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(Box 2) Virtuous Cycle from Improvement in Corporate Profits to  

Business Fixed Investment 

 

This box examines in detail the fact that a virtuous 

cycle from income to spending has started to 

operate in the corporate sector. Specifically, it first 

describes why corporate profits have shown 

improvement that is firmer than a pick-up in 

economic activity and then explains that business 

fixed investment is highly likely to remain in a 

recovery phase, supported by firm improvement 

in profits. 

 

According to the Financial Statements Statistics of 

Corporations by Industry, Quarterly (FSSC), 

current profits for all industries and enterprises for 

the October-December quarter of 2020 improved 

for two consecutive quarters, somewhat 

exceeding those for the same quarter of 2019, 

which was prior to the pandemic (Chart B2-1). By 

industry, while such profits have shown notable 

improvement in the manufacturing industry, they 

also have recovered in the nonmanufacturing 

industry, other than face-to-face services. One of 

the reasons for the improvement in profits is a 

recovery in sales that reflects a pick-up in 

economic activity at home and abroad. It should 

be noted, however, that profits have been 

improving even at a faster pace than the sales 

recovery. This is largely attributable to the 

following two factors. 

 

The first factor is a substantial reduction in selling, 

general and administrative (SG&A) expenses -- 

such as social expenses, business travel 
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expenses, and advertising expenses -- due to 

firms actively making efforts to improve business 

efficiency as a result of the pandemic, particularly 

through canceling or cutting back on face-to-face 

sales activities and meetings (Chart B2-2). The 

reduction in SG&A expenses has contributed to 

improvement in corporate profits across a wide 

range of sectors, regardless of industry or firm 

size, and has pushed up profits for all industries 

and enterprises for April through December 2020 

by about 9 trillion yen from those for the same 

period of 2019 on a cumulative basis for the three 

quarters. This amount of increase is equivalent to 

over 10 percent of current profits for 2019 on an 

annual cumulative basis. 

 

As long as vigilance against COVID-19 continues, 

SG&A expenses are likely to remain restrained for 

the time being, mainly for social expenses and 

business travel expenses, and thereby underpin 

corporate profits. Thereafter, as COVID-19 

subsides, SG&A expenses are expected to 

increase again, reflecting a recovery in firms' 

sales activities that include face-to-face 

interaction. That said, it is also highly likely that 

firms will take this opportunity to continue to 

advance with the digitalization and streamlining of 

business processes, which are the management 

challenges they have faced even before the 

outbreak of COVID-19. Thus, it seems that some 

SG&A expenses will not completely return to the 

pre-pandemic level. For example, there are 

possibilities that some domestic and overseas 

business travel will be permanently replaced by 

remote interviews and other means, and that 

sales and other activities will increasingly be 

conducted online. If firms reallocate some portion 

of the budget for face-to-face activities to 
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proactive investment toward digitalization, this is 

expected to lead to a rise in productivity in the 

medium to long run, mainly through the effective 

use of cutting-edge technologies and in-house 

business resources. 

 

It should be noted that such a decline in SG&A 

expenses is inextricably linked to a drop in 

demand for business in the face-to-face services 

industry. For example, this can be explained by 

breaking down the total demand for eating and 

drinking, hotels, railway transport, and air 

transport (Chart B2-3). The breakdown shows 

that final demand (e.g., households' demand) 

accounts for more than half, whereas 

intermediate demand from the corporate sector 

accounts for 30-40 percent. From a 

macroeconomic perspective, the reduction in 

SG&A expenses underpins corporate profits, 

leading to lower break-even points. At the same 

time, however, the reduction also brings about a 

substantial decrease in sales in industries such as 

accommodations, eating and drinking, and 

transportation. Since the outbreak of COVID-19, 

the gap in business conditions and profits has 

been widening between the face-to-face services 

industry and other industries. This is largely 

attributable not only to a decline in household 

consumption, mainly of services, but also to firms' 

reduction in SG&A expenses. 

 

The second factor behind the improvement in 

corporate profits outpacing the sales recovery is 

an unprecedented scale of income transfers. 

These have been made from the government 

sector to the corporate sector, particularly small 

and medium-sized firms, through various 

0

5

10

15

20

25

30

E
a
tin

g
 a

n
d
 

d
rin

k
in

g

H
o
te

ls

A
d
v
e
rtis

in
g

R
a
ilw

a
y
 

tra
n
s
p
o
rt

A
ir 

tra
n
s
p
o
rt

Final demand
(e.g., household consumption)

Intermediate input for corporate sector

Source: Ministry of Internal Affairs and Communications.
Note: Based on the "Input-Output Tables for Japan" for 2015. "Intermediate input for 

corporate sector" consists of input for the intermediate sector and "consumption 
expenditure outside households." The percentage figures in the bars show the 

share of intermediate input in the total demand for a particular industry.

Chart B2-3: Demand for Face-to-Face
Services

tril. yen

32%

95%

37% 36%

28%

Outlook Report (Apr. 2021)



 

59 

measures to support firms, which have been 

implemented to date as part of the government's 

economic measures.  Since the accounting 

treatment of financial aid through these support 

measures -- such as subsidies for sustaining 

businesses, employment adjustment subsidies, 

rent assistance subsidies, and subsidies for firms 

that complied with the requests to shorten 

operating hours -- varies across firms, it is difficult 

to precisely gauge the amount of these subsidies 

from firms' financial data. That said, in the FSSC, 

the effects of these subsidies can be seen mainly 

in the form of an increase in non-operating profits, 

a decrease in personnel expenses, and a 

reduction in costs. In particular, non-operating 

profits of small and medium-sized firms have 

increased clearly, mainly in industries that have 

been hit substantially by COVID-19, such as 

services, and it is highly likely that this is 

attributable to the provision of the aforementioned 

various subsidies (Chart B2-4). 

 

Such improvement in corporate profits -- 

particularly the portion derived from the sales 

recovery and the streamlined expenses -- has 

contributed to the recent pick-up in business fixed 

investment, coupled with improvement in export 

conditions and with accommodative domestic 

financial conditions, as seen in financial 

institutions' active lending stance. Regarding the 

provision of various subsidies for industries and 

firms facing deteriorated business conditions as a 

result of COVID-19, there seem to be few cases 

where this has directly led to proactive business 

fixed investment, but it is likely that the provision 

has been effective in underpinning their 

investment to some extent. 
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In fact, taking a detailed look at leading indicators 

of business fixed investment by industry, a 

pick-up in such investment has been evident not 

only in the manufacturing industry but also in the 

nonmanufacturing industry, other than 

face-to-face services (Charts B2-5 and B2-6). 

With regard to machinery investment, firms in the 

telecommunications industry have been taking an 

active stance toward investment to expand base 

stations and promote the spread of 5G networks, 

given the increased data traffic that reflects 

digitalization and an expansion in online 

consumption. In addition, with labor shortage 

continuing against the background of, for example, 

a steady increase in public investment, firms in 

the construction industry have been focusing on 

labor-saving investment, such as purchases of 

construction machinery equipped with information 

and communication technology (ICT). Turning to 

construction investment, some firms have been 

continuing to newly build or upgrade logistics 

facilities (warehouses) for e-commerce, and firms 

in the real estate industry have been steadily 

proceeding with urban redevelopment projects in 

view of the post-COVID-19 era. On the other 

hand, machinery investment in railway vehicles 

and aircraft by the transportation industry and 

construction investment by the accommodations 

as well as eating and drinking industry are likely to 

remain sluggish for a prolonged period. That said, 

these industries are labor intensive on the whole, 

and their share in overall business fixed 

investment accounts for only around 10 percent 

(Chart B2-7). 

 

As for the outlook, a virtuous cycle from corporate 
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continue operating with a sharp decrease in firms' 
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medium- to long-term growth expectations being 

avoided and accommodative financial conditions 

being maintained (Chart B2-8). This can be 

confirmed by estimating simple functions using 

the ratio of investment to cash flow as the 

dependent variable and (1) Japan's expected 

growth rate of firms, (2) capital costs, and (3) 

adjustment pressure on capital stock as 

explanatory variables (Charts B2-9 and B2-10). 

The simulation results based on the estimated 

parameters suggest that the adjustment phase 

due to the impact of COVID-19 will come to an 

end sooner or later and business fixed investment 

will turn to an increase (Chart B2-11). 

 

Toward the end of the projection period of the 

Outlook Report, business fixed investment is 

likely to slow its pace of increase, mainly because 

adjustment pressure on capital stock is projected 

to accumulate. However, as mentioned earlier, 

digitalization is expected to accelerate 

simultaneously with the reduction in SG&A 

expenses, and thus the shares of IT-related 

investment (including software investment) and 

R&D investment in overall business fixed 

investment are likely to increase further (Chart 

B2-12). Given that the depreciation rates of 

IT-related and R&D investments are high, the 

level of business fixed investment that is 

necessary to maintain the same level of capital 

stock will be higher than before (i.e., adjustment 

pressure on capital stock will be smaller with the 

same amount of business fixed investment). 

Therefore, taking also into account that business 

fixed investment that is necessary in the medium 

to long run, such as investment to address 

environmental issues, will increase, it is unlikely 

that adjustment pressure on capital stock will be 
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where     Real business fixed investment
    Real capital stock,     Potential growth rate
    HP trend of depreciation rate,      Real cash flow
  
   Expected growth rate,     Capital costs

  denotes the chg. from the previous year.
  and   are assumed to follow an Almon lag structure.

Note: Nominal cash flow = consumption of fixed capital + (operating surplus + net 
property income) / 2. Real cash flow = nominal cash flow / GDP deflator. The ratio 
of investment to cash flow is calculated using the trend-cycle component of real 
business fixed investment and real cash flow. Capital costs = long-term interest rate 

- medium- to long-term inflation expectations + depreciation rate. The expected 
growth rate is the forecast of Japan's real economic growth rate over the next three 
years in the "Annual Survey of Corporate Behavior."
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so significant as to cause a decline in business 

fixed investment, even at the end of the projection 

period. 
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