
Abstract 

This study investigates the effects of Chinese accounting standards and tax 
system on the corporate effective tax rates (ETRs) of china listed companies.  
Despite that the statutory tax rate of China income tax law is 33%, we found the 
average ETR of China listed companies is only about 14.14% during our sample 
period spanning from 1999 to 2005, suggesting that most listed companies across 
various areas and industries may enjoy substantial tax incentives. The empirical 
results show that the companies in Shanghai and Hainan have lower average ETRs 
then those in other areas.  Especially, the agriculture, forestry, herding, fishery 
industries and the information technology industries have the lowest average ETRs of 
below 10%, possibly due to that Chinese government provides substantial tax 
incentives for both industries. Further, to converge with the international accounting 
standards, China gradually phased-in the accounting for asset impairments in 1998 
and 2001, requiring listed companies to recognize the impairment losses when the fair 
values of assets are below their book values. However, the unrealized asset 
impairment losses are not deductible in filing income tax returns, resulting in that 
firms reporting greater asset impairment losses in financial statements are more likely 
to bear higher ETRs, ceteris paribus. 

In addition, we also found there is a significant relationship between China 
companies’ ownership structure and corporate ETRs.  Ceteris paribus, companies 
having greater state-shares are more likely to have greater ETRs while companies 
having greater foreign institute-shares and companies issuing B-shares or H-shares are 
more likely to have lower ETRs. 

Finally, we also documented evidence on the relationship between Chinese firms’ 
characteristics and corporate ETRs. Chinese large firms are more likely to have 
greater ETRs, supporing the political cost hypothesis.  

Due to several limitations on claiming operating expenses to be tax-deductible 
items, firms with greater operating expenses are more likely to have greater 
non-tax-deductible expenditures and hence tend to have higher ETRs.  Finally, to 
alleviate double taxation on dividend income, dividend income received by the 
investment companies is tax-exempt to the extent that the invested companies have 
paid corporate income tax on the dividends distributed to the investment companies, 
and unrealized investment income accrued by the equity method is not taxable income 
to the investment companies until distributed to them.  Consequently, firms having 
greater dividend income and investment income accrued by the equity method are 
more likely to have lower ETRs. Moreover we also find that the tax reform in 2002 



make average ETRs increasing. The companies listing in Shenzhen Stock Exchange 
have lower average ETRs then those in Shanghai Stock Exchange.  The results of 
this study provide empirical evidence on that the Chinese accounting standards and 
tax systems have a significant impact on the tax costs and distribution of tax burdens 
of Chinese listed companies. 
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