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Views on Taxation Policy and
the Economy of China

Several years ago, I promised to write a preface for a book planned by Zhang
Wei entitled “Taxation Policy and the Economy of China”.I am most
pleased to see that this important book is now in print.

Back in 2001, Zhang Wei wanted to go abroad to study at a renowned
university. At that time in our lives, I was the Director at the State Taxation
Administration, a body for which Zhang Wei worked as Director of General
Affairs. Zhang Wei believed that this academic opportunity would allow him
to further his education and spare the time to sort out his thoughts on the
subject of taxation. I supported his idea and found a chance for Zhang Wei
to enroll in Yale University as a visiting scholar at the Law School. After 18
months at Yale, Zhang Wei returned to the Taxation Administration, his Law
School graduate certificate proudly tucked under his arm. Furthermore, he
came back with a solid draft of an English book on taxation that proved im-
pressive beyond my expectations.

The subject matter of this book is most interesting to scholars of the
taxation wotld. The relationship between the economic structure and the tax
system is a relatively simple subject. The increasing ratio between the econo-
my and taxation is 0.8 to 1.0 in developed countries with mature market e-
conomies. Basically, that means that tax increases account for 8% to 10% of
GDP growth. However, in an emerging country like China, which boasts a
growing socialist market economy in which agriculture plays a critical role,
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the relationship between the economy and taxation differs greatly from pat-
terns established in the West. .

When considering the relationship between the economy and taxation, I
often turn to a term called the “tax economy”. This refers to the fact that
tax comes from the economy and the economy is the basis for tax. Economic
development and expansion determines the amount of tax revenue and eco-
nomic structure determines the tax revenue system, which in turn influences
the economic structure. In any economy, tax is the key means by which to al-
locate economic returns. Tax plays a key role in adjusting the process of pro-
duction and consumption, and tax is the method by which to adjust income
allocations between the government, enterprise and individuals while at the
same time coordinating interests among all those groups.

Among the many relationships between the economy and taxation,
Zhang Wei focuses on one, the relationship between PRC economic develop-
ment and the tax system. To demonstrate this relationship Zhang Wei evalu-
ates volumes of economiic and taxation data to develop a circulation model.
America finance expert Richard A Musgrave produced a similar model in the
1984s. However, the difference is that the Zhang Wei model is tailored for
Chinese economic characteristics and with this model readers can judge PRC
tax revenue from economic growth levels. Upon creating this model, Zhang
Wei uncovered a close relationship between each tax and total tax revenue.

This book uses all kinds of data on tax revenue generated over the last
decade to prove an important theorem. From behind this wall of data, Zhang
Wei manages to demonstrate the relationships between each tax within the e-
conomic structure. Finally, based on logic inference and the demonstration of
the foregoing relationships between tax and the economy, taxation rules and
policies can be derived. What should impress readers is that building or im-
proving a system must not be based purely on theory, but on reality and prac-
tice. After all, the aim of building a proper taxation system is to solve prob-
lems incurred in the economic realm.

Currently, T am the Minister of the Treasury Department and Zhang Wei

ii
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transferred to the CCPIT to start a new job as the Vice Chairman. Although
we are not working together at the moment, I will always take the time to

show appreciation for his dedication to the business and taxation wotld.
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PRC Economy and Tax System

ax has always been a most complex concept to explain and to adminis-

ter in the context of the ongoing evolution of the economic system of

the People’s Republic of China. In latge part, taxation policy is viewed
by the senior leaders of China as a means of stabilizing and adjusting the e-
conomy in a quest to promote economic expansion. Essentially, taxation is a
powerful means for the initial distribution and redistribution of national eco-
nomic output. The size of taxation revenue pools and their composition de-
termines the volume of production and consumption within the various eco-
nomic sectors. In this manner taxation is inevitably correlated to GDP and
the relationship between taxation and GDP is of significance in the develop-
ment of a sound and equitable economic system.

As China continues to move forward with its challenging socialist mar-
ket economy experiment the importance of tax policy is increasing on a daily
basis. However, the creation of a smooth and equitable tax structure is no
easy feat. China’s tax regulators are faced with a myriad of challenges in im-
plementing a system that must make sense in the context of a socialist market
economy. Over the years, tax collection has been plagued by fraudulent prac-
tices, loopholes in the tax structure and poor administrative practices. This

must change if China is to reach its great potential as the wotld’s largest econ-
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omy in the coming century.

The essence of coordinating tax revenue and GDP growth is the elastic-
ity of taxation. The elasticity co-efficient of tax revenue in Western devel-
oped countries is around 1. In other words, there is a relatively steady and
balanced growth between tax revenue and GDP. This is not so in the develo-
ping world. International comparisons between taxation and GDP indicate
the share of taxation to GDP shows discrepancies in different countries or re-
gions. Nonetheless, after an intense study of world taxation methods, China is
prepared to find the most suitable solution to setve the needs of its people

and enterprises in the years ahead.

History of PRC Taxation

The China taxation story extends back to the genesis of the People’ s
Republic in 1949. This was a time when tax policy was not unified and the
country suffered from numerous different tax categoties and levies in its new
and old liberation areas. In mid-1950 a seties of adjustments were cartied out
to consolidate the balance of public finance and support the restoration and
development of production. The underlying basis of this reform was the deci-
sion not to levy income tax on salaries and bonuses. The government did cre-
ate an inheritance and city property tax by combining its land and house
property tax. In addition, tax items were reduced, tax rates adjusted and levy
procedures simplified.

In 1951, the central government enacted the Principles for Implementa-
tion of the National Taxation Policy. This was done in accordance with tak-
ing public and private interests into account to benefit labour and capital
while forming a policy of mutual assistance between city and rural areas as
well as internal and external exchanges. The 1951 reform stipulated that the
country would levy tax in a unified manner under 14 categories. These in-
cluded: commodity, commercial and industrial (including vendor, merchant,

small retailer and income tax), salt, tariff, salary and returns, income on de-

2
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posit interest, stamp, inheritance, business transaction, slaughtering. animals,
land, property, special consumption (banquet, entertainment, restaurant and
hotel) and application of license plates. The categories specified levy targets
on the amount of circulation and income of products in cooperation with
other categories. This reform created new taxes on various segments such as
production, marketing, income, property, trading, certificates on property

rights and so on.
1953 : Revision

As the state’s economic situation improved the function of taxation be-
came more important to ensure financial revenue. Under the principles to en-
sure taxation and to simplify procedures in late 1952 the state began to inves-
tigate the revision of the tax system. By the end of 1952, a revision program
was put forward and in January 1953 it was implemented by the state. The
main contents of the revision were to levy a commodity circulation tax by
selecting 22 commodity items that the state could produce or control and to
levy a commodity tax on these items. In addition, the state restructured the
goods tax, merged the stamp and commercial and industrial taxes on listed
goods and surcharges on commodity taxes were used to adjust the rate of
the commodity tax. The central government unified business tax rates by
merging the income tax and its surcharge into one category. In another re-
form, the government cancelled a special tax on consumption and rectified
the tax on business transactions. After this revision of the taxation system

the categories of industrial and commercial tax were reduced to 12.
1958: Remodelling the Tax System

After the socialist transformation of the means of production was com-
plete in 1956 a profound change took place in the ownership structure. China

was ready for the systematic implementation of a new tax based on the char-
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