has been
increasing since the 1970s, indicating the presence of active labour markets and
higher outside options for top managers in recent decades.

3.7 CONCLUDING REMARKS

In this chapter, we have studied the evolution of income concentration in Japan
from 1886 to 2005 by constructing long-run series of top income shares and top
wage income shares. To conclude our study, we re-evaluate Japan’s historical
experience from a comparative perspective.

According to our data, far from the egalitarian society that it is known for
today, Japan was a nation with high income inequality during the first phase of
industrialization. Although top income shares in Japan in the 1920s were ex-
tremely high by modern standards, they were roughly comparable to those of
other industrial nations, such as Britain, the United States, France, Germany, and
the Netherlands, during the same decade (Atkinson 2007a; Piketty and Saez 2003;
Piketty 2003; Dell 2007; Atkinson and Salverda 2007). While most of these
countries experienced a substantial decline in income concentration during the
Great Depression, the impact of the Depression on the Japanese economy was far
milder. As a result, even by international standards, Japan exhibited a high degree
of income concentration on the eve of the Second World War: as of 1939, the top
1 per cent income earners received almost 20 per cent of total income in Japan,
whereas the share was about 15 per cent in France, the United States, and
Germany.

The top income shares in Japan then fell abruptly and dramatically during the
Second World War and the impact of the war on top income shares was much

38 The marginal tax rates in Japan and the USA exclude social security taxes and local income taxes.
Including these components would not affect our comparative analysis. See notes in Figure 3.12 and
Appendix 3C.
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more pronounced in Japan than in the United States, or even Britain, France,
and Germany. Our data indicate that this one-time income de-concentration
process had a long lasting impact in Japan. We argue that the structural change
of the economy after the Second World War transformed a temporary effect
into a quasi-permanent one. In particular, we suggest that the fundamental
changes in tax policies, corporate governance, and human resource management
in the 1960s probably have prevented the re-concentration of income in
Japan during the period of high economic growth. Although it is too early to
say, a steady increase in top income shares in Japan over the last decade may
well be a reflection of the ongoing structural change of the Japanese economy
since the 1990s. This recent increase, however, is very modest compared with
a dramatic increase in the income concentration in the USA and other Anglo-
Saxon countries.

Finally, we draw two broader lessons from history. First, our data indicate that
Japan achieved two ‘economic miracles’ before and after the Second World War
under very different degrees of income concentration. Our findings thus cast
doubt on simple relations between income inequality and economic growth often
assumed in the literature, but instead suggest their complex relations to which
specific institutional context matters (Banerjee and Duflo 2003). Second, accord-
ing to the high-income studies, not only in Japan but in many leading industrial
countries, income was once highly concentrated at the top. It was exogenous
shocks such as the Great Depression and world wars, rather than endogenous
technological or political process, that reduced income concentration in these
countries. Consistent with the experience in many developing countries today,
historical evidence underscores the difficulty of implementing drastic redistribu-
tive policies in the absence of a major exogenous impetus.
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APPENDIX 3A: TOP INCOME SHARES

Definition of Income

Our primary data source is individual income tax return statistics published in Annual
Statistical Report (Zeimu Tokei Nenposho) from 1887 by the Tax Bureau of Japan Ministry
of Finance (Shuzeikyoku), renamed the National Tax Administration (Kokuzeicho) after
1947. Among other information, it publishes a table with the number of taxpayers residing
in Japan, the amount of reported income, and the amount of income tax, by income
brackets, which can be used to estimate top income shares. Note that the Tax Bureau’s
jurisdictional area was Japan proper and did not include colonies.

We define income as a gross income before deductions and payroll taxes paid by
individuals, but after payroll taxes by employers and corporate income taxes. It includes
employment income, business income, farm income, self employment income, and capital
income, but excludes realized capital gains as discussed below.

We refer to the year of the annual report (the year when income tax returns were
processed and tax was paid) as ‘fiscal year’ which may be different from ‘actual year’ in
which the income subject to taxation was earned. Because tax laws affect the nature and
definition of the reported income in the income tax statistics, we first summarize the
evolution of income tax laws in Japan. Unless noted otherwise, the following description is
based on Japan National Tax Administration (1988), which provides detailed history of the
Japanese income tax system from 1887 to 1987.

Income Tax Laws, 1887—-2005

National level individual income tax was first introduced in 1887 in Japan. During our
sample period, there were three major income tax reforms in 1899, 1940, and 1947, and
numerous minor revisions.

Under the 1887 income tax law, income was defined comprehensively to include capital
income (interest, rents, and dividends), employment income (salaries, bonuses, benefits,
and pensions), business and farm income, and other property income. It set a high
exemption point (300 yen) and extremely low marginal tax rates (1.0 3.0 per cent) defined
over five income brackets.

The 1899 law established income tax on three classes of income: corporate income,
interest income, and individual income not included in the first two classes. Individual
income tax during fiscal years 1899 1939 is thus often called ‘Class III income tax. It
maintained the same exemption point (300 yen) and moderate tax rates (1.0 5.5 per cent)
defined over twelve income brackets. Over the next two decades, income tax became
increasingly progressive, with the highest marginal tax rate reaching 36 per cent by 1920.
The tax rates were raised further by the temporary tax increase law in 1937 and the revised
temporary tax increase law in 1938. Under the 1899 law, dividends and bonuses paid by
corporations to individuals became non taxable. From fiscal year 1920, however, 60 per
cent of dividends and bonuses became taxable, and 80 per cent from 1937. We thus correct
for missing dividends and bonuses, for the fiscal years 1899 1939.
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The 1940 tax reform, in preparation for the wartime economy, established separate taxes
on corporate income and individual income. Individual income was subject to both
schedule tax and comprehensive tax. Under the schedule tax, income was taxed at different
(flat) rates by income source (i.e. real estate, dividend and interest, self employment, wage,
forestry, and retirement incomes). In addition, comprehensive income tax was imposed on
individuals’ aggregate income above 5,000 yen with progressive tax rates that increased
from 10 per cent to 65 per cent over twelve income brackets. We use the comprehensive
income tax statistics in estimating top income shares for the fiscal years 1940 6.

The 1947 income tax reform, under the influence of US occupational authority, abol
ished the schedule tax and established a unified comprehensive income tax. Realized
capital gains became taxable for the first time in 1947. The 1947 law also introduced an
extensive withholding system (gensen choshu seido) for wage earners. As a result, for most
wage earners, income tax was withheld at source, and they were no longer required to file
self assessed income tax returns (see Appendix 3C). The unified comprehensive income
tax, culminating in the 1950 tax law, however, was soon replaced by the hybrid of
comprehensive taxation, separate taxation withheld partially or wholly at source, and
special exemptions in subsequent years. Under the hybrid system, instead of aggregating
all incomes earned by an individual to apply a progressive tax rate, some incomes were
taxed at flat rates separately from other incomes and some were tax exempted entirely (see
below). Most important, separate taxation was introduced for interest income in 1951, for
dividends in 1965, for part of real estate capital gains in 1969, which effectively gave
substantial tax reduction to high income earners. Capital gains from stocks had been tax
exempted from 1953 to 1988, but were taxed separately after the 1988 reform. In addition,
various tax privileges had been given to small sized personal savings since 1963 until they
were abolished by the 1988 tax reform.

Correspondence between Fiscal Years and Actual Years

In estimating top income shares series, it is important to know when the income reported
in the tax statistics was actually earned. We first describe what the formal laws stipulated
and then present our preferred specification based on how the laws were implemented. The
following information is based on the tax codes reprinted in Japan National Tax Admin
istration (1988).

For fiscal years 1887 98, the income tax law defined the income for tax purposes in year
t as: for rents, farm income, and business income, the average of the incomes earned in
previous three years (i.e. years t 1, t 2, t 3), and for interest, dividends, and employment
income, projected income earned in the same year t. For fiscal years 1899 1925, all income
except for farm income (which continued to be the average of previous three years) was
defined as projected income earned in the same year. For fiscal years 1926 46, the law
stated that the income reported for tax purposes should be based on the income earned in
previous year ¢ 1. Starting in fiscal year 1947, with the introduction of the withholding
system for wage earners, income tax became a pay as you earn system, and income tax
paid in year t was based on the income earned in the same year.

In summary, according to the legal definition, (1) for fiscal years 1887 98, reported
income in fiscal year t corresponds to a weighted average of incomes earned in years ¢, ¢ 1,
t 2,and t 3; (2) for 1899 1925, reported income in fiscal year f corresponds primarily to
income earned in year % (3) for 1926 46, fiscal year t corresponds to actual year ¢ 1; and
(4) for 1947 2005, fiscal year ¢ coincides with actual year ¢.
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In reality, however, we believe that it was difficult for the tax authority to obtain an
accurate estimate of projected income in the absence of any withholding system during
fiscal years 1887 1925. In addition, not all taxpayers filed an income tax return during this
period. According to the laws, taxpayers were required to file a return and report the
amount of income in April each year. A locally elected committee then examined individ
uals they deemed responsible for paying income tax, including those who did not file a
return. The committee then determined the amount of income tax based both on the tax
returns and their own enquiry. In fact, a large fraction of the people who paid income tax
did not file a return (it was 48 78 per cent during 1903 25, the years for which data are
available). Given this and the subsequent change in the 1926 law, we postulate that the
committee was likely to rely on previous year’s income as the best available estimate for
projected income even before 1926, especially for those who did not file income tax
returns. Thus, as our preferred specification, we assume that (1) for fiscal years 1887
1946, fiscal year t corresponds to actual year ¢ 1; and (2) for 1947 2005, fiscal year ¢
coincides with actual year . Note that, due to the 1947 reform that adopted the pay as
you earn system, income earned in 1946 was not subject to progressive comprehensive
income tax (it was subject to special tax), and hence we do not have data for 1946. The
correspondence between fiscal years (in which tax was paid) and actual years (in which
income was earned) is summarized in columns (1) and (2) of Table 3A.1.

To see if our estimates are sensitive to the specification of years, we also estimate top
income shares series using the legal definitions. In doing so, based on income composition
data, for fiscal years 1887 98, we place 50 per cent weight on income in year f and 50 per
cent weight on the simple average of incomes in years ¢t 1, t 2, ¢t 3. For fiscal years 1899
1925, we place 100 per cent weight on income ¢, as farm income constituted a relatively
small portion of total income. Figure 3A.4 plots the top 0.1 per cent income share series
using the legal definitions (‘formal law’ series), along with our series (‘preferred specifica
tion’). Except for years 1916 22, two series exhibit fairly similar levels and trends.

Tax Units

For fiscal years 1887 1949, the unit of income tax was ‘family’ defined as a married couple
with dependants (e.g. children and old parents) or a single head of household with
dependants. Incomes of cohabiting family members in a single household were aggregated
for income tax purposes. Starting in fiscal year 1950, the unit of income tax became
‘individual’ whereby spouses are taxed separately on their incomes. The income tax
statistics in 1950 2005 do not allow us to reconstruct household income. To produce
homogeneous series over the entire period, we choose the individual as the tax unit.
Fortunately, in fiscal years 1903 38 and 1949, the statistics provide a breakdown of total
income into the income of household head and the income of dependants, by income
brackets. According to these data, the latter is very small relative to the former (less than 5
per cent of the former in general). Hence, we substitute household income for household
head’s income, which leads to slight upward bias in our estimates.

Our top income groups are defined relative to the total number of adults, defined as 20
years old and above, in Japan (not including colonies). The total adult population,
reported in Table 3A.1, is estimated as follows. First, we take the total population from
Japan Statistics Bureau (2003: 32). Based on census data, the yearbook reports the
estimated total population as of 1 January for years 1886 1919 and as of 1 October for
years 1920 2005. Then we take the estimated population of people younger than 20 years
old for years 1885 1920 from Ohkawa, Shinohara, and Umemura (1974: ii. 166 71).
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Starting in 1920, the Japanese census, conducted every ten years, reports population by
age.? We estimate the population of people younger than 20 years old in between census
years by assuming its ratio to the total population changes linearly between census years.
We define our total adult population series as the total population minus the population
younger than 20 years old.

For the 1887 1949 period, we also computed top income shares using ‘household’ as the
tax unit (the total number of households in Japan is obtained from Otsuki and Takamatsu
1982: table 1, p. 340). The results are not reported in the chapter, but available upon
request. We found that the pattern of household top income shares is very similar to the
pattern of individual top income shares, as the ratio of adults to households remained
stable during 1885 1950 (it fluctuated between 2.65 and 2.95 with no trend).

Total Income Denominator

In order to obtain top income shares, we need to estimate the total income in Japan to be
used as the denominator. This denominator should ideally be total personal income
reported on tax returns had everybody been required to file an income tax return. As
only a small fraction of households filed income tax returns before 1947, the income tax
statistics cannot be used to estimate the denominator, and we must rely on National
Accounts data.

System of National Accounts, 1930-2005

The System of National Accounts (SNA) in Japan has provided comprehensive
estimates of national income since 1930. There are three partially overlapping series:
(1) the old SNA, 1930 76, reported in Japan Statistics Bureau (1989: iii, section 13
5), (2) the 68SNA, 1955 98, reported ibid., table 3.6,4° (3) the 93SNA, 1980 2005,
reported ibid., table 3.24.4! The SNAs are fairly detailed and provide the breakdown
of personal income into the main components: wages and salaries, social contribu
tions of employers and employees, personal capital income (dividends, net interest
income, rents received), unincorporated business income (agricultural income, im
puted rents of homeowners, and other business income).

Social contributions of employers and imputed rents are not part of the taxable
individual income. Hence we define our personal income denominator as the sum of
wages and salaries, employees’ social insurance contributions, personal capital in
come, and unincorporated business income (excluding imputed rents). The old SNA
does not report imputed rents separately from received rents for 1946 76. We have
estimated imputed rents for the old SNA using the 68SNA, assuming that the fraction
of imputed rents in total rents for 1946 55 is equal to the fraction from 68SNA in
1955, the first year the 68SNA becomes available. Similarly, the old SNA does not
report a breakdown of social contributions between employees and employers. We
assume that social contributions from 1930 to 1954 are divided as in year 1955.
Social contributions were very small during that period, and therefore this imput
ation has a very small effect on our total income denominator.

39 Available online at http://www.stat.go.jp/english/data/nenkan/zuhyou/y0207000.xls.
40 Available online at http://www.stat.go.jp/english/data/chouki/index.htm.
41 Available online at http://www.stat.go.jp/english/data/chouki/index.htm.
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The 93SNA reports the returns on insurance funds separately, but this item was included
in personal capital income in the old SNA and the 68SNA. We added back the returns on
insurance funds to personal capital income for the 93SNA years to obtain consistent series
even though the returns on insurance funds are not part of the taxable income.

Our personal income denominator is obtained from the 93SNA for the 1999 2005
period, the 68SNA for the 1955 98 period, and from the old SNA for the 1930 54 period,
and then spliced together. The 93SNA and 68SNA personal income denominators are
extremely close in 1998 (less than 1 per cent difference) so we do not make any correction
to connect the 68SNA and 93SNA in 1998. The old SNA personal income denominator in
1955 is 4.4 per cent higher than the 68SNA in 1955. Therefore, in order to obtain
homogeneous series, we have reduced old SNA personal income by 4.4 per cent so that
the old SNA matches the 68SNA exactly in 1955. The old SNA does not provide estimates
for 1945. Therefore, we have assumed, as in Maddison (1995), that real income in 1945 is
one half of real income in 1944, based on estimates from other authors.

Personal Income Denominator, 1886-1930

We estimate the personal income denominator for the years 1886 1930 based on the series
of personal disposable income in Japan proper in Ohkawa et al. (1974: i, table 8, column
9). Personal disposable income in 1930 is 11.5 per cent higher than the personal income
denominator in the same year estimated above from the old SNA. Therefore, to obtain
homogeneous series, we have reduced personal disposable income from 1886 to 1929 by
11.5 per cent.

It is important to note that total income estimates before 1930 are much less reliable than
those after 1930, as no elaborate system of national accounts had existed. Although the estimates
by Ohkawa et al. (1974) are considered most definite and reliable, there are three other national
income estimates (reported in Historical Statistics of Japan, iii, table 13 3, pp. 344 9).

Yamada estimates from 1875 to 1948 are about 10 to 15 per cent percent higher than
Ohkawa et al. estimates before 1900, comparable during the 1900 15 period, and about 10
to 20 per cent lower during 1915 30. Using Yamada estimates would have produced a more
markedly increasing pattern of top income shares during the period 1885 to 1930 but
would not have changed the conclusion that top income shares were much higher in the
pre Second World War period than in the post war period.

Hijikata estimates from 1900 to 1937 are substantially (40 to 50 per cent) lower than
Ohkawa et al. estimates during the 1900 20 period and somewhat (about 20 per cent)
lower from 1920 to 1937. Thus Hijikata estimates would have led to even higher top
income shares in the 1900 37 period and more declining pattern of top income shares over
the 1900 37 period.

Finally, the Cabinet Bureau of Statistics series from 1887 to 1935 report substantially
(about 40 per cent) higher estimates than Ohkawa et al. estimates in the 1887 95 period
and then much (about 30 per cent) lower estimates in the period 1900 35. Those estimates
are obtained directly from taxable income, however, and therefore the least appropriate as
an independent denominator in our study.

Consumer Price Index, 1886-2005

We use a consumer price index (CPI) to deflate our nominal income series. Our CPI
estimates for years 1886 1938 and 1946 50 are from Ohkawa et al. (1967: viii. 135, column
1). Estimates for 1938 46 are obtained from taking the ratios of real National Income to
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nominal National Income from Historical Statistics of Japan, p. 7, and pasted to the Okhawa
estimates. For the 1950 2005 period, our CPI estimates are from Japan Statistical Yearbook.
Then the pre and post 1950 series are spliced together. The price index (with base 100 in
2002) is reported in Table 3A.1, column (9). The total real personal income denominator
and average personal income per adult are reported in columns (7) and (8) in Table 3A.1.

Top Income Numerator

For the numerator, we estimate the income accrued to top income groups (e.g. top 0.01 per
cent, 0.1 per cent, 0.5 per cent, 1 per cent, etc.), defined relative to the total adult
population, as follows. Because the top tail of the income distribution is well approximated
by a Pareto distribution, we estimate Pareto coefficients bracket by bracket for each year
using the distribution tables in the income tax statistics. We employ the same parametric
interpolation method, as in Piketty and Saez (2003), to estimate threshold income levels
for the top income groups. We obtain the top income numerators for the respective top
income groups simply by aggregating all incomes above the thresholds.

In almost all years up to the late 1970s, the top bracket contains fewer than the top 0.01
per cent individuals. For recent decades, however, the top bracket contains about the top
0.05 per cent individuals. We thus extrapolate within the top bracket assuming a constant
Pareto parameter within the top bracket. Starting in 2005 (the latest year available), the tax
administration made available a distribution table with much finer income brackets at the
top.#2 According to these data, our extrapolation method within the top bracket in fact
provides a fairly close (within 5 per cent) estimate for year 2005.

To produce homogeneous series, the income definition in the statistics has to be
consistent across years. Below, we discuss major corrections we made to the original data
to ensure consistency.

Combining Self-Assessed Income Tax Statistics and Wage
Income Tax Statistics, 1951-2005

Our primary data source for the post 1947 period is the self assessed income tax statistics
that are summarized in Annual Statistical Report, 1947 2005, and published in more detail
in the results of the sample survey for self assessed income tax in the Survey on Self
Assessed Income Tax since 1963.43 Due to the extensive and sophisticated withholding
system, most individuals in Japan with only employment or pension income are not
required to file self assessed income tax returns. Typically, at the end of the year, there is
an adjustment in the last amount withheld so that total tax withheld coincides exactly with
total income tax due. As a result, although most income earners in Japan paid income taxes
in 1951 2005, only 10 15 per cent of all adults filed tax returns each year. That is to say, a
large number of income earners are missing from the self assessed income tax statistics.
Fortunately, the Japanese tax administration also publishes wage income tax statistics
that cover most private wage earners regardless of whether they filed tax returns. We use
these statistics to complement the self assessed income tax statistics. As described in
Appendix 3C, the data include the distribution (by wage income brackets) of annual

42 Available at: http://www.nta.go.jp/category/toukei/tokei/h17/hyouhon.htm.
43 National Tax Administration (1963 2005), Shikoku Shookuzei no Jittai, which is available online
for recent years at: http://www.nta.go.jp/category/toukei/tokei e.htm.
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wage income for virtually all employees in the private sector, but exclude government
employees and retirees. We inflate the survey distribution by a uniform 10 per cent factor
in order to account for the people not included in the wage income survey. This is
equivalent to assuming that their income distribution is the same as that of private sector
employees, which probably introduces a slight upward bias in our estimates.

We then combine the self assessed income tax statistics and the wage income tax
statistics to obtain a complete income distribution. The key difficulty is that those wage
earners (1) who have income larger than 200,000 yen from other sources, (2) whose
employment income exceeds 20 million yen, and (3) who receive wages from two or
more employers during the year are required to file self assessed income tax returns. Thus,
before combining the wage income statistics and the self assessed statistics, we have to
subtract wage earners filing tax returns from the wage income survey. We use the income
composition data from the self assessed income tax statistics to do so.

Starting in 1963, the composition tables in the statistics present the number of wage
earners (defined as taxpayers with any wage income) and the reported wage income, by
income bracket. From those statistics, we estimate a distribution of wage income (by wage
income brackets) for those wage income earners who filed tax returns. We obtain such a
distribution by assuming that the ranking by total income and the ranking by wage income
are the same. For example, in 2005, the self assessed income tax statistics report that there
are 40,035 filers in the top income bracket of incomes above 50 million yen. Those filers
report on average 94.260 million yen. Among those 40,035 filers, 29,916 report some wage
income, and the total wage income reported in the top bracket by those 29,916 wage
earners is 1,227 billion yen. We assume that the top bracket of the wage income distribu
tion contains 29,916 wage earners reporting on average 41.021 million yen (1,227 billion
divided by 29,916) of wage income. We repeat this procedure for each bracket. We then
need to estimate the wage income thresholds corresponding to those brackets. We proceed
as follows. We first estimate the wage share in each bracket as the ratio of the average wage
income in the bracket (41.021 million yen in the example given above) divided by the
average total income in the bracket (94.260 million yen in the example given above). We
then estimate the wage income thresholds corresponding to those brackets as the threshold
for total income (50 million yen in the example given) times the mean of the wage share in
the corresponding bracket and the bracket just below (in the example given above, these
are the brackets 50 million and above, and 20 to 50 million yen respectively).

The above procedure generates a distribution of wage income by brackets for wage
earners filing tax returns. We then subtract out this distribution from the wage income
distribution based on the wage income tax statistics. This subtraction is done by assuming
that the two distributions are Pareto distributed bracket by bracket. The resulting net
distribution represents all wage income earners who did not file tax returns. Finally, we add
this net distribution to the original self assessed income distribution (using the same
Pareto interpolation method) to obtain the final wage income distribution.

The key assumption underlying this method is that, among the self assessed income tax
return filers with positive wage income, the ranking by total income is identical to the ranking
by wage income. If this assumption is not met, then our method would overstate the number
of high wage filers in the final distribution and hence create small upward bias in our top
income share estimates. For the analysis of income inequality, it would be extremely valuable
if the tax administration produces aggregated tables that show the distribution of income
earners regardless of whether a self assessed income tax return was filed.44

44 Currently, the administration does not compile such data even for internal purposes.
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For years 1951 62, the self assessed income tax statistics did not report wage income or
the number of wage income earners by income brackets, but only in the aggregate. As a
result, for these years, we first estimate top income shares by adding wage income earners
from the wage survey to the self assessed income tax statistics (without making the
correction described above). We then correct top income share estimates for years 1951
62 by the ratio of estimates for 1963 with the correction applied to estimates for 1963
where the correction is not applied.

Removing Capital Gains, 1947-2005

For fiscal years 1887 1946, although never explicitly stated in the income tax laws, from
the fact that no capital gains were reported in the composition data, we conclude that
capital gains were not subject to individual income tax during this period. Since 1947,
realized capital gains have become taxable, but they have been subject to special exemp
tions and separate taxation that changed over time (Ishi 2001: 143 4). Because (1) capital
gains reported in the self assessed income tax statistics are the taxable value after special
exemptions and deductions*s and (2) those capital gains whose tax was entirely withheld at
source are not reported in the statistics, even after 1947, our data capture only part of
realized capital gains.#¢ To obtain consistent estimates, we remove capital gains from our
data for the 1947 2005 period as follows.

We first compute the share of realized capital gains in each top income group using the
income composition data by brackets and simple linear interpolation (as in Piketty and
Saez 2003). Second, we subtract 80 per cent of the realized capital gain component from
our top income share estimates. For example, if the top 1 per cent income share with
capital gains is 6 per cent, and the share of capital gains is 50 per cent, we estimate the top 1
per cent income share as 6*(1 0.5*0.8)=3.6 per cent. Removing 100 per cent of the capital
gain component would bias the income shares downwards, as the ranking of taxpayers by
income excluding capital gains is not necessarily equal to the ranking including capital
gains. This issue also arises in the US study by Piketty and Saez (2003) and the Canadian
study by Saez and Veall (2005). Using micro data where it is possible to estimate income
shares with and without capital gains, Saez and Veall (2005) conclude that the 80 per cent
rule generates fairly accurate estimates.

45 Based on the author’s phone conversation with a Japan Tax Administration officer on 5 May 2006.

46 Capital gains from stocks were taxed under comprehensive income tax in 1947 53, but were tax
exempted in 1953 88 except for the cases involving large volume and frequent trading. From 1989 to
2005, capital gains from stocks are either taxed separately and withheld at source (and thus missing
from our data) or taxed separately as part of self assessed income tax (included in our data). In 2001
3, for capital gains from listed stocks held for more than 1 year, special deduction of 1 million yen was
granted (thus under reported in our data). Capital gains from bonds are not taxed throughout the
1947 2005 period. Capital gains from real estate (mostly land) were taxed under comprehensive
income tax in 1947 68 after certain deduction, but for long term capital gains (real estate held for
more than three years), only 50% of the amount after deduction was taxed (thus under reported in
our data). From 1969 to 1975, long term capital gains (real estate held for more than five years) were
taxed separately at flat rates as part of self assessed income tax. In 1976 88, part of long term capital
gains from real estate were taxed under comprehensive income tax. From 1989 to 2005, all long term
capital gains from real estate were taxed separately as part of self assessed income tax, but with
numerous special deductions and tax rates depending on the nature and usage of land (thus under
reported in our data).
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Although we do not know if the 80 per cent rule applies also to the case of Japan, the
following observation provides some assurance. If the correction factor is too large (such
as excluding 100 per cent of realized gains), then when capital gains surge, the series
excluding capital gains should dip. If the correction factor is too small, then when capital
gains surge, the series excluding capital gains should rise. In Figure 3A.1, we present the top
0.1 per cent income share series with and without realized capital gains for the post 1947
period. It shows that the series without capital gains are fairly stable during the two periods
of asset appreciation, first in the early 1970s and then in the late 1980s. This suggests that
the 80 per cent rule for correcting capital gains is fairly adequate. To further improve our
methodology, it would be necessary to have an access to individual micro data in Japan.

According to Figure 3A.1, realized capital gains in fact had a large impact on the top 0.1
per cent income share during the two episodes of asset appreciation as well as in recent
years. As noted above, however, capital gains reported in the self assessed income tax
statistics are subject to considerable underestimate. The series including full capital gains
would thus display even larger spikes in the early 1970s and late 1980s. Nevertheless, the
figure indicates that the impact of capital gains on the top shares tends to be short lived, as
capital gains in general are realized in a lumpy manner and do not constitute a source of
steady annual income. We thus believe that the inclusion of capital gains would not change
the long run trends in the top income shares series. Furthermore, although we suspect that
realized capital gains from land and stocks are much higher in the post war period than in
the pre war period, it must be noted that the distributions of land and stocks were
probably much more equal after the Second World War than before. Thus the inclusion
of capital gains would not change our main finding that income concentration fell
drastically from the pre war period to the post war period.

Erosion of Comprehensive Income Tax Base, 1950-2005

Soon after the introduction of the unified comprehensive income tax system in 1947 50,
the Japanese government began to give special tax measures to various components of
income (see Ishi 2001: chapter 8; Iwamoto, Fujishima, and Akiyama 1995). As a result, the
erosion of comprehensive income tax base poses a potentially serious problem for us when
using the income tax statistics. These special measures are: (1) full exemption from
taxation (hikazei), (2) separate taxation at a flat rate with its tax entirely withheld at source
(gensen bunri kazei), and (3) separate taxation at flat rate that is only partially withheld at
source and requires self assessed income tax returns (shinkoku bunri kazei). While income
subject to (3) is included in the self assessed income tax statistics, income subject to (1)
and (2) is missing from these statistics.

According to the estimates by Iwamoto, Fujishima, and Akiyam (1995), before the 1988
reform, 70 80 per cent of total interest income was tax exempted under the tax privilege
given to small sized personal savings, 20 per cent was taxed separately and withheld at
source, and only 0.3 per cent was subject to progressive comprehensive income tax. After
the 1988 reform, only 20 per cent of total interest income was tax exempted, but almost 80
per cent was taxed separately and withheld at source, leaving less than 0.1 per cent of
interest income under the comprehensive income tax. For dividend income, about 70 per
cent was taxed separately and withheld at source, and 30 per cent was subject to compre
hensive taxation throughout the 1980 2005 period.

Consequently, virtually all interest income and about 70 per cent of dividend income are
missing from the income tax statistics in recent decades. Ishi (1979, 2001) has attempted to
compute a comprehensive income base in order to assess the effect of tax erosion on taxes
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collected, using unpublished data obtained from the fiscal administration. In our chapter,
we do not try to incorporate missing interest and dividend income directly in our
estimates but rather assess the sensitivity of our estimates to those missing components
using a wealth survey as described in Appendix 3D.

Imputing Missing Capital Income, 1898-1938

During fiscal years 1887 98, the income tax base was comprehensive, fully including
dividends, interest, and bonuses. During fiscal years 1899 1920, dividend, bonuses, and
part of interest income were excluded from Class IIT income and hence disappeared from
the statistics. From August of 1920 to 1936, 60 per cent of dividends and bonuses were
included in Class IT income, 80 per cent from 1937 to 1939, and 100 per cent after 1940.
Interest income was fully included again starting only in fiscal year 1940. These changes
potentially create discontinuities in our data, especially for top income groups to which
capital income constituted a large share.

First, for fiscal years 1921 39, we can recover missing dividends and bonuses from total
reported dividends and bonuses in the Class IIT income tax statistics, because we know that
a fixed percentage of dividends and bonuses are taxed (60 per cent in 1921 36 and 80 per
cent in 1937 9). For fiscal years 1899 1920, no dividends or bonuses are reported, and
therefore we have to rely on an alternative source to estimate dividends and bonuses. From
fiscal years 1899 1939, corporate income was taxed separately as Class I income tax (we
assume that for corporate income, fiscal year ¢ corresponds to actual year ¢ 1). For 1921
39, we can thus estimate corporate profits, using Class I income tax statistics, and total
dividends and bonuses paid out to individuals, using Class III income tax statistics. During
1921 35, about 50 per cent of corporate profits were paid out as dividends and about
20 per cent of corporate profits were paid out as bonuses. For 1936 8, corporate profits
were very high (around 12 15 per cent of the total personal income denominator), but
dividends did not exceed 5 per cent of the total personal income. Therefore, we assume
that 50 per cent of corporate profits were paid out as dividends in 1899 1920, up to 5 per
cent of total personal income (the 5 per cent rule was binding during the high profit years
1915 18). We also assume that 20 per cent of corporate profits were paid out as bonuses in
1899 1920, up to 2 per cent of total personal income.

Second, we assume that 75 per cent of those missing dividends and bonuses go to the
top 1 per cent income earners, 68 per cent to the top 0.5 per cent, 52 per cent to the top 0.1
per cent, 43 per cent to the top 0.05 per cent, and 27 per cent to the top 0.01 per cent. Those
percentages are based on the relative composition of dividend income in top groups in the
United States in 1916 in the analysis of Piketty and Saez (2003). We reluctantly use this
assumption in the absence of the equivalent income composition data for Japan before
1947. Figure 3A.2 presents top 0.1 per cent income share series before and after the
corrections for actual years 1898 1938. As the figure shows, our method smoothes most
of the discontinuities in the raw data due to the capital income exclusions and seems
therefore acceptable.

We have not made any correction for exempted interest income for fiscal years 1899
1939. From 1899 to 1919, only a small fraction of interest income (interest income from
public bonds only) was excluded from Class III income tax. It was taxed separately at
source (regardless of one’s income level) as Class II income, and represented less than 1 per
cent of the total personal income denominator. Starting in August of 1920, in addition to
public bond interest, interest from bank deposits was also excluded from Class III income
and moved to Class IT income. As a result, the ratio of Class II income to the total personal
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income denominator jumped from less than 1 per cent to about 5 per cent in 1921. The
total interest income reported in Class III income tax statistics, however, shows no break,
implying that the top income earners did not have much bank deposit interest. Therefore,
we assume that no correction is necessary for these interest income exclusions. In addition,
for fiscal years 1913 39, for income less than certain amounts, 10 to 20 per cent of
employment income was tax exempted and excluded from the Class IIT income statistics.
Again, we do not correct for this exemption, as it was not a significant amount for top
income earners.

Top Income Composition, 1886-2005

The composition of reported income by income source is published in the income tax
statistics at the aggregate level for fiscal years 1887, 1901 46, and 1951 62, and by income
brackets for fiscal years 1947 50 and 1963 2005. Using these data, we estimate the
composition of the income accrued to the top 1 per cent income group. Although a
finer decomposition can be done, we use five income categories: (1) employment income
(wages, salaries, bonuses, and pensions), (2) business income (unincorporated business
profits, farm income, and self employment income), (3) rental income (rents from
farmland, residential land, residential buildings, and business buildings), (4) interest
income, and (5) dividends. Table 3A.3 reports the fraction of the people filing income
tax returns and the composition of the top 1 per cent income.

For fiscal years 1887 1946, aggregate composition data are available in 1887 and 1901
46 (thus there is no estimate for actual years 1887 99 and 1946). The categories of income
composition changed over the years. For fiscal years 1887 and 1901 39, the income from
‘farmland (tahata)’ includes both farm income from selling crops from the land (labelled
‘owner cultivator (jisaku)’) and rental income from leasing the land to tenants (labelled
‘tenant (kosaku)’).47 For 1917 39, the breakdown of the farmland income is reported in the
statistics. For 1887 and 1901 16, because no such breakdown is given, we estimate the
amount of rental income included in the farmland income, using the ratio of rental income
to the farmland income in 1917 (the first year for which the breakdown is available). For
fiscal years 1901 39, we use the imputed value of dividends and bonuses in computing the
income composition.

As the composition data by income brackets are not available before 1947, our estimate
for the top 1 per cent income composition in 1886 1945 is simply the composition of the
total income reported in the income tax statistics. Because the fraction of population filing
income tax returns fluctuated from year to year depending on exemption points and
the conditions of the economy, our top income composition series are not consistent
over these years. In particular, between 1906 and 1925, relatively high fractions of adults
(2.5 per cent to 4.6 per cent) filed income tax returns. If we assume that the share of capital
income increases with income, our estimates for these years probably understate the share
of capital income in the top 1 per cent income compared to other years.

For fiscal years 1947 50 and 1963 2005, the composition of the top 1 per cent income is
estimated from composition data by income brackets, using a linear Interpolation method
as in Piketty and Saez (2003). (We provide no estimates for 1951 62. For 1963 2005, we
provide estimates only twice a decade.) Realized capital gains are removed as described
above. It is important to note that, as explained earlier, almost all interest income after

47 These definitions are explicitly stated for the first time in Japan Ministry of Finance (1938: 36,
note 3 a).
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1947 and large part of dividends after 1965 are taxed separately at source and thus missing
from the income composition. In addition, the introduction of the withholding system for
wage earners in 1949 probably reduced the degree of tax evasion in wage income,
contributing to a sudden increase in the share of employment income in 1947 50. In
order to assess these issues, we compare the composition of the top income based on the
tax statistics with the composition of the total personal income based on National
Accounts.

In Figure 3A.3, Panel A shows the composition of the top 1 per cent income, and Panel B
shows the composition of the total personal income denominator estimated from National
Accounts from 1930 to 2005. It is important to keep in mind that (1) imputed rents are
excluded from the total personal income because they are not included in the income tax
statistics; but (2) returns on insurance funds (which are not taxable and not included in
income tax statistics) are included and distributed among the dividend and interest
incomes in the total personal income. As mentioned above, we cannot separate the returns
from insurance funds from dividends and interest except for recent years with the SNA98
series. The SNA98 data show that over half of dividends are actually earned through
insurance funds. As a result, the total personal income estimated from National Accounts
would show a larger fraction of capital income than the total income in income tax returns
had everybody been required to file a tax return.

Comparing Panels A and B is nevertheless instructive. In 1930, the top 1 per cent income
group received a far larger share of their income as dividends (33 per cent) than the
national average (3 per cent), but they received smaller shares of income as interest income
(2 per cent) and employment income (30 per cent) than the national averages (15 per cent
and 45 per cent, respectively). Note that, as in the top 1 per cent income, the capital income
component in total personal income declined sharply during 1937 47 from 20 per cent to
less than 1 per cent. The dividend component in the total personal income had recovered
to its pre Second World War share by 1980, but the shares of interest and rental income
components have remained relatively low. Finally, the employment income component in
total personal income fell sharply in 1944 6 and then increased substantially from 1947 to
2005 at the expense of the business income component. But its rise during 1948 50 was
much smaller than that in the top 1 per cent income share, indicating that the sudden
increase in the latter is probably due to the introduction of the withholding system.
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Figure 3A.2 Top 0.1% income share in Japan before and after correction, 1886 1947
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Figure 3A.3 Composition of total personal income and top 1% income, Japan 1930 2005

Notes: Panel A presents the composition of total personal income denominator based on National Accounts. Panel B
presents the composition of top 1% income based on Appendix Table 3A.3. Imputed rents are excluded from rents

in Panel A to be comparable to Panel B.

Returns on insurance policices are included in dividends and interest in Panel A.
All returns on insurance policies after 1947, almost all interest income after 1947, and large part of dividends after
1965 are not included in Panel B. See Appendix 3A for details.
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APPENDIX 3B: TOP ESTATES

Definition of Estate

We compile top estate series, using estate tax return statistics published in Annual
Statistical Report (Zeimu Tokei Nenposho) from 1905 to 2005. Except for 1943, the statistics
include a distribution table with the number of decedents who paid estate tax, the amount
of estate, and the amount of tax, by estate brackets. The aggregate estate composition is
also available starting in 1926, except for years 1942 3, but not by estate brackets.

In the tax statistics, estates are defined as the sum of all properties (real estate, houses,
household properties, unincorporated business assets, farm assets, stocks, bonds, cash,
deposits, tenant rights, intellectual property rights, pension rights, etc.) net of all debts and
liabilities. As virtually all components of transferable wealth are included in the definition
of estates for tax purposes, the statistics provide an accurate estimate of the value of net
worth held by decedents. The value of estate reported in the estate tax statistics, however, is
taxable value after standard deductions in 1905 52, and before standard deductions but
after special reductions (especially with respect to real estate) in 1953 2005. As we discuss
below, we correct for standard deductions but do not correct for special reductions.

Below, we refer to the year of the annual report (the year when estate tax returns were
processed) as ‘fiscal year’ which may be different from ‘actual year’ in which the estate
subject to taxation was transferred from an ancestor to heirs due to the ancestor’s death.
We first summarize the evolution of estate tax laws in Japan, based on the tax codes
reprinted at the end of the annual reports in 1931 and 1950 as well as Ishi (2001: chapter
12), which summarizes post war developments.

Estate Tax Laws, 1905-2005

The first estate tax law in Japan was promulgated in January 1905 and enforced in April
1905. During our sample period, there were three major reforms in estate tax laws in 1947,
1950, and 1958, and many minor revisions.

For fiscal years 1905 46, the Japanese estate tax law was based on a ‘family system’ (e
seido) defined by the old Civil Code. To maintain the family system, the law distinguished
the inheritance of family estate (katoku sozoku), which we refer to as ‘family inheritance’,
from ordinary inheritance (isan sozoku). Under family inheritance, a single heir succeeded
to the entire family estate as a new family head (koshu) after the death or retirement (at age
60 or older) of the former family head. Commonly it was the first son who became a new
family head, while if there was no son, a family head named a legal heir. By contrast, under
ordinary inheritance, estate was transferred to heirs when a non family head died or
decided to give his or her estate to their heirs while alive. The estate was divided equally
among children. If there were no children, then it went to a spouse. If there were no
surviving children or spouse, then lineal ascendants inherited the estate.
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The 1905 law set the exemption point of 1,000 yen for family inheritance and 500 yen for
ordinary inheritance with progressive but extremely low marginal tax rates (i.e. 0.05 1.3
per cent for family inheritance and 0.1 1.8 per cent for ordinary inheritance) defined over
twenty estate brackets. Gifts given to heirs within one year prior to the inheritance were
aggregated to estates for tax purposes. Military personnel who died in war were exempted
from estate tax. In 1926, the exemption point for family inheritance was increased to 5,000
yen and for ordinary inheritance to 1,000 yen.

Under the 1905 law, the inheritance tax statistics in fiscal years 1905 47 report the two
forms of inheritance in separate tabulations. In estimating top estates, we aggregate the
distributions of family inheritance and ordinary inheritance. The former is by far the
dominant form of inheritance at the top of the estate distribution because non family
heads rarely owned large assets. We consider all forms of inheritance (not only those from
deaths), because family inheritance due to retirement should be considered as an inter
generational transfer of wealth, and excluding it would lead us to underestimate the
number of estates. We also include all ordinary inheritance cases, although excluding the
cases not due to death would not change our series by much.

The 1905 law was superseded by the 1937 temporary tax increase law and the 1938
revised temporary tax increase law, both of which imposed additional tax on estates to
increase wartime revenue. The 1940 estate tax law established highly progressive tax rates,
while keeping the preferential treatment for family inheritance. As of 1946, the exemption
point was 20,000 yen for family inheritance with marginal tax rates of 1.5 55 per cent
defined over nineteen brackets. For ordinary inheritance, the exemption point was set
lower (5,000 yen) and the tax rates higher (5.5 70 per cent).48

As part of the post war democratization, the 1947 estate tax law abolished the distinc
tion between family and ordinary inheritance and established a modern system of separate
estate and gift taxes. It set the exemption point of 20,000 yen for estate tax with low
marginal tax rates of 1.0 6.0 per cent.#® The estate tax statistics continue to present
tabulations by the size of estate under the 1947 law.

Under the 1950 estate tax law, following the recommendations by the Shoup Commis
sion, Japan adopted inheritance tax based on cumulative amount of inheritance and gifts
received by an heir (also known as ‘accession tax’). As a result, for fiscal years 1950 7,
distribution tables are based on the size of inheritances as opposed to estates. To provide
homogeneous series, we convert inheritance statistics to estate statistics (see Appendix 3B).
The 1950 law also changed fiscal year from accounting year (starting in April) to calendar
year (starting in January). It set the exemption point of 200,000 yen and highly progressive
tax rates of 25 90 per cent defined over eleven brackets.50

Finally, with the 1958 reform, Japan adopted a hybrid system of estate tax and inher
itance tax. It initially set the very high exemption point of 1.8 million yen, resulting in
the much smaller number of people filing estate tax returns. The statistics for fiscal years
1958 2005 are presented by the size of estates and hence are directly comparable to the
statistics for 1905 49.

Correspondence between Fiscal Years and Actual Years

Estate tax statistics reported in fiscal year t are the estate tax returns processed in year ¢, and
do not necessarily coincide with the returns filed for the deaths that took place in year ¢. In

48 Japan National Tax Administration, Annual Statistical Report (1950: 280).
49 Tbid. 279.
50 Ibid. 278.



142 Income Concentration in Japan, 1886—2005

fact, due to delays in both filing and processing, before the Second World War, majority of
the tax returns filed for the deaths in year t were probably processed in year ¢+ 1, and some
in even later years.>! Thus, strictly speaking, the statistics in fiscal year f correspond to a
weighted sum of the estate distributions in actual years t, t 1,¢ 2, etc.52 Because the
statistics in 1905 49 do not break down processed returns by the year of death but instead
pool them in one distribution table, it is difficult to reconstruct the estate distribution
corresponding to an actual year.

By contrast, starting in 1950, the distribution table in fiscal year t covers only the deaths
taking place in the same year #, and separate aggregate statistics are reported for the tax
returns processed in year t but filed in previous years. Furthermore, when there is a
revision in estate tax laws in 1937, 1938, 1940, and 1947, annual reports in subsequent
years publish separate estate distribution tables according to which version of law applies.
For example, the 1937 statistics have two distribution tables, one for the ‘1905 law’ estates
(which reports the returns filed before 1937 but processed in 1937) and the other for the
1937 law’ estates (which reports the returns filed and processed in 1937). In this case, we
know for sure that the ‘1937 law’ estates include only the deaths in 1937, while the ‘1905
law’ estates consist primarily of the deaths in 1936 and 1935.

In the world of constant price, using the statistics in year ¢ to estimate top estates in year ¢
would result in smoother time series, as it amounts to taking a moving average over several
years. During a period of high inflation, however, by placing a higher weight on current
year than actually is, it would lead to a large upward bias in our estimates. Therefore, it is
important to reconstruct an estate distribution for a given actual year as much as possible,
exploiting the information based on legal changes. We determine the correspondence
between actual and fiscal years as follows.

For actual years 1905 35, in the absence of better information, we assume that estate tax
returns reported in fiscal year ¢ + 1 correspond to the deaths in year ¢ (which is a median
year among t 1, t, t + 1). We thus ignore the small number of returns reported in fiscal
year 1905 and use only the 1906 statistics to estimate the 1905 distribution.

For actual year 1936, we add the distribution tables of the ‘1905 law’ estates reported in
fiscal years 1937 9. For actual year 1937, we add the ‘1937 law’ estates reported in fiscal
years 1937 40. For actual year 1938, we add the ‘1938 law’ estates reported in fiscal year
1938 and 60 per cent of the ‘1938 law’ estates reported in fiscal year 1939. For actual year
1939, we add 40 per cent of the ‘1938 law’ estates reported in fiscal year 1939 and the ‘1938
law’ estates reported in fiscal year 1940. The fractions 60 per cent and 40 per cent are
chosen so that the total numbers of estates in 1938 and 1939 are approximately equal. Note
that 1937 is the only year for which we can recover all and only deaths in 1937. Thus our
1937 estimate is most precise among all. By contrast, our respective estimates for 1938 and
1939 are imprecise, but the average of the 1938 and 1939 estimates should be fairly
accurate.

For actual years 1940 5, we assume that the ‘1940 law’ estates reported in fiscal year
t + 1 correspond the deaths in year + 1. We thus ignore very small number of the 1940
law’ estates reported in 1940 in estimating the 1940 distribution. The distribution table is
not available in fiscal year 1943, so we have no estimate for 1942.

For 1946, we add the ‘1940 law’ estates reported in 1947 9. This may result in an
overestimate, because we pool the statistics from three annual reports that include virtually

51 This statement is based on tables in the annual reports in 1905 36 that provide the number of
returns pending from previous fiscal years.

52 As the law stipulates that estate tax is based on the value of estate at the time of deaths, we assume
that the statistics sum up nominal estates across years without correcting for inflation. Late returns are
subject to penalty or adjustment, which is imposed in addition to estate tax.
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all the 1946 deaths as well as some deaths in 1944 and 1945. Given the hyperinflation in
1944 6, however, the effect of the extra returns from 1944 and 1945 on our 1946 estimate
should be small.

For actual years 1947 9, we assume that ‘1947 law’ estates reported in 1947 8 corres
pond to the deaths in 1947, that 70 per cent of the ‘1947 law’ estates reported in 1949
correspond to the deaths in 1948, and that 30 per cent of the ‘1947 law’ estates reported in
1949 and all the ‘1947 law’ estates reported in 1950 and 1951 correspond to the deaths
in 1949. We then inflate the numbers for 1949 by a factor 12/9 to adjust for the fact that the
1947 law’ applied to only nine months during fiscal year 1949 (from April to December
1949) as the new law took effect in January 1950 and thereafter followed the calendar year
schedule. The 70 30 per cent split of the 1949 statistics between 1948 and 1949 is chosen so
that the total numbers of estates in 1948 and 1949 are roughly equal. Although our
respective estimates for 1948 and 1949 are imprecise, their average is fairly accurate.

For actual years 1950 7, the statistics in year ¢ report the estates for deaths in year ¢ that
are processed by March of year ¢+ 1. As a result, approximately 80 per cent of the deaths in
year t are included in the statistics in year ¢. The remaining portion is reported, only at the
aggregate level and not by brackets, in the statistics in the subsequent fiscal years. We
assume that the distribution of estates reported in later fiscal years is the same as the
distribution reported in fiscal year t, and we inflate the distribution in year ¢ accordingly.

For fiscal years 1958 2005, with the introduction of the new hybrid system, the statistics
in year t report the deaths in year ¢ processed by June of year t + 1. Because the number of
deaths in year t reported in later years becomes small (less than 10 per cent), we make no
corrections.

Correcting for Standard Deductions, 1905-1952

For fiscal years 1905 52, distribution tables are presented by the taxable value of estate (or
inheritance for 1950 2), namely the size of estate net of debts and after standard deduc
tions. By contrast, for fiscal years 1953 2005, tables are presented by the size of estate net of
debt and before standard deductions (but after special reductions). For fiscal years 1953 7,
both the amounts of inheritance before and after deductions are reported. To obtain the
true value of estates, we need to add back deductions for fiscal years 1905 52. Below, we
describe deductions and our methods of correction.

For fiscal years 1905 14, there was no major deduction (only for funeral expenses), and
we make no corrections. For fiscal years 1915 25, the deduction for family inheritance,
called ‘Section 3 2 deduction’, was introduced. It allowed 1,000 yen deduction for estates
below 3,000 yen and 500 yen deduction for estates below 5,000 yen. The statistics in these
years are presented by the size of estate after the deduction. Therefore, we add back the
Section 3 2 deduction for family inheritance, using the aggregate amount of Section 3 2
deductions. We then add together the distributions of family and ordinary inheritances
using a standard Pareto interpolation method.

The 1940 law introduced 1,000 yen deduction per dependent family member. In 1942,
the amount of dependent deduction was increased. For fiscal years 1940 6, the statistics
report only the aggregate amount of dependent deductions. We compute the average
deduction per estate from the aggregate data and add it back to the original tabulations.

The 1947 law abolished dependent family deductions and introduced a basic deduction
of 50,000 yen per estate for estate tax purposes as well as per gift for gift tax purposes. We
add back 50,000 yen per estate and gift to the original tabulations.
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The 1950 law introduced four types of standard deductions: basic deduction (150,000
yen per heir), small amount deduction (30,000 yen per heir for inheritance smaller than
certain size), spouse deduction (50 per cent deduction from the amount inherited), and
minor deduction (small deduction for minors younger than 18 years old). The basic
deduction was increased to 300,000 yen in 1952. We add back deductions of 180,000 yen
per heir for years 1950 and 1951 and 330,000 yen per heir for 1952, which are the sum of
the basic deduction and the small amount deduction for the respective years. We do not
correct for the spouse and minor deductions because they are relatively small relative to the
two other deductions according to the aggregate statistics.

For fiscal years 1953 2005, we make no corrections for these deductions as tabulations
are presented in estates net of debts before deductions.

The Problem of Special Reductions, 19502005

In recent decades, the government has introduced various special tax treatments primarily
for real estate to reduce the tax burden on heirs. Because the value of estate reported in the
estate tax statistics is before standard deductions but after special reductions from these
treatments,3? our estimates are subject to a potentially large downward bias. There are two
sources of the bias. First, the official valuation price for land is substantially lower than the
market price. For example, according to Ishi (2001), the official price was about 40 60 per
cent of market price in the 1980s (table 17.3). Second, if heirs can claim real estates of
decedents as their residences or family business assets, then they may receive a large
reduction in taxable value. For example, in 2005, up to 400 square metre of land, only
20 to 50 per cent of total real estate value is taxable.5* As a result, our data underestimate
the true value of estates especially when land is an important component of estates. If the
share of land in top estates has increased over the post war period as the composition data
suggest, then our series in the recent decades may be subject to serious underestimation.

We do not try to correct for special reductions, however, for the following reasons. First,
due to a complex and time varying nature of special tax treatments concerning real estate,
it is difficult to make an accurate correction. In addition, because we do not have estate
composition data by estate brackets, we do not know the shares of land in the top 0.01 per
cent and 1 0.5 per cent estates and their changes over time. Finally, we have little
information about the valuation method and special treatments of real estate in the pre
Second World War period.

Converting Inheritance Statistics to Estate Statistics, 1950-1957

For all fiscal years except 1950 7, the unit of observation in the tax statistics is ‘estate’
defined as the properties owned by the decedent. For fiscal years 1950 7, the unit of
observation switches to ‘inheritance’ defined as the properties received by an heir. As a
result, tax statistics in 1950 7 report the number of heirs and the amount of inheritances
ranked by brackets of inherited wealth. As the estate of a decedent is typically divided
among multiple heirs, the inheritance statistics are not directly comparable to the estate
statistics. In this study, we estimate series based on the estate unit.

To convert inheritance distributions to estate distributions, we simply assume that each
decedent has 2.5 heirs and that estates are divided equally among heirs. The number, 2.5, is

53 This information is based on the author’s phone conversation with a Japan Tax Administration
officer on 5 May 2006.

54 Japan National Tax Bureau (2006), Heisei 18 nenbun: Souzokuzei no Aramashi (2006: Outline
of Estate Tax), available online at: http://www.nta.go.jp/category/pamph/souzoku/h18sikata/index.
htm.
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taken from the average ratio of estate to inheritance in the 1958 statistics which simultan
eously report the number of estates (decedents) and the number of inheritances (heirs) for
the first time. From the inheritance statistics, we estimate estate distributions by multi
plying the brackets by 2.5 (for example, the bracket 200,000 to 500,000 yen becomes the
bracket 500,000 to 1,250,000 yen), and by dividing by 2.5 the number of inheritances in
each bracket to obtain the number of estates.

Note that our estimates for 1950 7 are based on strong assumptions and have a larger
margin of errors than in other years. Nevertheless, these estimates provide important
evidence for the years immediately after the Second World War.

Construction of Top Estate Series, 1905-2005

We define top groups (e.g. top 1 per cent, top 0.1 per cent) relative to the total number of adult
decedents in each year. The series of adult decedents in Japan is taken from the number of
deaths by age groups published in Japan Statistical Yearbook for years 1985 2005 and in
Historical Statistics of Japan, pp. 218 19, for years 1905 85. These series are reported in
column (1) in Table 3B.1. The number of estate tax returns (after the adjustments described
above) is reported in column (2). As column (3) indicates, the fraction of adult decedents
filing the estate tax returns varies across years depending on exemption points and economic
conditions, ranging from the high of 31 per cent in 1942 to the low of 1 per cent in 1958.

We estimate the average size of estate for various upper groups of the estate distribution,
using a standard Pareto interpolation method. We convert the nominal value of estates to
the real value, expressed in 2002 yen, using the CPI deflator (see Appendix 3A). Table 3B.1
displays our estimates of top estates series from 1905 to 2005. Unlike our top income
shares, we do not attempt to estimate the shares of estates left by top decedents, because
there is no simple way to compute the total amount of estates left by all decedents in each
year, including those who did not file estate tax returns.

Estate Composition, 1925-2005

Estate composition data are available only at the aggregate level for fiscal years 1926 2005,
except for years 1942 3. Because composition data by brackets are not reported, it is not
possible to create homogeneous top estate composition series. In Table 3B.2 and Figure
3B.1, we present the decomposition of aggregate estates into eight categories: (1) agricul

tural land (i.e. farm land, forest land, and tenant right), (2) residential land (i.e. housing
land and leasehold), (3) houses and structures, (4) business assets (i.e. machinery, goods,
raw materials, intellectual property rights, account receivable, agricultural equipment, and
farm products), (5) stocks (for both privately held and publicly traded companies), (6)
fixed claim assets (i.e. public and corporate bonds, cash, deposits, savings accounts, and
other claims), (7) other assets (which includes household properties, life insurance,
pensions, and standing timber), and (8) debts (i.e. private debts and public obligation).
Note that the sum of the first seven categories may exceed 100 per cent in Figure 3B.1, as we
define estates net of debts to be 100 per cent. The composition estimates are based directly
on the aggregate estates composition published in the annual reports. For simplicity, we
assume that fiscal year f corresponds to actual year + 1 for fiscal years 1926 46 and to
actual year ¢ for fiscal years 1947 2005 (because composition data are reported only for the
returns filed under the new law after 1947). In other words, we do not use the complex
specification of years we used for the top estate series.

Column (1) in Table 3B.2 reports the fraction of adult decedents filing estate tax returns
(these numbers are different from those in column (1) in Table 3B.1 due to the different
specification of years). Because the estate composition is sensitive to the fraction filing
returns, and the fraction fluctuates substantially from year to year, it is difficult to see
trends in estate composition from these series. For example, the fraction drops from 26.1
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per cent in 1957 to 0.9 per cent in 1958 (due to the high exemption level under the 1958
law), which probably caused a sharp fall in the share of agricultural land, on one hand, and
a large increase in the share of stocks.

To facilitate better comparison, Table 3.3 presents top estate compositions for selected
years, 1935, 1950, and 1987, for which the fractions of adult decedents filing returns are
comparable at around 9 per cent (9.0 per cent in 1935, 8.8 per cent in 1950, and 8.0 per cent
in 1987). Estates before subtracting debts are defined to be 100 per cent. It shows that the
largest component of top estates in Japan shifted from financial assets (stocks and fixed
claim assets) in 1935 to movable property (business assets, houses and structures, and
household properties) in 1950, to real estate (agricultural and residential land) in 1987.
Note that, as discussed, if our data underestimate the true value of land compared to other
estate components, then the share of financial assets in top estates in 1987 would be even
smaller. Thus the top estate composition data provide additional support for our finding
based on the top income shares series that, top capital income collapsed during the Second
World War and has not returned to the pre war level to date, despite the high economic

growth in the post war period.
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Figure 3B.1 Composition of aggregate estates in Japan, 1925 2005
Source: Appendix Table 3B.2.

Notes: Estimates are based on aggregate estate compositions in estate tax return statistics.

Total exceeds 100% because estates net of debts are defined to be 100%.

Business assets include assets of unincorporated business and farm assets.

Fixed claim assets include bonds, cash, deposits, savings accounts, and other claims.

Other assets include household assets, pensions, life insurance, and other items.

Because of changes in the fractions of decedents filing estate tax returns, compositions are not directly comparable
across years.

See Appendix 3B for details and Table 3.3 for the comparison for selected years.
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Table 3B.2 Estate composition in Japan, 1925 2005

% Estate composition

Fraction
decedents Fixed
filing  Agricultural Residential Houses & Business Claim Other
Year returns % Land Land Structures  Assets  Stocks Assets Assets Debts
(1) (2) (3) (4) (5) (6) (7) (8) 9)
1925 9.6 34.1 19.1 9.6 5.2 22.2 12.9 5.9 8.9
1926 15.3 34.6 194 9.4 4.7 21.5 14.7 5.1 9.4
1927 19.9 30.2 16.9 8.4 4.2 23.7 21.1 4.2 8.7
1928 15.4 35.1 19.6 9.9 4.6 15.6 21.3 4.0 10.2
1929 14.3 33.5 18.7 9.1 4.1 19.7 19.9 4.7 9.9
1930 12.6 33.0 19.4 10.6 3.9 17.2 21.3 3.7 9.1
1931 13.0 31.9 20.1 11.1 4.1 14.6 24.9 3.3 10.0
1932 13.1 31.6 18.7 10.9 4.1 15.3 25.8 3.9 10.3
1933 12.9 27.6 17.7 10.3 4.0 17.4 28.7 3.8 9.5
1934 12.6 23.0 15.7 8.8 3.6 29.9 23.0 3.7 7.6
1935 9.0 24.0 14.8 9.0 4.2 27.6 24.2 3.1 6.7
1936 14.0 25.0 15.2 8.9 4.2 27.6 21.6 3.1 5.7
1937 16.8 23.0 14.8 9.3 4.7 29.6 22.6 3.2 7.3
1938 19.5 22.8 14.9 9.0 4.9 23.0 28.9 4.2 7.8
1939 6.7 25.4 13.6 10.5 6.0 27.9 18.8 5.7 7.9
1940 10.5 27.7 13.2 11.9 6.3 20.0 21.1 6.6 6.8
1941 20.8 24.9 13.5 13.5 6.5 19.7 21.8 6.1 6.0
1944 15.7 26.3 10.1 18.6 6.3 13.3 21.9 7.8 4.3
1945 14.1 18.9 11.1 17.5 5.9 10.2 319 7.9 3.3
1947 17.0 13.0 10.0 39.8 12.4 4.4 12.5 16.4 8.5
1948 28.7 7.8 8.5 39.6 15.4 2.3 11.8 19.9 53
1949 30.9 6.3 9.8 40.2 16.0 24 11.2 21.0 6.9
1950 8.8 13.7 15.1 37.3 13.5 4.8 12.1 19.7 16.2
1951 6.4 19.4 14.4 36.0 11.9 5.8 16.2 13.7 17.3
1952 3.6 16.2 13.2 28.9 10.8 7.4 17.7 17.3 11.6
1953 1.7 18.4 18.0 26.0 9.8 12.3 109  20.0 15.4
1954 2.3 23.9 21.3 23.8 8.5 9.0 8.9 19.2 14.5
1955 2.8 24.9 24.4 21.7 9.7 8.3 8.9 16.9 14.8
1956 3.2 25.5 25.3 20.1 11.0 9.1 5.5 15.3 11.8
1957 3.5 26.1 28.4 17.8 10.1 9.5 6.0 14.4 12.4
1958 0.9 8.4 38.9 16.6 6.4 20.0 7.4 15.1 12.8
1959 1.1 10.9 394 15.2 5.9 19.5 8.0 14.2 13.0
1960 1.5 13.8 40.2 12.5 5.2 19.3 7.5 12.0 10.5
1961 1.8 16.3 40.2 10.1 4.4 20.0 7.4 11.6 10.0
1962 1.5 13.9 47.9 8.4 3.9 18.7 7.3 10.2 10.3
1963 1.9 14.0 46.9 7.9 3.4 19.8 7.4 10.6 10.1
1964 1.7 15.7 48.7 7.0 3.2 16.0 9.0 9.4 9.1
1965 2.1 18.0 49.1 6.9 3.1 14.0 8.5 9.7 9.3
1966 1.5 17.9 46.8 6.6 2.8 16.1 10.3 9.5 10.0
1967 1.8 20.7 43.4 5.5 2.5 17.9 11.0 9.0 9.8
1968 2.3 25.2 42.2 6.0 2.7 12.5 10.9 9.2 8.9
1969 3.0 27.0 42.2 5.5 2.4 12.3 10.4 8.0 7.8
1970 3.7 28.5 40.6 5.8 2.2 12.8 10.6 7.7 8.1
1971 4.1 32.0 42.5 4.8 1.7 9.3 9.4 6.7 6.5

(continued)
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Table 3B.2 Continued

% Estate composition

Fraction
decedents Fixed
filing  Agricultural Residential Houses & Business Claim Other
Year returns % Land Land Structures  Assets  Stocks Assets Assets Debts
(1) (2) (3) (4) (5) (6) (7) (8) 9)
1972 4.7 33.0 40.6 3.7 1.7 10.2 10.4 6.5 6.0
1973 4.4 35.0 40.2 3.3 1.3 9.7 10.6 6.0 5.9
1974 4.9 32.2 43.2 3.3 1.3 8.3 10.2 7.0 5.5
1975 2.2 32.0 41.8 29 1.0 9.1 11.2 6.8 4.9
1976 2.4 31.5 40.5 3.2 1.1 9.3 12.0 7.8 54
1977 2.7 30.4 41.0 3.4 1.1 9.6 11.3 8.4 5.4
1978 3.0 30.7 40.1 3.6 1.3 9.0 11.8 9.0 5.6
1979 3.4 29.2 41.3 3.6 1.4 9.1 11.7 9.9 6.2
1980 3.8 28.9 41.7 3.5 1.2 9.2 11.3 9.7 5.6
1981 4.5 28.3 43.9 3.4 1.0 8.4 10.6 9.9 5.5
1982 5.2 28.0 46.0 3.4 1.0 7.2 10.3 9.6 5.5
1983 5.5 27.8 44.9 34 1.0 7.8 10.6 9.9 5.4
1984 6.0 26.6 45.3 3.7 1.2 7.9 11.3 10.5 6.4
1985 6.6 25.4 45.3 3.7 0.9 8.6 11.8 10.4 6.1
1986 6.9 24.3 44.6 4.0 0.9 9.9 12.7 10.5 6.8
1987 8.0 22.2 47.0 3.9 0.8 11.0 12.6 10.2 7.9
1988 6.6 21.9 52.8 3.6 0.6 9.7 11.8 7.4 7.8
1989 5.3 20.8 51.9 4.9 0.5 13.2 10.8 6.0 8.0
1990 6.0 20.9 56.3 4.9 0.5 9.0 10.9 6.0 8.4
1991 6.9 21.5 57.9 5.0 0.4 7.7 10.1 5.7 8.3
1992 6.5 25.9 56.0 4.7 0.4 6.2 9.5 5.1 7.9
1993 6.1 25.4 54.0 5.5 0.5 6.9 10.9 5.9 9.1
1994 5.3 26.5 50.8 5.6 0.5 7.1 12.3 6.3 9.1
1995 5.6 25.9 50.4 5.9 0.5 6.9 13.6 6.7 9.8
1996 5.5 26.2 48.5 4.5 0.5 7.4 15.0 7.2 9.4
1997 5.3 25.2 47.9 4.4 0.6 8.1 15.7 7.6 9.5
1998 5.4 25.6 48.2 4.8 0.5 5.9 16.9 7.9 9.8
1999 5.2 24.3 46.4 5.1 0.6 7.3 18.1 9.7 11.5
2000 5.1 23.4 48.3 4.9 0.5 7.2 19.6 11.0 15.1
2001 4.8 23.2 43.4 5.2 0.6 8.6 20.4 11.5 12.8
2002 4.5 23.3 43.4 5.8 0.5 6.7 21.7 12.2 13.7
2003 4.4 21.4 42.3 5.5 0.5 7.1 23.7 12.8 13.4
2004 4.3 18.6 40.4 6.0 0.6 9.0 25.7 10.6 10.9
2005 4.4 17.1 38.9 6.2 0.5 10.6 27.0 10.8 11.1

Notes: Computations by authors based on aggregate estate tax return statistics. See Appendix 3B for details.
Estates net of debts are defined to be 100%.

Business assets include assets of unincorporate business and farm assets.

Fixed claim assets include bonds, cash, deposits, savings accounts, and other claims.

Other assets include household properties, pensions, life insurance, and other items.

Because the fraction of decedents filing estate tax returns fluctuates from year to year, estate compositions may
not be directly comparable across years. See Table 3.3 for the comparison of top estate compositions for selected
years.
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APPENDIX 3C: TOP WAGE INCOME SHARES

In estimating top wage income shares, we use two different sets of statistics for the pre and
post 1950 period, as discussed below. As a result, our estimates for 1929 44 are less
precisely estimated than the 1951 2005 estimates and two series are not fully homoge
neous.

Top Wage Income Shares, 1951-2005

The National Tax Administration has annually published the statistics on wages and
salaries in the results of the statistical survey of the actual status for salary in the private
sector in the Survey on Private Wages and Salaries (Minkan Kyuyo no Jittai) since 1951.55
The survey covers all employees in the private sector who worked for the same employer
throughout a calendar year, but excludes temporary workers whose job duration is shorter
than a year, regular employees who are hired mid year, government employees, and
retirees. Because the survey is based on the data filed by employers who are legally
responsible for withholding tax at source for their employees, it provides accurate and
detailed information on wages and salaries, often by firm size, industry, tenure, and sex.
The statistics include a distribution table that reports the number of wage earners and the
amount of annual wage income by wage income brackets, which we use to estimate top
wage income shares.

Our definition of wage income includes wages, salaries, overtime pay, bonuses, and
various allowances, but excludes retirement benefits and part of non cash compensation. It
is before subtracting employee’s social insurance contributions and before including
employer’s social insurance contributions.’s Although all non cash compensation is in
principle taxable, expense accounts for business purposes are fully exempted, and so is
company housing if employees bear at least 50 per cent of its costs based on official
valuation. Recreation or entertainment provided exclusively for executives is fully taxed,
however. Stock option, which was legalized in 1997 and liberalized in 2002 in Japan, is in
principle not taxed as wage income but taxed as capital gains at the point of exercise.”
Thanks to the sophisticated withholding system with end of year adjustments, the tax
statistics in fiscal year t report wages and salaries earned in the same year t. Therefore, fiscal
year and actual year coincide for the wage income tax statistics in 1951 2005.

We again use a standard Pareto interpolation method to estimate top wage income
shares. We define top groups (top 5 per cent and 1 per cent) relative to the total number of

55 The first survey was conducted in 1949, but its sample differs from the subsequent surveys and its
results were never published (National Tax Administration (1980), Minkan Kyuuyo Jittai Chosa
Sanjunen no Ayumi (30 Year History of the Survey of Private Wages and Salaries)). We cannot locate
the original 1950 and 1951 surveys. The data for 1951 are found in Takahashi (1959). The results of the
statistical survey for recent years are available at http://www.nta.go.jp/category/toukei/tokei e.htm.

56 This information is based on the author’s phone conversation with a Japan Tax Administration
officer on 5 May 2006.

57 For the definition of wage income and the detailed descriptions of exemptions and special
treatments, see section 2 of National Tax Bureau (2004), Heisei 16 nen 6 gatsu Gensen Choshu no
Aramashi (June 2004: Outline of Withholding Tax), available online at http://www.nta.go.jp/category/
pamph/gensen/5151/01.htm.


http://www.nta.go.jp/category/toukei/tokei-e.htm
http://www.nta.go.jp/category/pamph/gensen/5151/01.htm
http://www.nta.go.jp/category/pamph/gensen/5151/01.htm
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regular employees, which excludes temporary as well as daily hired workers, in the private
sector in Japan. The series for regular employees for 1951 2005 are obtained from
Historical Statistics of Japan, table 19 7,58 and are reported in column (2) in Table 3C.1.
The number of employees in the wage income survey is reported in column (3). As shown
in column (4), from 1951 to 2005, the coverage of the survey rose from 55 per cent to 97
per cent of regular employees in the private sector.

To obtain top wage income shares, we divide the amounts of wages and salaries accruing
to top wage income groups by 90 per cent of total wages and salaries from National
Accounts. The denominator is reported in column (7) in Table 3C.1, under the label ‘total
wage income’. To be consistent with our definition of wage income, total wages and salaries
from National Accounts include employees’ social insurance contributions and exclude
employers’ social insurance contributions. In recent years, where the coverage of the survey
is almost complete for regular employees in the private sector, total wages reported in the
survey are approximately 90 per cent of wages and salaries from National Accounts. Thus,
we use the factor 90 per cent to correct for the exclusion of daily employees and
government employees in the wage income survey. We present all values in real 2002
yen, using CPI. Our estimates for top 1 per cent and 5 per cent wage income shares for
1951 2005 are reported in Table 3C.2 and Figures 3.10 and 3.11.

Top Wage Income Shares, 1929-1944

For fiscal years 1930 45, the annual reports publish the data on salaries and bonuses as
part of the composition tables in income tax statistics. The data include the numbers of
taxpayers who received salaries and bonuses, respectively, and the amounts of salaries and
bonuses they earned. The income tax statistics in fiscal years 1920 9 also report the
amounts of salaries and bonuses but not the numbers of salary and bonus earners. We
thus cannot use the data before 1929 to estimate top wage income shares. We assume that
fiscal years 1930 45 correspond to actual years 1929 44 for the reasons described in
Appendix 3A.

For the denominator, we take the total salaries (excluding employers’ social insurance
contributions) from the old SNA for 1930 44. For 1929, we extrapolate total salaries
assuming that the fraction of salaries in total personal income is the same as in 1930.

We define top groups relative to the total number of regular employees. Although the tax
statistics during the 1929 44 period do not exclude temporary workers, we use regular
employees to be consistent with the 1951 2005 estimates. Moreover, naturally, most if not
all top wage earners are regular employees. The total number of regular employees in Japan
is estimated as follows. The total number of employees is reported in Historical Statistics of
Japan, volume i, table 3 6, for years 1930, 1940, and 1947. For 1930, employees and family
workers are not reported separately, thus we assume that the fraction of family workers to
total employees in 1930 is the same as in 1940. We then estimate the total number of
employees for years between 1930, 1940, and 1947, simply by linear interpolation. Finally,
we estimate the number of regular employees for 1929 44, using the fraction of regular
employees to total employees in 1953, the first year in which such information is available.
These assumptions are restrictive, but our estimates are not very sensitive to these
assumptions.

We make the following adjustments to the salaries and bonuses reported in the income
tax statistics to recover the full value. For fiscal years 1930 9, the earned income credit
allowed taxpayers to deduct 20 per cent of wage income for those with total income under

58 Available online at http://www.stat.go.jp/english/data/chouki/19.htm.
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6,000 yen and 10 per cent for those with total income between 6,000 and 12,000 yen. We
therefore assume that the average deduction was 15 per cent and inflate the reported
amount of salaries by a factor 1/0.85. For fiscal years 1940 5, the earned income credit is 10
per cent of wage income for those with total income below 10,000 yen. We assume that the
average deduction is 8 per cent and inflate the reported salaries by a factor 1/0.92. Because,
for fiscal years 1930 6, only 60 per cent of bonuses are taxable and reported in the
statistics, we inflate bonuses by a factor 1/0.6. Similarly, for fiscal years 1937 9, as only
80 per cent of bonuses are reported in the statistics, we inflate bonuses by a factor 1/0.8. For
fiscal years 1940 5, as 100 per cent of bonuses are reported, we make no adjustment.

The number of bonus earners in the income tax statistics is always smaller than the
number of salary earners. We assume that all bonus earners also have some wage
income, so that we can attribute all bonuses to all the taxpayers reporting positive
salaries. Furthermore, we assume that those reporting salaries and bonuses on income
tax returns represent the top wage income earners. This assumption does not
necessarily hold, as individuals with large non wage income and modest wage income
also file tax returns, and may bias our estimates of top wage income shares down
ward.

Thus, from the aggregate statistics, we can compute the share of total wage income
accruing to the tax return filers with positive wage income. To obtain the shares of wage
income accruing to fixed fractions of wage earners (e.g. top 1 per cent and 5 per cent
groups) using a standard Pareto interpolation method, however, we need at least two
observations on the share of income and the fraction of employees per year. Because we
have only one such observation per year, we proceed as follows.

For years 1929 44, on average about 3 per cent of regular employees filed income tax
returns. This fraction changes over time. In particular, it falls sharply from 6.72 per cent in
1938 (fiscal year 1939) to 0.76 per cent in 1939 (fiscal year 1940), because of the large
increase in the exemption level for comprehensive income tax under the 1940 law. We
assume that the distribution of wage income did not change significantly from 1938 to
1939 and that the Pareto coefficient remained the same. Then we estimate the Pareto
coefficient using the standard formula: (1 1/a) = {log(share of wage income in 1938) log
(share of wage income in 1939)}/{log(fraction of wage income filers in 1938) log(fraction
of wage income filers in 1939)}. The estimated coefficient is a=2.76. Assuming that
the Pareto coefficient is constant for 1929 44, we compute the top 1 per cent and top
5 per cent income share for each year (which are reported in Table 3C.2). Because we use
1938 and 1939 to estimate the Pareto coefficient, by definition our top wage income shares
in 1938 and 1939 are identical. Therefore, we exclude the 1938 estimates from Table 3C.2.

The assumption that the Pareto coefficient is constant across years 1929 44 is certainly
restrictive. Our finding, a sharp decline in top wage income shares during this period,
however, should be robust. The raw data clearly indicate that there was a large decline in
wage income concentration during 1929 44: in the early 1930s, when 2 to 3 per cent of
wage earners filed income tax returns, their wage income was more than 15 per cent of the
total salaries from National Accounts; by contrast, in 1944, almost 5 per cent of wage
earners filed income tax returns but their wage income was only about 9 per cent of all
wages and salaries.

Marginal Tax Rates for Top Wage Income Earners, 1951-2005

We estimate marginal tax rates (MTRs) at the wage income thresholds for the top 10 per
cent, 5 per cent, 1 per cent, 0.1 per cent, and 0.01 per cent groups (denoted as MTR at P90,
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P95, P99, P99.9, and P99.99, respectively, in Table 3C.3) in 1951 2005 as follows. We
assume that a taxpayer at each threshold income has only employment income and forms a
household with a non working spouse and two dependent children. To obtain net taxable
income, we subtract basic, spouse, and two dependent exemptions and employment
income deductions from the threshold wage income. Tax codes describing exemptions
and deductions in each year are available in Japan National Tax Administration (1988) and
OECD (1998 2005), Taxing Wages. We then use a standard tax schedule (that presents
increasing marginal tax rates by income brackets) to obtain tax liability, from which we
estimate MTR for a given taxable income level. Top MTR in Table 3C.3 is the highest
statutory marginal tax rate according to the tax schedule after employment income
deductions.?®

To estimate the MTR for the average taxpayer in the top 0.1 per cent wage income group
(presented in Figure 3.12, Panel A), we use the following method. First, we compute the
MTR for the top 0.01 per cent group as: MTR Top 0.01 per cent = (MTR at P99.99 + Top
MTR)/2, where a simple average is used as an approximation for the MTR for this group.
We then compute the MTR for the top 0.1 per cent group as: MTR Top 0.1 per cent =
{Income Share of Top 0.1 0.01 per cent Group * (MTR at P99.9 + MTR at P99.99)/2 +
Income Share of Top 0.01 per cent Group * MTR Top 0.01 per cent} / {Income Share of Top
0.1 per cent Group}. This amounts to estimating MTR Top 0.1 per cent as the income
weighted average of MTR Top 0.01 per centand MTR Top 0.1 0.01 per cent where MTR Top
0.1 0.01 per cent is computed using a simple average, (MTR at P99.9 + MTR at P99.99)/2.

Our marginal tax rates do not take into account social insurance contributions and local
income taxes. In Japan, since their introduction in the early 1950s, social insurance taxes
(for pensions and health insurance) have been determined as a fixed percentage of monthly
earnings up to a maximum amount of monthly earnings set by law. The cap on monthly
earnings has been set at around twice the average earnings of all insurers and revised
periodically to adjust for inflation.5® As a result, as in the USA, social insurance taxes
hardly affect the top 1 per cent wage income earners in Japan.

For local income taxes (municipal and prefectural taxes) in Japan, local governments
introduced a significant progressive income tax on the same income base as the national
income tax since 1950 (Ishi 2001). Although the share of local income taxes in total income
taxes (local and national combined) has grown over the 1950 2005 period, its progressivity
has declined (the highest statutory marginal tax rates for local income has declined from
18 per cent in 1950 to 13 per cent in 2005.6! Therefore, adding local MTRs to our national
MTRs would probably magnify the decline in the marginal tax rates for top wage income
earners in Japan during 1950 2005.62

In 2005, the share of local income taxes in total income taxes in Japan was 25 per cent,
while the share of local income taxes in total income taxes (federal and state combined) in
the USA is 22 per cent. The share of local income taxes in Japan is in fact comparable to the
tax of high tax states such as California or New York. In short, the inclusion of social
insurance contributions and local taxes would not affect our comparative analysis of Japan
and the United States.

59 In 2005, for example, for employment income over 10 million yen, 1.7 million yen plus 5% of the
employment income can be deducted from taxable income, reducing MTR by 5%.

60 See “Tsuiseki Nenkin Kaikaku (Pension Reform)’ published in Yomiuri Shimbun Online on 4
June 2004, at http://www.yomiuri.co.jp/atmoney/special/43/kaikaku53.htm and Kosei Hakusho
(White Paper on Health and Welfare) in 1965 available online at http://wwwhakusyo.mhlw.go.jp/
wpdocs/hpaz196501/b0163.html.

61 The data on local tax rates in Japan, 1950 2005, are available at http://www.soumu.go.jp/czaisei/
czaisei seido/ichiran06 h17.html.

62 See Moriguchi (2008) for MTR estimates incorporating local income taxes that confirms this
point.
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APPENDIX 3D: SENSITIVITY ANALYSIS USING
THE NSFIE DATA

The best available source for estimating the distribution of capital income by income group
is the National Survey of Family Income and Expenditure (NSFIE).63 NSFIE is conducted
once in every five years and covers over 50,000 households, one of the largest and most
comprehensive household surveys in Japan. Starting in 1979, the survey has reported the
holdings of various financial assets per household by income class in its savings and
liabilities section.®* We compute top income shares and their income composition using
NSFIE data, and compare these estimates with the income tax statistics estimates to evaluate
the impact of the capital income erosion on our top income shares series.

Individual-Unit Estimates for 1999

In 1999, the NSFIE statistics report tabulations by the size of the household head’s income
(in addition to tabulations by the size of total household income).6> We use these data to
estimate top income shares and the composition of capital income, using individual as the
unit of observation as in our series based on the income tax statistics. The NSFIE statistics
present, by the size of household head’s income, the average income of the household head
and the average amount of financial assets owned by all household members by asset types,
such as demand deposits, time deposits, insurance savings, securities (stocks, trust funds,
public and corporate bonds), and liabilities. In our analysis, we divide the assets into three
groups: (1) stocks, (2) returns on insurance policies, and (3) fixed claim assets net of
liabilities (containing all financial assets except stocks and insurance savings).

We convert the asset holdings into capital income, using total capital income from
personal income reported in National Accounts.’¢ For example, to estimate dividend
income, we take total dividends accrued to individuals from National Accounts and allocate
them across households in proportion to the distribution of stocks by income class reported
in the NSFIE. We then compute the share of each component in total income for top
income groups. In doing so, we assume that the NSFIE represents all Japanese households
and that all household assets reported in the survey belong to the household head. We make
these extreme assumptions to generate an upper bound on our estimates.

In Table 3.4, we compare our income tax statistics results (in Panel B) with the estimates
from the NSFIE (in Panel C) for the year 1999. Unlike income tax statistics, because NSFIE
uses a representative sample, it contains few observations at the very high end of income
distribution. As a result, we cannot provide accurate estimates for the top 0.1 per cent
group and above with the 1999 NSFIE data.

63 Statistics Bureau of Japan, National Survey of Family Income and Expenditure (Zenkoku Shohi
Jittai Chosa). For the reliability of NSFIE compared to other household surveys, see Takayama et al.
(1988).

64 We cannot use 1969 and 1974 NSIFE data, because the sample in these years excludes households
with professionals and managers.

65 Table 24, available online at http://www.stat.go.jp/english/data/zensho/1999/menu.htm.

66 As Hayashi, Ando, and Ferris (1988) demonstrate, capital income in the NSFIE is seriously
under reported and cannot be used. We thus use the asset holdings data to estimate capital income.
According to Takayama et al. (1988), NSFIE data on assets, including stocks and bonds, are fairly
accurate.
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Table 3D.1 Sensitivity analysis using the Japanese NSFIE data, 1979 1999

Fraction of Capital Income Component to Total Household Income

Income Income Net Interest  Dividend Returns on All Returns
Groups Share Income Income Insurance Policies on Liquid Assets
(1) (2) (3) 4) (5) (6) (3)+ (4)+(5)
1979

All 100.0% 6.2% 1.4% 3.0% 10.7%

Top 10 5% 8.8% 6.9% 2.2% 2.7% 11.8%

Top 5% 13.4% 8.4% 3.6% 2.5% 14.6%
1984

All 100.0% 8.0% 0.8% 3.5% 12.4%

Top 10 5% 9.0% 9.1% 1.5% 3.2% 13.8%

Top 5% 13.4% 10.5% 1.9% 2.9% 15.4%
1989

All 100.0% 7.4% 1.1% 5.2% 13.7%

Top 10 5% 9.0% 6.9% 1.4% 4.4% 12.6%

Top 5% 14.2% 5.8% 2.9% 4.2% 12.9%
1994

All 100.0% 6.4% 0.8% 4.5% 11.7%

Top 10 5% 9.1% 5.1% 1.0% 3.9% 9.9%

Top 5% 14.2% 4.1% 1.3% 3.3% 8.7%
1999

All 100.0% 1.9% 0.9% 4.3% 7.1%

Top 10 5% 9.3% 1.7% 0.7% 3.5% 6.0%

Top 5% 13.8% 1.7% 0.9% 3.1% 5.7%

Notes: Computations by authors based on the National Survey of Family Income and Expenditure; see Appendix 3D
for details.

In contrast to Table 3.4, Panel C, the NSFIE estimates above are based on the household (as opposed to individual)
unit.

Net interest income is estimated based on the holdings of bonds, deposits, and loan trusts, net of liabilities.
Dividend income is estimated based on stock holdings.

Returns on insurance policies are estimated based on the holdings of life and other insurance savings.

Estimates for above the top 5% groups are not available due to the problem of small sample and top coding in the
NSFIE data.

Household-Unit Estimates for 1979, 1984, 1989, 1994, and 1999

From 1979 to 1999, the NSFIE statistics present tabulations by the size of the total
household income (as opposed to household head’s income). We use these data to
compute top income shares and capital income composition, using household as the
unit of observation. Note that, because the income shares are no longer based on the
individual unit, the levels of the NSFIE estimates and the income tax statistics estimates are
not directly comparable.6” Instead, we can compare NSFIE estimates across years, using the

67 See Atkinson (2007b) for a discussion of the link between individual and family based income
shares.



166 Income Concentration in Japan, 1886—2005

1999 NSFIE estimates as a benchmark. We compute the share of three capital income
components in total income for top 5 per cent and 10 per cent income groups, using the
same methodology as described above. Because the brackets of the NSFIE tabulations in
earlier years are not as finely defined, the top bracket contains 2 per cent to 6 per cent of all
households. Due to small sample and top coding, we cannot provide accurate estimates
above the top 5 per cent groups with these data. The results are reported in Table 3D.1.
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