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Abstract: Discussion of how to develop a modern tax system is important for the Chinese government with China’s
urbanization and economic development and with the enlarged income gap among its population. This paper explores the
strengths and weaknesses of China’s tax system by applying the criteria that scholars use in judging revenue sources. The
existing Chinese tax system is regressive, complex, and lacks revenue adequacy. To correct its weaknesses, several tax
reform recommendations are made. This includes broadening individual income tax among top income individuals and
expanding the circle gradually, expanding consumption tax, and eliminating unnecessary preferential tax treatments in all
taxes.
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ax systems are critical for the functions of any
nation. Although discussions of the need to
develop modern income tax systems are often
overshadowed by other policy discussions in lessdeveloped countries (LDC) (Qian, 2004), the
importance of addressing revenue issues comes to light
with their economic development and the with the need
to provide more public services.
This paper explores the merits and
weaknesses of China’s tax system. The discussion of
China’s tax system is particularly necessary at this time
for two reasons. First, given its great economic
achievements and its enlarged income gap, a tax system
should play an important role in redistributing the gains
from economic growth and in redistributing income.
Second, with China’s urbanization and
economic development, there has been an everincreasing demand for public goods and services–health
care,
roads,
public
education,
infrastructure
development, ‘safety net” programs for millions of the
less fortunate, and old-age insurance for over a hundred
million aging farmers. All of these services will require
substantial amounts of revenue. Yet, the current tax
revenue in China is about 18% of its GDP and is not
able to generate the needed amount of revenue (Qian,
2004). The existing Chinese tax revenue system relies
heavily on indirect taxes such as value-added tax
(VAT), business tax, and tax on specific consumption
goods. With the rapid increase of personal income and
top-earners, personal income tax, which has a high taxincome elasticity, can produce more revenue to deliver
services.
In order to explore the merits and weaknesses
of China’s tax system, this paper has three sections. In
the first section, the author will discuss the criteria that
scholars use in judging tax revenue sources. In the
second section, the author will apply these criteria to
China’s taxation system. The paper ends highlighting
several policy recommendations.
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Taxation Evaluation Criteria
In The Wealth of Nation, Adam Smith (1937) identified
four basic requirements for a good tax system:
•

•

•
•

Equality. Every subject of a state should contribute
to support government by paying a tax that is in
proportion to his/her respective abilities. Tax thus
designed leads to an equitable distribution of the
cost of supporting the government.
Certainty. Taxpayers should know when, where,
and how much tax a subject needs to pay. These
issues should not be arbitrary. They need to be
clear and plain to all the taxpayers.
Convenience. A tax should be levied at the time
that is most convenient for taxpayers.
Economy. A tax should have minimum compliance
and administrative costs so as to generate
maximum level of revenue for government.

Consistent with Adam Smith’s tax principles,
contemporary taxation scholars use the following major
criteria to evaluate a tax: equity, collectability, revenue
adequacy, and economic effect.
Equity takes two different approaches. One is
the benefit-received principle. That is, the amount of tax
should be based on the level of the service a taxpayer
receives. Though this approach is appealing and goes
well with the free market system, its application in the
public sector is limited for two reasons. First, many
public services and programs such as national defense,
roads, highways, and public health are public goods.
The benefit is spread to the entire community, and nonpayers cannot be excluded from using the services.
Second, government needs to perform a redistribution
function, which defies the benefit-received principle
(Mikesell, 2003).
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The equity principle that is often used is the
ability to pay. That is, the amount of tax should be
based on one’s ability just as Smith stated. There is
vertical equity and horizontal equity. The former
requires that individuals with different situations be
treated differently. Those with a higher ability to pay
should pay a higher percentage of their income in tax.
Such a tax is also referred to as a progressive tax. If a
tax takes away a higher proportion of the income of the
poor than of the rich, it is called a regressive tax.
Horizontal equity means that individuals in the same
economic circumstances should be treated similarly
(Mikesell, 2003).
The second major criterion is adequacy of
revenue production. Since the major purpose of
taxation is to generate revenue for the government, a
good tax system is one that can bring in a meaningful
amount of revenue “at socially acceptable rates”
(Mikesell, 2003, 297). Adequacy usually is determined
both by the tax base and the tax rates. The broader the
tax base, the more revenue a tax will produce. A higher
tax rate does not always produce more tax revenue. The
so-called Laffer curve—popularized and promoted by
economist Author Laffer—states that to a certain point,
when the effective tax rate is perceived to be too high, it
will generate less, not more, tax revenue because it will
discourage taxpayers’ incentive to work and thus reduce
that tax base.
Revenue adequacy is also measured in terms
of its responsiveness or tax-income elasticity. During
economic expansion periods, demand for government
services increases significantly. For some taxes, revenue
increases more rapidly than income. In this case,
revenue elasticity or the elasticity of the tax base with
respect to income—also referred to as tax-income
elasticity—is bigger than 1 (Mikesell, 2003). A term
that Vording (1997) uses to describe this relationship is
“positive fiscal dividend” (p. 100). For taxes whose taxincome elasticity is smaller than 1, negative fiscal
dividend is produced. To meet increasing service
demands, it is better to design a tax system that has high
tax-income elasticity (Mikesell, 2003) or positive fiscal
dividends. According to ACIR (1977), personal income
tax has the highest tax-income elasticity with the median
of 1.75. The corporate income tax median ratio is 1.1,
and the general sales tax median ratio is 1. Median
property tax-income elasticity is only .87 and other
selective sales taxes, such as motor-fuel tax and tobacco
tax, are even lower.
The third taxation evaluation criterion is
collectability. A tax should incur minimum
administrative and compliance costs. “Revenues used in
the collection of revenue provide no net service to
society” (Mikesell, 2003, p. 301). Of the two types of
costs, administrative and compliance, the former is the
cost to run the tax collecting agencies and the latter is
the cost that taxpayers bear in terms of time and money
spent in keeping records and hiring tax attorneys. A
simple tax, without tax preferences and with a single tax
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rate, is easy to collect and comply. However, modern
taxes are rarely made simple. Governments often use tax
breaks to achieve a wide range of policy goals.
Another major taxation evaluation criterion is
economic neutrality. This criterion states that a tax
should be neutral. It should not generate behavioral
distortion in the marketplace if we believe in its
efficiency. If the distortion cannot be not avoided, it
should be kept to a minimum (Mikesell, 2003). Modern
taxes can rarely remain neutral. Their efficiency effects
are subtle and difficult to assess. They affect people’s
decisions concerning work, savings, education,
consumptions, investments, or marriage and divorces
(Stiglitz, 1988). The more tax breaks, the more
distortion. The higher the tax rate, the more distortion
there is.
In the following sections, the author will use
these criteria to evaluate Chinese tax systems. The
discussion will start with several major taxes and then
move to the entire tax system. The evaluation of each
major tax and the evaluation of the tax system as a
whole are complementary. The former will reveal the
strengths and weaknesses of each major tax. The latter
will provide us with a whole picture of the tax systems.
China’s Tax Systems
The current Chinese tax system was established in 1994
with the Tax System Reform Act, an effort to bring the
tax system in alignment with the market system
(Vording, 1997). Only a few modifications have been
made since then. The current tax system has 25 types of
taxes. They can be classified into eight categories:
1.

2.

3.
4.
5.

6.

7.

Turnover taxes: This includes three types of taxes:
value-added tax, consumption tax, and business tax.
These levies are normally based on the turnover or
sales of the taxpayers in the manufacturing,
circulation, or service sectors.
Income tax: This includes both tax on businesses
(either state-owned enterprises, privately owned,
collectively-owned, or foreign enterprises) and
individual income tax.
Resources taxes: This includes resource tax and
urban and township land use tax. Resources taxes
are applicable to the users of urban township land.
Property taxes: This includes house property tax
and urban real estate tax.
Tax for special purposes: This includes city
maintenance and construction tax, fixed asset
investment orientation regulation tax and land
appreciation, and farmland occupation tax. They
are collected for special regulatory purposes.
Behavior taxes: This includes a wide range of
taxes such as vehicle and vessel tax, vehicle and
vessel usage license plate tax, stamp tax, deed tax,
and banquet tax.
Agriculture taxes: This includes agriculture tax and
animal husbandry tax, both of which are being
eliminated in many provinces (Xing, 2005).
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8.

Customer duties: These are imposed on the goods
and articles imported into the People’s Republic of
China. (“Overview of China’s Tax System”)

China’s tax system is highly centralized. All
the tax laws are passed by the central government.
Local governments only have those tax powers that are
delegated from the central government. Tax revenue can
be classified into central tax revenue, local tax revenue,
and tax revenue shared between the central and local
governments. About 70% of tax revenue goes to the
central government (see Table 1). “Taxes are designated
to be local if their revenues are accrued exclusively to
the local governments.” (Fulton, Li, and Xu, 1998, p.
13). Central tax revenue includes domestic consumption
tax, customs duties, VAT, and consumption tax
collected by Customs on behalf of the central
government. Local tax revenue includes individual
income tax, city and township land use tax, farmland
occupation tax, fixed assets investment orientation
regulation tax, land appreciation tax, house property tax,
urban real estate tax, inheritance tax (not yet legislated),
vehicle and vessel usage tax, vehicle and vessel usage
license plate tax, deed tax, slaughter tax, banquet tax,
agriculture tax and animal husbandry tax, and local
surtaxes (“Overview of China’s Taxation”).
Central and local governments share several
tax revenues: domestic VAT (75% goes to the central
government, and 25% goes to the local government);
business tax; enterprise income tax; income tax on
enterprises with foreign investment and foreign
enterprises; resource tax; city maintenance and
construction tax; and stamp tax (“Overview of China’s
Taxation”).
The 1994 tax reform set up an indirect
taxation system with VAT as the core and business and
consumption taxes as the accessories. At the same time,
more weight was given to the direct tax on enterprise
income and individual income. Table 1 shows the
amount of revenue that each of the major taxes
generates and its share of the total during the years
1995-2005. VAT has been the largest tax revenue
generator, but over the years its and consumption tax’s
share have declined. The share of income tax (enterprise
business income, foreign enterprise income tax, and
personal income tax) is still small but has been growing.
Evaluation of China’s Major Taxes
In this section, the above discussed criteria will be
applied to several major taxes. They are VAT, business
tax, consumption tax, enterprise income tax, and
individual income tax.
VAT
Before the 1994 tax reform, VAT was applied only to a
few select items. The reform expanded the tax base by
applying “to all individuals and entities that are engaged
in the sales of goods in China, the provision of repair or
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processing services in China, or the importation of
goods into China” (Fulton, Li, and Xu, 1998, p. 18).
VAT is widely used in the world. While retail sales tax
such as the one used in the U.S. applies tax to the final
stage of the production-distribution process, VAT
applies tax to the added value of production in each
stage. While both retail sale tax and VAT have the same
broad tax base in theory, the VAT system does a better
job of collecting revenue, since retail sales tax puts all
tax eggs in one basket (e.g. the final stage) while VAT
can collect at least some of it (Mikesell, 2007). Besides
its revenue adequacy, VAT has another advantage in
terms of its collectability. Businesses have to keep and
present their documented receipts to prove the amount
of tax they have paid in order to get a tax refund. Thus,
VAT has a high level of compliance.
In terms of equity, since VAT is a tax on
consumption, it tends to be regressive just like the
general retail tax used in the U.S. This flat tax rate takes
away a higher percentage of income from low-income
families than from the high-income families. Thus it
imposes a higher burden on the lower income families.
What about its economic impact? There are
two types of VAT. One is production-oriented, and the
other is consumption-oriented. The one China uses is
production-oriented, which taxes the fixed assets
producers buy. Business cannot claim tax deductions for
purchases of fixed assets such as equipment and
machinery. Industrialized nations use the consumptiontype, in which tax paid for fixed-assets is deductible.
The consumption-type is more neutral in its impact on
market behaviors. It does not distort any choice of
production. Production-oriented VAT has negative
economic impact. It hinders business’ technological
advancements and investments.
In July 2004, China started an experiment to
convert its VAT in the northwest of the country to the
consumption-oriented tax to “invigorate its so-called
rust belt” (“China says its experiment with VAT reform
well underway”) by encouraging investment in
machinery and equipment and phasing out outdated
equipment. The reform would be extended to other
parts of the country in subsequent years. The downside
of this conversion is revenue decline, as the
consumption-based VAT has a narrower tax base. But
Xie Xuren, the head of the State Administration of
Taxation, stated that reform will stimulate enterprise
investment, optimize industrial structure, and enhance
competitiveness of Chinese enterprises. Thus, in the
long run, economic growth will result in more tax
revenue.
Another issue with VAT related to economic
impact is its rate. The common rate for VAT is less than
20%. The current VAT rate in China is 17%. Wang (no
date) argued that since China’s VAT is a productiontype, the 17% is equivalent to 23% of consumptionbased VAT. Therefore, VAT’s rate should be reduced.
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Table 1. China’s Tax Revenues in Selected Years (in 100 million Yuan)

Total
Tax/GDP*
Central Gov Tax
State/local tax
VAT

1995
5,973.70
9.63%
4,376.90
1,596.80
3,038.60

1997
8,225.50
10.70%
5,628.20
2,597.30
3,910.00

1999
10,315.00
12.09%
7,002.90
3,312.10
5,032.10

2001
15,165.50
15.04%
10,194.30
4,716.30
7,090.80

2002
16,996.60
16.61 %
11,324.30
5,308.70
8,141.20

2003
20,466.10
17.53%
13,688.20
6,303.60
10,096.30

2004
25,718.00
18.84%
17,854.30
7,863.70
12,588.90

2005
30,865.83
N/A
21,334.49
9,531.34
10,698.29

Consumption tax
Business tax
Enterprise income tax
Foreign enterprise tax

566.00
869.40
753.10
74.20

715.10
1,353.40
931.70
143.10

854.60
1,696.50
1,009.40
217.80

946.20
2,084.70
2,121.90
512.60

1,072.50
2,467.60
1,972.60
616.00

1,221.70
2,868.90
2,342.20
705.40

1,550.50
3,583.50
3,141.70
932.50

1,634.31
4,231.42
4,363.13
1,147.69

Individual Income tax
Resource tax
Fixed Assets
Investment-oriented
adj
City maintenance &
Construct tax
Property tax
Stamp tax
Urban land use tax
Land appreciation tax
Vehicle & Vessel
Usage Tax
Vehicle purchasing
tax
Other taxes

131.50
55.10
53.60

259.90
56.60
78.30

414.30
62.90
130.50

996.00
67.10
15.60

1,211.10
75.10
8.00

1,417.30
83.10
4.80

1,737.10
99.10
3.40

2,093.91
142.63
-

212.10

272.30

315.30

384.40

470.90

550.00

674.00

796.02

81.70
46.80
33.60
0.30
13.40

123.90
266.30
44.00
2.50
17.20

183.50
282.30
59.10
6.80
20.90

228.60
337.00
66.20
10.30
24.60

282.40
179.40
76.80
20.50
28.90

323.90
215.00
91.60
37.30
32.20

366.30
290.20
106.20
75.10
35.60

435.90
226.75
137.33
140.02
38.89

.

.

.

254.80

363.50

474.30

533.90

557.62

44.30

51.10

29.00

24.80

9.90

2.30

-

1.85

Share of total tax revenue by source (%)
1995
1997
1999
2001
73.27
68.42%
67.89
70.52%
26.73
31.58%
32.11
29.48%
50.87
47.54%
48.78
48.55%
9.47
8.69%
8.29
6.93%
14.55
16.45%
16.45
14.89%
12.61
11.33%
9.79
11.41%
1.24
1.74%
2.11
2.57%

2002
66.63%
31.23%
47.90%
6.31%
14.52%
11.61%
3.62%

2003
66.88%
30.80%
49.33%
5.97%
14.02%
11.44%
3.45%

2004
69.42%
30.58%
48.95%
6.03%
13.93%
12.22%
3.63%

2005
69.12%
30.88%
34.66%
5.29%
13.71%
14.14%
3.72%

2.20
0.92
0.90

3.16%
0.69%
0.95%

4.02
0.61
1.27

5.21%
0.50%
0.36%

7.13%
0.44%
0.05%

6.93%
0.41%
0.02%

6.75%
0.39%
0.01%

6.78%
0.46%
0.00%

3.55

3.31

3.06

2.78%

2.77%

2.69%

2.62%

2.58%

1.37

1.51%

1.78%

1.65%

1.66%

1.58%

1.42%

1.41%

Central Gov Tax
State/local tax
VAT
Consumption tax
Business tax
Enterprise income tax
Foreign enterprise
income tax
Individual Income tax
Resource tax
Fixed Assets
Investment-oriented
adj tax
City maintenance &
Construct tax
Property tax

Sources: “Tax Revenue Statistics” State Administration of Taxation http://www.chinatax.gov.cn/data.jsp
* The ratios for 1995-2004 are from “Research on taxation that can promote employment.”
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Central and local governments shared several
tax revenues; domestic VAT (75% goes to the central
government, and 25% goes to the local government);
business tax; enterprise income tax; income tax on
enterprises with foreign investment and foreign
enterprises; resource tax; city maintenance and
construction tax; and stamp tax. (“Overview of China’s
Taxation”)
The 1994 tax reform set up an indirect taxation
system with VAT as the core and business and
consumption taxes as the accessories. At the same time,
more weight was given to the direct tax on enterprise
income and individual income. Table 1 shows the amount
of revenue that each of the major taxes generates and their
share of the total during the years 1995 to 2005. VAT has
been the largest tax revenue generator, but over the years
its and consumption tax’s shares have declined. The share
of income tax (enterprise business income, foreign
enterprise income tax, and personal income tax) is still
small but has been growing.
Business Tax and Consumption Tax
Business tax is a levy on revenues from service industries,
including communications, transaction, construction,
financial and insurance businesses, post and telecommunications, culture and sports, entertainment,
services, transfer of intangible assets, and sales of
immovable properties. While VAT provides credits for
taxes paid on business inputs, business taxes do not. Tax
liabilities are based on the gross business turnover, not the
net profit. Rates range from 3% for transportation,
construction, and postal communications to 5% for
services, transfer of intangible assets, and sales of
immovable properties. Tax rates for entertainment runs
from 5% to 20% (“Overview of China’s Taxation”).
While this tax base is more limited compared with VAT,
its economic impact is not a concern. The long list of
exemptions from the tax hinders its enforcement. Who
bears the business tax burden is not certain. Though the
producers pay the tax, the tax burden can be shifted
forward to consumers or backward to workers or to the
shareholders. If the first two cases are true, then the tax is
a regressive tax. If the last case is true, it is a progressive
tax. The same analysis of tax burden applies to corporate
income taxes.
Consumption tax is an excise tax applied to
certain luxury goods and goods made of exhaustible
resources, or goods that are not beneficial to human health
or social ecology. This rate varies from 3% to 45%.
Consumption tax is levied in addition to VAT. Taxable
commodities include tobacco, liquor, fireworks,
firecrackers, gasoline, diesel, tires, motorcycles, and
automobiles (Fultion, Li, and Xu, 1998). From April 1,
2006, consumption taxes were applied to luxury goods
including yachts, golf balls and clubs, high-end watches,
wooden disposable chopsticks, and wooden floors. More
oil products will be subject to consumption taxation. At
the same time, the consumption tax will be removed from
shampoo, hair conditioners, and skin moisturizers that
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middle–income families often use. According to the
Chinese Central Government official web portal, “Our
country made significant adjustment to consumption items
and rates” (March 3, 2006).
The consumption tax levied in China has a
limited tax base. Revenue growth is slow because its
specific set rates cannot capture the economic growth.
Substantial revenue increases require a change in statutory
rates and bases. It took twelve years for China to adjust
its consumption tax for the first time since the tax was
levied. On the other hand, China’s luxury goods market is
big and is growing. It is the world’s third largest and will
grow by 20% in the coming three years. The sales volume
is expected to top $11.5 billion by 2015 (Tang, 2005). So
if China’s government wants to expand its consumption
tax, it can do so.
In terms of collectability, consumption tax
imposes a higher collection cost than the general retail
sales tax and VAT, because the tax is applied to specific
items. When consumption tax is applied to luxury goods,
it is a progressive tax. But taxing tobacco and liquor
makes the tax regressive since low-income individuals
tend to consume more the tobacco and liquor. In terms of
economic effect, it is obvious that the consumption tax is
designed to influence people’s behaviors in the
marketplace.
Enterprise Income Tax
The 1994 tax reform law created two different types of
corporate income taxes: enterprise income tax that is
applied to domestic enterprises, and income tax on
enterprises with foreign investment and foreign
enterprises. Thus, there are two sets of tax rules, with
different rates and incentives, for domestic and overseasfunded enterprises. The latter is given much more
preferential treatment in term of tax exemptions, tax
reductions, and lower effective tax rates. Actual income
tax rates have remained 14% for overseas-funded
businesses, as compared with 24% for domestic
enterprises (Xinhua News Agency, 2006).
When judged by the major taxation evaluation
criteria, the corporate income tax has the following
strengths and weaknesses: It has a positive fiscal dividend
as its tax revenue is responsive to economic growth. The
most important equity concern is the preferential
treatment given to overseas enterprises. The preferential
treatment intended to attract foreign investment, which
has been successful (“China to unify corporate income
tax,” 2005). But these policies have also had a negative
impact on China’s economic development. First, they
encourage foreign investment to focus on short-term and
small projects with a short input-output time period, lower
capital requirements, and quick returns in service and light
industries, not in the high technology and infrastructure
industry. Second, they have put domestic enterprises in
unfair and less advantageous positions to compete (Yin
and An, 1998).
According to official Chinese statistics, in
2004 foreign firms’ profits soared by 25.5% to 345.5
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billion yuan. Yet the top 100 foreign businesses paid
virtually the same level of tax of 62.78 billion yuan (U.S.
$7.74 billion). This is in contrast to the country’s doubledigit growth in overall tax revenue in 2004. It is also in
contrast to the fact that corporate income tax collected
from domestic enterprises increased by one third to
$314.2 billion from the previous year. As market-oriented
reform has realigned the Chinese economy with
international standards, favorable tax treatment for foreign
enterprises is less justifiable. The Chinese government
announced a unification of income tax on businesses
(“China to unify corporate income tax,” 2005). The
various exemptions to different businesses also make the
tax system complex and hard to enforce.
Individual Income Tax
Individual income tax applies to those who “are domiciled
in China, reside in China, or derive income from Chinese
sources” (Fulton, Li, and Xu, 1998, p. 15). They include
both Chinese citizens with their household registration in
China or foreigners who reside in China or earn income in
China. China’s individual income tax has a narrow tax
base. Income is classified into different categories
according to the nature of the income: wages and salaries,
remuneration for personal services, rents, royalties,
interest and dividend income, capital gains and incidental
income, and other income. The rates for different
categories are different and the tax liability is computed
and taxed separately (Fulton, Li, and Xu, 1998). Different
withdraw methods are used for different types of income.
Wages are taxed on a monthly basis. Other income is on
an annual basis. Wages are taxed at a nine-level
progressive rate ranging from 5% to 45% after a 1,500
yuan deduction. The income from businesses, contracts or
leasing is taxed at a five-level progressive rate ranging
from 5% to 35% after deductions of related costs,
expenses and losses. All others are taxed a flat rate
(“Overview of China’s Taxation”).
Individual income tax, particularly the wages,
salaries, and income from businesses, contracts and leases,
is a progressive tax. Those who have more financial
means are taxed more. Other segments are not. In
practice, tax collected by schedule reduces its
progressiveness for two reasons. First, taxing wages and
salaries on a monthly basis does not allow an individual’s
annual taxable income as a single sum for tax purposes.
Second, some taxpayers, especially the rich, can easily
manipulate different types of income and transfer one type
of income into another to evade taxes.
In terms of revenue adequacy, China’s
individual income tax has a narrow base. The tax is still
an elite tax, not a mass tax. As indicated in Table 2, the
share of personal individual income tax is still low but has
grown over the years. With economic development and
the rapid increase of average income, individual income is
a big potential source of tax revenue. Individual income
tax with its schedular1 nature is complex for collection
purposes. In addition, many exemptions in the tax not
only undermine the tax base, but also make enforcement
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difficult. The withholding system and banking
information systems are not fully established in China.
China has a long way to go to make its individual income
tax system comparable to those used in developed nations.
In terms of economic impact, since it is not a major tax, its
impact on the market place has not been a concern. But it
can cause significant concern when its share increases.
Evaluation: China’s Taxation as a Whole
After briefly evaluating each of the major taxes, let’s put
everything together and take a look at the whole system.
Since China has a central tax system, evaluating the
system as a whole is meaningful.
Equity
In terms of equity, China’s system tends to be regressive
for three reasons. First, it relies heavily on VAT, business
tax, and enterprise income tax. All of these might shift the
tax burden to consumers. When consumers bear the tax
burden, taxes take a larger share of income from lowincome families than from high-income families. In
industrialized nations, direct taxes, particularly individual
income tax with its various brackets, are used to achieve
progressiveness in the tax system. But this share in
China’s tax system is still very small. So is tax on luxury
goods. Second, the existing tax system has created and
maintained regional inequity. Since the system assigns
more income-elastic taxes to provincial and local
governments, the coastal regions that have had the
greatest prosperity from the economic reform reap more
tax revenue than the less developed area where there is
more need for public and social services. Another aspect
of inequity in China’s tax system is the different treatment
of domestic enterprises and oversees enterprises.
Regressiveness of the tax system is an even
bigger concern when we consider the ever-enlarging gap
between the rich and poor that comes with economic
development. For instance, the top 10% income share
rose from 17% of GDP in 1986 to almost 26% in 2001
(Qian, 2004). Yet, their tax share remains small.
According to many economists, China’s rich bear the
smallest tax burden in the world.
Revenue Adequacy
In terms of revenue adequacy, according to Xie Xu Ren,
the director of China’s State Administration of Taxation,
China tax revenue has grown rapidly at an annual rate of
19.5% during 2000-2005. Nationwide annual tax revenue
was over 1,500 billion yuan in 2001, over 2,000 billion in
2003, over 2,500 billion in 2004, and 3,086.6 billion in
2005. For the past five years, tax revenues, except tariff
and agriculture tax, totaled 10,921.7 billion yuan (“State
Propaganda Department and other departments held joint
trend reporting press”).
As a matter of fact, Wang (no date) showed
that tax growth has surpassed GDP growth, and its
elasticity in China has been larger than during 19972000.2 Three factors contributed to these abnormal
increases. The first was sustained economic development,
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which contributed to 55.2% of the tax revenue increase
during 1998-2001. The second factor was tax policy
changes. Some preferential tax treatments given to foreign
enterprises and joint venture enterprises affiliated with
schools expired. This explains 19.2% of the tax revenue
increase. The third factor was rigorous tax enforcement
and management. The central government called for
“strengthening administration, blocking loopholes,
penalizing corruption and rectifying arrears.” This
principle was strictly carried out at all levels of
government. The result was a 25.6% increase in tax
revenue (Wang, no date). Wang (no date) stated that
given the current Chinese tax structure, in which tax on
sales and services predominates, this tax growth is
abnormal. This growth comes from “a policy of tax
increase’ (p. 7) not from a tax structure that has built-in
positive feasible dividends, which will be further
explained shortly.
When measured in terms of percentage of its
GDP, the revenue adequacy of China’s tax system is a
concern. The tax/GDP ratio has declined from 39% in
1978 to 10% in 1994 and then bounced back to 18% in
2004. The low tax/GDP ratio is normal for developing
nations (Xu, 1998). While China’s 18% was the highest
among the developing countries, it is still much lower than
industrial nations that collect 30-40% of GDP in taxes.
“Economic development and social stability require strong
public finance” (Brean, 1998, p. 47). To meet this
challenge, Brean (1998) suggested, among other things,
improving the coverage and compliance of the Value
Added Tax and diversifying the individual income tax.
Economists agree that indirect taxes such as
VAT, retail sales tax, or consumption tax produce a
negative fiscal dividend. That means the share of taxes in
GDP will decline as GDP increases. When people become
rich, they tend to save more. Their spending, even if it
increases in dollar amounts, will become a smaller
proportion of their income. Consumption tax on selected
luxury commodities can contribute to a positive fiscal
dividend. Income taxes produce a positive fiscal dividend.
As income goes up, tax payments will increase.
Therefore, countries with a negative fiscal dividend, like
China, cannot ensure increasing tax revenue (in
percentage of GNP) without constantly increasing tax
rates and introducing new taxes. On the other hand,
countries with a positive fiscal dividend, such as most
Western countries, can keep their tax revenue intact and
still reduce tax rates. From this perspective, there is a clear
relationship between accomplishing fairness in taxation,
budgetary revenues, and tax policy. It is necessary to tax
China’s new prosperity effectively (Vording, 1997).
China’s individual income taxation is a good
candidate for this change. Facing the increased gap
between the rich and poor, China’s leadership has
promised to reduce income inequality by means of the
personal income tax. While the amount of personal
income tax is small, it has rapidly increased in the past
decade and has moved ahead of consumption tax since
2001. However, like other developing nations, China’s
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personal income tax is applied only to high-income people
at a high rate. For it to fully show a positive fiscal
dividend, its tax base needs to be expanded. To do so, the
tax would have to be transformed from a “class tax” to a
“mass tax.” This would hurt common people and reduce
equity. So turning personal income tax into a “mass tax”
is not a good option in the near future (Vording, 1997).
What can be done is to expand the tax among top earners
and reduce the tax burden for low-income individuals by
raising the value of the standard deduction and adding
some other deductions to favor low-income families (Cao,
1998). At a certain point in the far future, the income tax
can be applied to the general population.
The second suggestion is to expand
consumption tax, particularly the luxury tax. The Chinese
spend a great deal on durable goods such as houses and
cars. Tax should be levied on these durable goods. When
sales tax is applied to specific commodities such as luxury
commodities, it may do more to achieve a fair distribution
of the tax burden than personal income tax as it functions
now. The current scope of the consumption tax is too
narrow to fully bring out its role of income distribution
adjustment. It should be further broadened.
Economic Impact
In terms of its economic impact, China’s tax system has
not suffered as many criticisms as the tax system in the
U.S. The major reason is its relative small tax/GDP share
and the relatively low rates for most of China’s taxes. The
major exception is China’s production-oriented VAT. As
the experiment to convert it into consumption-based VAT
is underway, this flaw should be corrected. In its tax
reform, China should avoid overusing tax breaks in any
tax, since these will sooner or later distort people’s
behaviors. China should also keep any of its tax rates
reasonable. Any tax, when overtaxed, will have
undesirable consequences.
Collectablity
The collectability of China’s tax system is a concern. This
is due to problems in the system’s design, as well as
inefficient and weak administration. The 1994 reform
made the current tax system simpler and more
standardized than before the reform (Yin and An, 1998).
But it by no means lacks complexity. The schedular
personal income tax is a good illustration. In addition,
every tax has a long line of exemptions and preferential
treatments. In recent years, to deal with the large number
of unemployed workers from state-owned enterprises, the
government authorized and implemented various tax
preferences (either exemptions or reduced tax rates) to the
self-employed and to those who hired a certain number of
the unemployed (State Administration of Taxation,
Department of Labor, and Department of Social Security,
no date; Finance Department of China and State Taxation
Administration, 2002).
The complexity of the tax structure, inefficient
tax administration, and the Chinese cash economy has
resulted in severe tax losses. The area that has the most
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severe tax loss is income tax. In recent years, many of
China’s rich, such as entertainment stars, have been
caught in scandals of tax evasion. According to the No. 4
Report of China’s National Audit Office (CNAO) (2004),
tax losses among the 788 enterprises that it audited were
estimated to be around 25 billion yuan out of the 221
billion yuan of taxes. There are four major reasons for this
tax loss: “manipulation of taxation schedules and plans,
false or erroneous declarations in a bid to avoid or evade
tax, irregular practices by local governments, and
ineffective tax collection” (CNAO, 2004. p.1).
In terms of corporate taxation, the report
estimated that about 12.69% of corporations filed
erroneous tax reports, or took advantage of preferential
tax policies for tax evasion purposes. The situation is
worse for enterprises funded by local governments. In a
survey among 35 cities, 19 local governments intervened
in tax collection in one way or another, or overreached
their authority in granting tax breaks. Nearly half of the
788 enterprises surveyed indicated using preferential tax
treatments granted by local government. Local
governments also provided unauthorized tax rebate
policies to attract foreign investment, in violation of tax
laws and State Council Regulations (CNAO, 2004. p.1).
China has a long way to go to simplify its
individual income tax by re-examining the existing tax
breaks and keeping them as few as possible, by replacing
schedular income tax with one set of rates for total annual
income, and by keeping tax rates as flat as possible. At the
same time, there is also the need to further improve tax
administration and enforcement, even though great
progress has been made in this area in the past few years.
Conclusion
After decades of rapid economic development, the
Chinese government needs to transform its role “from an
economic growth oriented one to a public service oriented
one” (CIRD, 2003). That means that government needs to
shift its emphasis from managing and administrating the
economy to providing public goods and services. There is
a huge demand for public goods and services such as
roads, public safety, public health, public education, and
social security programs for China’s vast citizenry both in
rural and urban areas. To satisfy these needs requires the
establishment of a public fiscal system that is fair, that can
produce adequate revenue, that can easily be
administrated, and that will not impair the economy. This
paper is an attempt to explore such a public fiscal system.
This paper starts with reviewing various
taxation evaluation criteria. It is ideal to have a tax system
that is equitable, revenue adequate, easy to collect, and
economically neutral. This is very difficult or impossible
because of the trade off between several of the criteria—
between equity and collectability, and between equity and
economic neutrality. So the challenge for government
officials in designing a tax system is to find a relatively
appropriate balance. This is not an easy job for any
government, including the Chinese government.
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China’s current tax system has been perfected
in many ways over what it was before the 1994 reform.
But it still has many problems and further reforms are
needed. As mentioned earlier, China’s tax system tends to
be regressive and complex, and does not generate
adequate revenue. To deal with these weaknesses, a few
recommendations have emerged from the discussion. The
first one is to simplify and expand the individual income
tax among top-income individuals and expand that circle
gradually. The second suggestion is to expand
consumption tax. The third suggestion is to eliminate
unnecessary preferential tax treatments in all taxes. A
proposal to unify enterprises’ income taxes is an important
effort. The experiment to turn production-oriented VAT
into consumption-oriented VAT is an effort to correct the
negative impact on business capital investment.
While various tax reform proposals have been
made and efforts are underway, the present overall tax
structure will remain. In other words, in the near future,
China will still rely on turnover taxes and enterprise
income taxes as the main sources of revenue, even though
efforts will be made to expand the use of individual
income and consumption taxes.
Notes
1

The word “scheduler" in this the context refers to the
variable rates for each different category of income.
Income is classified into different categories according to
the nature of the income: wages and salaries,
remuneration for personal services, rents, royalties,
interest and dividend income, capital gains and incidental
income, and other income. The rates for different
categories are different and the tax liability is computed
and taxed separately (Fulton, Li, and Xu, 1998).
2
When turnover taxes, not individual income tax, are the
source of major tax revenues, China’s tax system is
supposed to grow more slowly than GDP and have a tax
elasticity of less than 1. But this has not been the case.
China’s tax elasticity was 1.98 in 1997, 2.40 in 1998, 3.33
in 1999, 1.99 in 2000. Wong (no date) did not give data
for later years.
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