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Size and Causes of Individual Income Tax
Leakage in China

(College of Economics and Management, South China Agricultural University ,
Guangzhou 510642, China)

Abstract: It is ubiquitous that tax leakage exists all over the world, as it was a-
long with tax. There is no exception for individual income tax. The controlling of
individual income tax leakage is even more difficult. The direct result of individu-
al income tax leakage is the decline of financial revenue. In the short term, the
decline of individual income tax revenue throws the government into a difficult po-
sition, and weakens the functions of the state. In the long term, in order to
achieve the revenue target, the government has to raise tax rates or expand the
scope of taxation, which not only affects the inherent flexibility in the tax system,
but also encourages high — income individuals to avoid being taxed and makes the
tax system more complex. Therefore, study focusing on China’s individual income
tax leakage will bring benefit to improving the tax situation in China.

This dissertation includes ten chapters, six separate parts. Part one includes
Chapters 1 and 2, which is the basis of the research. Chapter 1 is the introduc-
tion. Chapter 2 contributes on concepts definition and theory preparation. Chap-
ter 3 is for part two, which estimates the size not only of China’s underground e-
conomy, of tax leakage, but also of individual income tax leakage. Part three is
from chapter 4 to chapter 7, in purpose of analyzing factors lead to individual in-
come tax leakage, where several theories are adopted in chapters 4 ~6, including
A—S model, theories of Information Asymmetry, Taxation Game, and Institu-
tional Economics. Chapter 7 centers on empirical study on individual income tax
leakage. Part four is chapter 8, enumerates tax system in developed countries

which includes the USA, the UN, Japan and especially Australia, and lists their
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experience in controlling tax leakage. Part five is chapter 9, combining the analy-
sis of chapter 7 and 8, where some suggestion are individually put forward rela-
ting to tax system optimization, tax levy and management capability improvment,
and taxpayers’ consciousness enhancement. Last but not least, part six is for
chapter 10 which makes a conclusion.

Several viewpoints were reached in the dissertation to make a conclusion.

Firstly, the method of cash ratio, the method of income — outcome differ-
ence, currency exchange model and regression model are four main methods of
measuring the size of China’s underground economy and tax leakage. As a result,
it will show obviously that China’s underground economy is in proportion of 20%

~25% to economy gross, and the tax leakage size is 4 ~6 trillion.

Secondly, revenue capability calculating model and the method of salary dis-
tribution function are also adopted in estimating the size of individual income tax
leakage, and results of both come to the same conclusion that the leakage size is
above 40% .

Thirdly, tax evasion in effect is a kind of “free — rider” behaviors of hidden
preferences, and a product of both stagnation of tax information and absence of
incentive mechanism, or a kind of rent — seeking behaviors when lack of tax col-
lecting and paying incentives. Psychological cost of tax evasion and mutual influ-
ences between taxpayers also impact on tax leakage. Auditing costs of tax authori-
ties, bribery costs of taxpayers and collusion fines for two conspired sides are
among the important factors which influence tax conspiracy between tax leviers
and taxpayers. Besides, the imperfect tax system and low — efficiency supply and
demand of the tax system led to tax leakage. As to the informal system, favors
culture and citizens * habits of lack of integrity are of the factors causing
tax leakage.

Fourthly, the dissertation proves the idiographic causes which bring the
leakage of individual income tax in China. They are imperfect taxation system,
low levy efficiency, and weak paying consciousness of taxpayers. Defects in tax

system specified that there exist deficiencies in tax base and tax rates. Ineffective
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monitoring of tax revenue sources, backward collection methods, and low collec-
tion and management efficiency are specific causes of tax implementation.
Fifthly, the dissertation indicates that the controlling of individual income
tax leakage are in two major areas. One is tax system optimization, another is tax
levy and management capability improvment. Both experiences of tax leakage
controlling in developed countries and countermeasures of the Chinese government

were based on the same analytical framework.

Key words: Tax Institution Tax Leakage Individual Income Tax
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