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Abstract

Taxation gap can be viewed as a malignant tumor which infests the national taxation body. It
is manifested that sometimes tax collectors are unable to realize and fulfill tax collection as a result
of various reasons. However, the nature of taxation gap is not only related with the government
taxation behavior but also the taxpayers’ behavior. Moreover, it has close relationship with the
national tax legal system, the tax institutional framework, the administration of tax collection
implementation mechanism. Therefore, the management of taxation gap can indeed reflect the
level and ability of the government’s taxation management and also show the level of abidance of
taxation law by citizens in a country under the rule of law. Viewing from these angles, the
Research on China’s Taxation Gap (2" edition) analyzes the issues in four pronged ways:
theoretical and empirical research, reference, implications and solutions.

The first part of the book focuses on the theoretical study. It defines the concept of taxation
gap, the scope of the study and the relations among taxation gap and other related concepts. After
analyzing the national and international studies about the concept of taxation gap combined with
the author’s own theoretical and practical experience, in the author’s opinion, the definition of
taxation gap is as following: Taxation gap is a social and economic phenomenon which is caused
by taxpayers and stakeholders who deliberately plan or arrange actions against tax payment, or try
to take advantage of their misunderstanding of the tax policies, and of their ignorance of
management and even power rent-seeking from the tax authorities to reduce or eliminate their tax
liability that results in a reduction in revenue. It is not only an economic consequence, but also a
behavior process that includes two situations. On the one hand, taxpayers deliberately plan or
take actions to reduce or avoid their tax payment. On the other hand, they try to comprehend the
deviation of tax policies, to be absent from management and to rent or seek power from the tax
authorities, which for sure lead to much reduction in revenue and even no revenue at all. The
concept of taxation gap can be extended and may include the following: tax evasion, tax fraud,
tax avoidance, refusal to pay tax, owing tax, and tax deduction or exemption beyond authorities.

The author conducts the theoretical analysis from the perspective of game theory, referring to
the concept of formal and informal institution from New Institutional Economics, the theoretical

analysis about risks of taxation management and the practice of taxation specialization



management, the study of taxation gap behavior under A-S model. The author then further
investigates the fundamental reasons which cause taxation gap and how they affect the development
of economic and social development, national economic security, tax collectors and tax payers’
awareness of abidance by law, the process of wealth creation and more important, the damages it
may cause that harm the healthy development of Socialist market mechanism.

The author believes that, according to the understanding of tax characteristics, all
government incomes that compulsorily collected from the citizens on the basis of the state law,
belong to the classification of taxation. There’s three major government taxation revenues based
different statistic scopes in China. The wide scope revenue included all the annual government
revenues, and the middle scope revenue are public fiscal revenues in government revenues. The
narrow scope revenue are just laxations and customs collected by the government, which is the
state’s main body of public fiscal revenues. While the book is focused only on the taxation of the
narrow scope revenue due to data and resource limits for research, its research still covered the
wide scope definition, and would never neglect any of these revenues in its whole consideration.
After the theoretical analysis, the author concludes that people should not be optimistic on the
issue of taxation gap in China, specifically, the repeated underground economy activities, and
various kinds of taxation gap making activities.

The offense by taxation gap is obvious. It directly against the state’s balance capability on
micro economy, the fiscal policy effect, resource allocation efficiency, revenue allocation justice,
market competition rules etc. , and damaged the sound taxation habit of the whole society. It’s a
sophisticated and long-term mission on solutions to taxation gap issues, while we still could start
from the specific issues and new situations by a thorough and deep analysis on the effects by
taxation gap in different areas, such as taxation gap and fiscal institution reforms, taxation gap
and fiscal risk governance, taxation gap and proactive fiscal policy, taxation gap governance by
internet, taxation gap and legal aid by vulnerable groups, etc. These issues need more wisdom on
policy design on taxation gap governance.

The second part of the book contains the empirical research on taxation gap. It is vital to
precisely calculate the scale of taxation gap in order to understand the current situation of taxation
gap in our country. The part also further discusses its causes and characteristics, summarizes the
experience and lessons of tax collecting management, explores the effective method of innovated
taxation gap management mechanism and maintains the authority of tax law and the economic
order. More importantly, through the empirical research of tax revenue which is also regarded as
small bore financial revenue, we are able to see through and think of the fraction containing loss
revenue related with income from the payment of stipulated fees of the total government revenue.
Understanding of this part will be practically helpful to target the improvement of current tax legal
system , taxation system and tax collecting and management mechanism, especially to the process

of amending current tax collecting and administration law.



In terms of the methods of calculating the scale of taxation gap, the author has adopted cash
flow approach and revenue capacity approach respectively to comprehensively calculate the scale
of taxation gap in both underground economy and open economy. Taking Zhejiang and Shanxi for
examples, this part discusses the present situation of taxation gap in various areas and the features
of their financial capability.

By analyzing the data collected from 2001 to 2013, the research shows that, because of the
social economic transition, the scale of underground economy in China is relatively big, which
accounts for approximately 1/5 of GDP every year. On average, it is estimated that the amount of
taxation gap caused by underground economy takes up 30% of actual amount of taxation. In
recent years, as the improvement of society and the development of economic diversification, the
speed of underground economy growth has slowed down. Especially since 2011, the economic
system reform in China has speeded up, using commercial system reform as the breakthrough.
The country has delegated authority for government examination and approval and encouraged
entrepreneurship and innovation while increasing efforts have been made to prohibit underground
economy. These measures have effectively reduced the scale of underground economy, and the
amount of taxation gap caused by it accounts for 19.44% of actual amount of taxation at the
lowest point in its history. The government has shown a remarkable achievement in administrating
taxation gap in underground economy.

In the research on open economy, according to the types of taxation, the amount of value-
added taxation gap dropped from 27% in 2001 to 15.08% in 2013, the amount of business
taxation gap reduced from 46.51% in 2001 to 36. 5% in 2013, the amount of enterprise income
taxation gap also decreased from 39.51% in 2001 to 30.43% in 2013. By adding up the amount
of all types of taxation gap, we can get the total amount of taxation gap in open economy which
occupies 31. 72% of actual amount of taxation in 2013, dropping to 42. 10% in 2001. The data
demonstrates that, in recent years, through improving taxation system, perfecting tax collecting
procedure and implementing golden tax project and moreover, enhancing consistent taxation law
education which results in the rising awareness of obeying the taxation law of the citizens, the
country has made achievements in controlling taxation gap. However, in spite of the successful
part, we have to admit that the absolute scale of taxation gap in China is still large, which takes
up 9.99% of GNP in 2013. Therefore, prohibiting underground economy and controlling taxation
gap in open economy cannot be ignored and must be taken into a serious account.

This part also horizontally compares the scale of taxation gap in Zhejiang and Shanxi and
analyzes the impact of regional economic characteristics on taxation gap. According to the
analysis, the developing trend of both provinces' taxation gap is basically same as the whole
country’s situation. While the absolute data of taxation gap is enlarging, the taxation gap ratio is
narrowing. From the structure perspective, the added-value taxation gap ratio of Zhejiang

province is relatively high among those sample areas, while Shanxi province had a taxation gap
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resulted in its underground economic activities. The difference on gap structure or gap making
factors among areas might be related with their different development levels.

The third part are references and enlightening ideas. It introduces good experiences on
taxation gap governance by several nations and areas outside China, covered four main aspects as
legal framework, institution design and construction, operation system and taxation education,
and also made comparative analysis on different methods under different social and economic
institutions.

We could conclude an important experience of those countries that, the fiscal and taxation
legal framework is of vital importance of all. The efforts on legal framework to promote
professional management ability and risk governance on taxation are full of considerations both on
law and service for taxpayers.

In the fourth part, countermeasures are presented to combal taxation gap. Based on the
previous three parts which contains the theoretical and empirical studies of taxation gap and the
experience overseas, we are able to explore the nature of taxation gap. It is certain that the
fundamental reasons causing taxation gap centre on three aspects: the taxation institution, tax
collectors and taxpayers. Among these aspects, the tax institution is the core of the issues and the
current taxation regime in the top priority.

As the issue has been prevalent and complex, countermeasures should be taken in
accordance to the tax law and considerations given for every area under the basic policy—the rule
of law. The author considers that insisting the taxation management by law is the legal guarantee
of taxation gap management and reasonably assigning the taxation rights among central and local
authorities and perfecting current taxation system are the institutional guarantee of taxation gap
management.

Firstly, it is vital to improve the current tax regime and make a strict and scientific tax legal
system to plug up institutional loopholes of taxation gap.

Secondly, we should accurately understand the implication of “stabilize tax burden” that
mentioned in the 3rd Plenum of the 18th CPC Central Committee, reasonably assign the taxation
rights among central and local authorities, improve the entity tax and process tax mechanism.
Following the trend of international tax regime which includes simplifying tax system, broadening
tax base, lowering tax burden and fortifying tax collection and management, the institutional
causes behind taxation gap itself should be emphasized in order to plug the institutional loopholes
of taxation gap.

Thirdly, it should be emphasized from the viewpoint of mechanism to perfect the integrated
process of tax collection and management. More specifically, big data platform can be used to
establish a tax information management mechanism and the theory of risk management can be
implemented into the establishment of taxation risk management mechanism to correct the

deficiency of current taxation management process. Using these measures, mechanistic loopholes



