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Property Taxation in the People's Republic of China

Abstract

« A property tax is a general tax imposed on all property owners based on the value of their
properties. Property taxation is common throughout the world due to its numerous
advantages. It is regarded as a steady source of local government revenue.

+ The property taxation system in the People’s Republic of China (PRC) is still developing
and does not include important features that would make it efficient. For instance,
residential property is excluded from the tax base. This has contributed to real estate
speculation, income disparity, and revenue losses.

+ A well-functioning local property tax system in the PRC would provide an efficient,
equitable and sustainable way to finance local development and government spending. By
helping to align expenditure responsibilities with revenue allocations at the local level,
property taxation could reduce inequality in the provision of public goods and foster local
government ability to provide them. Further, it will reduce the incentive for speculative
behavior mitigating housing bubbles.

+ To further develop property taxation in the PRC it is recommended to gradually strengthen
and expand the existing pilots, supported by clear principles on the delegation of taxation
responsibilities, the definition of a nationally standardized tax base, an affordable tax rate,
and enhanced local government capacity.
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Abstract
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* A property tax is a general tax imposed on all property owners based on the value of their
properties. Property taxation is common throughout the world due to its numerous advantages. It is
regarded as a steady source of local government revenue.
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» The property taxation system in the People’s Republic of China (PRC) is still developing and does
not include important features that would make it efficient. For instance, residential property is
excluded from the tax base. This has contributed to real estate speculation, income disparity, and
revenue losses.
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* A well-functioning local property tax system in the PRC would provide an efficient, equitable and
sustainable way to finance local development and government spending. By helping to align
expenditure responsibilities with revenue allocations at the local level, property taxation could
reduce inequality in the provision of public goods and foster local government ability to provide
them. Further, it will reduce the incentive for speculative behavior mitigating housing bubbles.
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» To further develop property taxation in the PRC it is recommended to gradually strengthen
and expand the existing pilots, supported by clear principles on the delegation of taxation
responsibilities, the definition of a nationally standardized tax base, an affordable tax rate, and
enhanced local government capacity.
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I. INTRODUCTION

1. A property tax is a general tax imposed on all property owners based on the value of their
properties. It is regarded as a significant source of stable tax revenues for local governments. For
example, property taxes account for more than 70% of local government revenue in Australia, the UK
and the US, and 45% of city revenue in Kuala Lumpur (Malaysia).

2. Property taxation is common throughout the world due to its numerous advantages: (i) stability
and predictability as a source of revenue, facilitating longer term budgeting and infrastructure
development planning; (ii) fiscal revenue resiliency during downturns due to its limited cyclicality;
(iii) economic efficiency resulting from low administration costs; (iv) transparency and high collection
success rates due to difficult evasion; and (v) improved growth inclusiveness as a well-designed
property tax could be progressive.

3. Currently, the property taxation system in the People’s Republic of China (PRC) is still developing
and does not include important features that would make it efficient. For instance, residential property,
the largest source of property revenue in most countries, is excluded from the tax base. This has
contributed to real estate speculation, income disparity, and significant revenue losses in light of the
booming housing market in the last decade.

4. A well-functioning local property tax system in the PRC would thus provide an efficient, equitable
and sustainable way to finance local development and government spending. By helping to align
expenditure responsibilities with revenue allocations at the local level, property taxation could reduce
inequality in the provision of public goods and foster local governments’ ability to provide them. It will
also enhance the accountability of local governments to local residents on service delivery. Further, it
will reduce the incentive for speculative behavior and increase the opportunity cost of holding property
vacant, mitigating housing bubbles.

5. By reviewing best international practices and the specific challenges in the PRC, this policy note
aims at drawing policy recommendations for future developments in property taxation.

Il. LESSONS FROM INTERNATIONAL EXPERIENCE

6. The choice of property tax varies across countries. Property taxation could be one-off or
recurring. One-off taxes typically take the form of property transfer taxes that occur during changes in
ownership of property. As such, they reduce the turnover rate of properties distorting capital allocation,
potentially creating grey markets for transactions. Hence, an increasing number of countries opt for
recurrent property taxes, which consist of the imposition of an annual tax on land, commercial, and
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residential properties. Recurrent property taxes could take the form of a flat tax per property, which
is the most simple but also most blunt instrument, or a system of differentiated property tax where
owners would pay different amounts based on established criteria. Due to the regressiveness of the
flat tax, most countries choose various systems of differentiated property tax, which requires defining
an appropriate base and valuation method.

7. Valuation methods. The three most common valuation methods are: (i) capital valuation method,
in which property tax is based on the assessed property value (predominant in OECD and Latin
American countries); (ii) rental values valuation, in which property tax is assessed on the potential rent
that could be earned by the property in the open rental market (usual in former British colonies); and
(iii) area-based valuation, where the tax base is the area and size of the property, either unadjusted
or calibrated for location and use (common Central and Eastern European countries). Recent trends
show a shift towards capital valuation as the preferred method. However, valuation has proven
complex, particularly in a volatile market. In most European countries effective tax base for calculating
property tax liabilities tend to be significantly below market prices to keep taxation levels stable, afford
protection against price fluctuations, and avoid over-taxation.

8. Tax rates should be low and applied over a broad base. Ideally all properties should be
covered. If the tax base is broad enough, even a modest tax rate could yield significant revenues,
especially when combined with broad coverage and high compliance ratios. Property taxes in the US
vary across counties, but averages below 1% of assessed values. In Japan, the Local Tax Law limits
the maximum tax that local governments can levy at 2.1% of taxable value. However, less than 10% of
local governments charge more than the standard 1.4% of taxable value. In most countries, rates on
residential property, the largest source of property tax income, are lower than non-residential rates. On
the nature of the rate, under capital valuation methods, either uniform or progressive rates are typically
applied, often distinguishing between residential versus commercial properties, and urban versus rural
properties. Under rental values and area-based methods, a uniform tax rate is more common.

9. Exemptions should be minimized. The development of a property tax system often begins in
urban areas to capture the capital gains from improved urban properties, and is applied to rural areas
at a later stage. Yet many countries exempt various properties from taxation, such as agricultural
land, government property, religious properties, and use exemptions as incentives for commercial
land development. However, evidence suggest that the longer the list of exemptions, the larger the
revenue loss for the government, and the greater the loss of transparency over the authority to confer
exemptions. However, it is common for governments to provide welfare support to property owners
with affordability issues, typically those at the lowest income levels.

10. Government capacity is instrumental to success. Rapid urbanization often results in outdated
data and obsolete administrative capacity. Developing good quality property data is indispensable to
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ensure consistency and fairness in the distribution of tax liabilities among taxpayers, coupled with solid
legal principles to guide the assessment. To address these issues countries are turning to computer
assisted mass appraisal systems' with greater private sector involvement in the valuation process.
To ensure the independence of the assessment, tax assessment and collection responsibilities are
handled by different authorities in a growing number of countries, supported by conflict resolution
mechanisms to resolve discrepancies with government tax assessments.

11. Assignment of property tax. Property taxation is typically assigned to local governments for
several reasons: (i) the tax’s transparency and visibility enhances local governments accountability;
(i) the tax burden is imposed on the residents of the jurisdiction where the services financed by the
tax are provided; and (ii) the size or value of the tax is often related to the taxpayer’s ability to pay,
which requires information usually only available at the local level. However, there is often flexibility
in the assignment depending on the administrative capacity of each jurisdiction and, occasionally,
specific administrative tasks are divided between the central and local governments (i.e., assigning tax
assessment responsibilities to the central government while collection remains at the local level).

lll. PROPERTY TAXATION IN THE PRC

12. Property tax in the PRC generates modest revenue. Property taxation was introduced in the PRC
in 1951 through the Provisional Regulations on Urban Real Estate Tax. After 1985, more regulations
were introduced resulting in the coexistence of five taxes: Real Estate Tax, Urban Land Use Tax, Land
Value Added Tax, Cultivated Land Occupation Tax, and Deed Tax. However, despite increasing yield,
all five types of taxes combined contributed to 21.4% of total local tax revenue in 2012% compared to
73% in the US, and almost 100% in Australia, Ireland, and the UK. As a result, local governments in
the PRC tend to rely on other sources of income, such as land leasing fees.

13. The low yield of property taxes in the PRC is explained by diverse factors. First, the tax structure
focuses on taxing transactions rather than possession of property. For example, deed tax raises
the most revenue out of the currently administered property taxes. However, it is a one-off tax,
which prompts tax evasion through underreporting of transacted amounts. Second, owner-occupied
residential properties are excluded from the tax base. Given that over 85% of households in the
PRC own their homes, this omission represents the biggest loss of stable potential source of tax

1. Defined as the systematic appraisal of groups of properties using standardized procedures and statistical testing.

2. In 2006, these five taxes combined contributed to only 12.9% of local tax revenues. Nationally, the significance of property taxes has also
increased during the same time period, rising from 3.5% to 10.1% of total government tax revenue.
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base. Third, the tax base is narrow and has not been significantly widened over the years, basing
tax rates on the original price instead of an updated property market value, a notable loss in light of
the impressive appreciation of land and property prices in the last decade. Fourth, despite trials in
property valuation conducted by State Administration of Taxation (SAT) since 2007 in several cities,
there are no nation-wide established standards for assessment and assessors.

14. Ongoing experimental schemes since 2011 to tax home ownership in Chongging and Shanghai
target the introduction of taxation of residential properties, but had limited impact so far.® Both cities
opted for low rates with high exemptions®, focusing on luxury units in Chongging and new purchases
in Shanghai. In Chongging, property tax was levied on approximately 8,800 housing units in 2011
and 11,000 units in 2012. Despite this slight increase, property tax continued to yield less than 1% of
local government revenues, given the coverage ratio below 1% of all properties. Results are similar
in Shanghai, where property tax revenue, albeit larger at CNY9.3 billion, amounts to less than 1%
of local government revenue in 2012, and with similarly low coverage ratio.” Nonetheless, the pilots
were extremely important in introducing residential property taxation in the PRC, paving the way to
the nationwide rollout of the pilot announced in the aftermath of the Third Plenary Session of the 18th
Central Committee of the Chinese Communist Party.

15. Other issues deserving attention are: (i) poor-quality property and land registration data;
(ii) separate land and building registrations authorities; (iii) difficulty assessing the market value of
land, rural housing, and subsidized housing of government and state-owned enterprises’ employees;
(iv) lack of independence of property appraisal firms, which remain dominated by subsidiary
companies of local governments; and (v) vested interest resistance to adopt property residential
taxation.

IV. POLICY RECOMMENDATIONS

16. Adopt a phased approach. Along with revenue generation, redistribution aspects should be
considered in property taxation. Thus, a phased approach is recommended with review of experience

3. Prices of new homes in both cities were still rising above national average in 2013, partly since property tax was not applicable to almost
all home purchases.

4. The tax base in Chongging includes newly purchased luxury apartments and existing villas, with owner-use exemption of 100 square
meters for apartments and 180 square meters for villas, and a three-tiered rates ranging from 0.5-1.2% of unit transaction price on the
non-exempt areas. In Shanghai, the tax base includes new homes purchased after January 2011, with the exemption of 60 square
meters per capita and purchase of first and only homes for residents.

5. In Shanghai, the trial property tax was applied to approximately 20,000 units in 2011, increasing to 30,000 in 2012, and to 110,000 units
in 2013.
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at each stage, starting at the higher end, where ability to pay is good, and gradually moving down
to lower income levels. As such, reform should target first the strengthening of the current pilots in
Shanghai and Chongging, aiming at introducing a genuine property tax based on home values and
gradually imposed on all urban homes. Further, while a national level rollout is not yet feasible, these
trials should be gradually expanded to include the cities that participated in the SAT pilots in property
value assessment. In light of urban-rural income disparities, property tax reform should focus on urban
areas first, sharing the municipal burden of providing local public services across urban property
owners.

17. Broaden the urban tax base. It is recommended to include residential property in the tax base.
A broad-based property tax would be more effective in moderating speculative investments in real
estate. Cities could start with levying property taxes on new units, or on second units (including
investment properties) and high-cost units. In the longer term, all units should be included in the tax
base. In this process, standardization of definitions of tax base would increase transparency on the
effective tax rates, as well as facilitate the development of a nation-wide appraisal system. While it
is important to minimize exemptions, especially those that could be granted through ad-hoc special
permissions, property taxation in the PRC should take into account equity considerations, exempting
low-income owner-occupiers at the first stages of reform.

18. Empower local governments. Local governments need to have the clear authority to collect and
enforce property tax payments throughout their respective jurisdictions, giving cities a new source of
stable, sustainable funding for urban development, which would help absorb existing and new migrants
under the announced gradual phase-out of the household registration system (hukou). They should
also be granted autonomy to set the tax rate. International experience suggests that low rates would
make property taxation more palatable and encourage higher compliance. To establish the optimal
rate, it is first essential to address the affordability issue, and assess the extent to which residents—
including retired people—can reasonably afford to pay taxes on their housing units. Social welfare
support mechanisms should be established accordingly to deal with affordability shortcomings.

19. Improve local government capacity. Establishing a reliable property data registration requires
the commitment of local government resources and adequate skills and technical capacity. Local
government capacities should be strengthened. First, by creating a methodological valuation system
and training of appraisers to prepare and maintain the property valuation cadaster. In this context,
having a nationally standardized tax-base would be useful for a nation-wide standardized methods
and qualifications for appraisers. Second, by upgrading local governments’ capacity to assess the
quality of the valuation, establish an integrated property registration and valuation database, analyze
the data to determine potential revenue and appropriate tax rates, and effectively prepare property tax
bills to notify tax liabilities. Ultimately, a stable property tax revenue base could form the collateral for
municipal bonds, thus further strengthening local governments’ fiscal capacity.
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20. Strengthen the institutional framework. It is important to improve taxpayer understanding and
support of property tax, given its potential unpopularity, especially if the system is seen as unfairly
designed. Taxpayers should have the right to be treated professionally and equitably. Thus, it is crucial
to establish a clear mechanism of information dissemination and oversight at the administrative and
judicial levels. In case of discrepancies (either in perceived valuation or actual administrative errors in
billing), taxpayers must avail of a clear conflict resolution mechanism to address queries and appeals
in an impartial manner. The latter would involve clear information on the appeal process, timeline,
responsibilities of courts or tribunal bodies, and the bearer of the costs of legal representation.
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