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Abstract: Since 1998, the land finance model based on residential and commercial land transfer
revenue has played an important role in Chinese social and economic growth, especially in urban
infrastructure construction. With China’s population peak and stable urbanization, the “incremental”
land-transfer-heavy development paradigm is unsustainable. At the same time, as a developing
country, local governments in China must have enough fiscal revenue to encourage high-quality
growth. The transformation of land finance is a practical issue that needs to be explored urgently.
This article, which was based on the local government financial balance theory, proposed supporting
the optimization of the land finance incremental model with the reform of the property tax system. A
local land finance transformation mechanism with increment and inventory synergy was then created.
Specifically, to avoid a cliff-like fall in the local government’s land-transfer fee, it was proposed
that the land-transfer fee change from the original collection, from ordinary commercial housing
to improved housing. The property tax should be levied on the second set of ordinary commercial
housing to obtain fiscal revenue from the “inventory”. Concurrently, the fiscal money from property
taxes could be utilized to build cheap rental housing or to support housing vouchers for new urban
residents and young people.

Keywords: increment and inventory; land finance; property tax; balance of revenue and expenditure

1. Introduction

Urbanization has become the most influential social process in the 20th century. Ur-
banization is accelerating in many parts of the world, and countries are (actually, individual
cities) fighting to remain competitive in the global marketplace [1]. Each nation will experi-
ence three stages of urbanization: initiation, acceleration, and stabilization. Mercantilism
and capitalism are vigorously developing during the acceleration stage, since they enquire
a vast number of populations, resources, and technology to continue developing cities
and economies [2]. A majority of developing nations are rapidly urbanizing. The rapid
urbanization process typically manifests as industrialization lagging behind urbanization
because of poor economic foundation, a lack of capital, and high natural growth rates of
population in developing countries [3]. As a result, the expansion of employment oppor-
tunities does not adapt to the population transition. The development of urbanization
cannot occur without financial support [4]. How to obtain and meet the financial needs
of urbanization development in a scientific and rational manner has a direct effect on the
urbanization process of both the city and the nation.

China is the largest developing country in the world. It is crucial for it to obtain sus-
tainable and stable funds to promote high-quality development according to the different
stages of the Chinese urbanization process [4]. Since the reform and opening up, Since the
reform and opening up, China’s urbanization process has been steadily advancing; the
economies of scale and spatial correlation effects released by cities, as well as the continu-
ous development of urban agglomerations, have created a significant amount of “urban
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wealth” and played a significant role in advancing the urbanization process [5,6]. However,
as urbanization has advanced rapidly, house prices have also increased. In addition to
various non-policy factors, such as demand, supply, and speculation, the rise in housing
prices was also driven by the strategic behavior of local governments, particularly the
pursuit of a long-term land finance strategy [7]. Local government’s land incremental fiscal
model, which is based on income from the transfer of residential land, has created a large
amount of initial capital accumulation for the start-up stage of urbanization. However, it
has also resulted in a number of problems, such as resource waste, rising housing prices, a
widening gap between the rich and the poor, and financial risks caused by leasing a large
number of industrial lands [8]. According to the “National Population Development Plan
(2016–2030)”, the Chinese overall population will peak around 2030, after which it will
stabilize or even fall. As a result, population fluctuations will consequently contribute
to a decline in the country’s housing demand. The trend of urbanization in China has
achieved an accelerated phase, future urbanization must not only meet the “quantity”
objective, but also the “quality” transition. It is inevitable that the population and the
speed of urbanization will decline in the future, and the current major modes of income
will not be able to continue. Future large-scale urbanization funding requirements cannot
be met by the current urbanization-finance-support approach. Whether to improve the
transformation based on the current model or to give up entirely is a crucial decision that
will determine the fate of the nation [9].

Keeping fiscal revenue and expenditure in balance and having sufficient funds for
infrastructure construction is the governing goal in various countries [10]. With the arrival
of China’s population peak and urbanization-stable period in 2030, the growth power of
the existing “land finance” model will inevitably be exhausted, and the contribution of
real estate and land elements to local fiscal revenue will also continue to decline. Due to
the need for balance in local fiscal revenue and expenditure, it is necessary to develop
new sources of revenue for local governments. Therefore, it is inevitable to accelerate the
transformation of the main revenue mode of local finance, and the real-estate tax reform
should play an important role in this transformation. How can land increment financing be
transformed and local land finance with synergy between increment and inventory made to
function on a regular basis while taking fiscal revenue and expenditure balance and social
stability into account? This study analyzed the problems in the current land finance system,
based on the theory of balance of revenue and expenditure in local finance; investigated
the countermeasures for the smooth transition of land finance, based on Chinese national
conditions, thoroughly considered the challenges that may occur during the transition
process; and proposed the possibility of high-quality economic development and social
stability following the transition. China’s experience in land finance transformation can
also provide experience for many developing countries.

The rest of this paper is organized as follows. Section 2 presents an in-depth review
of different opinions about land finance, land finance transformation, and property tax.
Section 3 provides a comprehensive analysis of the weaknesses of land finance and the
potential fiscal crisis from the inventory finance. Section 4 proposes the land-finance-
transformation mechanism of increment market and inventory market based on the theory
of local fiscal revenue and expenditure balance. Sections 5 and 6 conclude this study by
specifying recommendations for future research.

2. Literature Review
2.1. Land Finance

With the rapid development of the real-estate industry, the proportion of land-transfer
fees in local fiscal revenue continues to expand, and the name “land finance” gradually
enters the public view. China’s land finance, in particular, refers to the imperfect fiscal
decentralization system between the central and local governments after China’s tax-
sharing reform in 1994. The government relies on the income from the transfer of land-use
rights to maintain local fiscal expenditures and alleviate financial pressure [11]. As a way
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for the government to increase revenue, land finance is very common at home and abroad.
Modern foreign scholars use the theory of fiscal decentralization to study land finance
issues. This theory presupposes that there is information asymmetry between different
levels of government; that is, that different governments have different understandings of
pertinent information. In the past six decades, the idea of fiscal decentralization has evolved.
The first generation of fiscal decentralization theory was founded on the theories of public
expenditure and public finance [12,13]. It examines ways to maximize the allocation of
authorities and responsibilities among different levels of government by treating them
as black boxes. Montinola et al. (1995), Qian and Weingast (1997), and McKinnon and
Nechyba (2001) established the second-generation theory of fiscal decentralization [14–16].
It studies how to develop incentive systems to ensure a sufficient supply of public goods
and fiscal parity among regions.

During a time when political opposition to economic reform remained strong, Qian
and Weingast (1996) contended that China’s type of decentralization provided the crucial
framework for market success [17]. China’s “land finance” is primarily dependent on
the sale of more land to produce fiscal revenue to meet fiscal needs via land-transfer
fees. Under this theoretical framework, the phenomenon of “land finance” is primarily
caused by two factors: The first is financial incentives; that is, the financial deficit of local
governments caused by the reform of the “tax-sharing system”. Aside from adjusting the
balance of financial resources across regions, the tax-sharing system also had indirect and
prospective effects, reshaping local governments’ behavior patterns [18]. According to
Shirk (1993), fiscal decentralization is the primary cause of land finance, whereas local fiscal
imbalance is the direct cause [19]. The second type of incentive is political, or, in the context
of regional competitiveness, the key drivers are GDP, investor attraction, and local fiscal
revenue. Important indicators for higher-level evaluations include the primary indicators
of the performance-evaluation mechanism for local officials, financial-revenue turnover,
GDP growth rate, and foreign-investment attractiveness [13–15]. Indicators’ incentives
for political promotion have encouraged municipal governments to strive for economic
growth. Because China’s economic growth strategy is primarily investment-driven, local
governments compete primarily on the basis of investment promotion. As a result, local
government officials’ overwhelming preference for short-term land-rental income is directly
responsible for the current land-finance paradigm [18].

Land finance has a substantial effect on local government revenues and expenditures,
economic development, urbanization growth, and government debt financing issues. From
the standpoint of fiscal revenue, land revenue has made a substantial contribution to the
second finance outside the budget and the first finance within the budget, which has
promoted the enhancement of local disposable financial resources [20]. Land financed has
an effect on the availability of local public goods and public services from the perspective
of fiscal expenditure. Li (2013) conducted an empirical investigation of the effect of land
sales income expenditures on the availability of public amenities in various regions of
the country, and the analysis demonstrates that the rise of local government property
sales has increased the availability of public goods, while there are regional structural
disparities [21]. Tang (2014) performed an experimental examination of the effect of land
finance on municipal fiscal-spending preferences, and the findings demonstrated that land
finance exacerbated the local government’s fiscal-expenditure preference of “emphasizing
infrastructure investment and disregarding public services” [22]. Simultaneously, the
spillover effect of fiscal spending and the effect of growing land value encourage local
governments to chase additional land revenue. In terms of economic benefits, Lv et al.
(2016) investigated the relationship between residents’ real-estate demand preference and
land finance and economic growth by creating a dynamic stochastic general equilibrium
model that included the government, industrial businesses, and residents [23]. Fiscal policy
promotes the general prosperity of the economy, but the short-term prosperity of the real-
estate industry due to the influence of people’ demand preferences will result in a recession
of the real economy and a lack of overall economic demand. The impact of land finance
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on urbanization is primarily manifested in two aspects: financing urban construction and
driving up house prices and urbanization costs [24]. Land finance increases labor costs
via transmission mechanisms such as land-rent and housing-price increases, which, in
turn, increase urbanization costs [25]; simultaneously, land finance pushes up housing
prices, thus significantly reducing residents’ spending power and Happiness Index [26].
The local government’s land financing improves the economic worth of land through land
capitalization, but it also bears debt financing concerns due to the land’s financing role [27].

The biggest drawback of local governments’ “generating money from land” revenue
is the lack of sustainability, which is not conducive to maintaining fiscal revenue and
expenditure balance in the long run. At the same time, the “profit margin” of land sale is
shrinking. Some scholars predict that the period for local governments to obtain large-scale
land-transfer revenue has come to an end, and the need to develop new revenue channels
has become increasingly urgent. It is very important to actively study various paths of local
fiscal-revenue transformation.

2.2. Land-Finance Transformation

In view of the unsustainable mode of “generating money from land”, we must acceler-
ate the transformation of local financial revenue from the realistic need of fiscal revenue
and expenditure balance.

Currently, in the academic debate over whether land finance should be abandoned,
a majority of scholars believe that land finance should be continuously improved and
finally withdrawn as urbanization advances and is completed [28]. “Land finance” is a
way that local governments try to obtain corresponding income by renting out land-use
rights to maintain local financial expenditures. Local governments have raised a substantial
amount of money through the leasing of property, and land finance has become a key
driver of economic growth and rapid expansion [29]. Simultaneously, land is an essential
instrument for leveraging bank funds, urban infrastructure, and real-estate investment and
financing. The notion that transitions in governance are outcomes of the fiscal-tax-capacity
of the state has been a persistent, if not permanent, theme in the urban literature for over
40 years [30–32]. By moving from one land-finance crisis to another directly, national
solvency may experience a long trough of recovery between crises. It is tantamount
to political suicide to abandon land finance before locating other sustainable sources of
funding for urban infrastructure construction. Regarding the transformation of land finance
and alternative financing, the majority of scholars mentioned that they could follow the
example of developed nations and shift from land incremental finance to land inventory
finance. In China, the essence of “land finance” is “financing”, and its replacement must be
a credit of equal value. To convert tax into a comparable credit basis to land, it is necessary
to overcome a significant technical barrier: a tax system dominated by indirect tax [33].

2.3. Property Tax

Real property tax is also known as property tax. There are two theoretical bases for
real-estate taxation. According to one viewpoint, real-estate tax is a “benefit tax”. Tiebout
(1956) believes that the choice of residents to live in a community is their vote on the
community’s public goods and services, so the “free-rider” problem on other public goods
may not occur for the public goods provided by local governments in administratively
rigid districts [34]. Another viewpoint is the “capital tax” equivalent to the “income tax”.
Guo et al. (2010) proposed that property owners must pay property tax; high-income
earners have gradually mastered more real-estate resources as a result of the development
of the economy, society, and their own personal assets. Private-property tax collection is an
inevitable aspect of social development [35].

According to Beswick and Penny (2018) and Christophers (2017), the collection of
real-estate tax can provide independent fiscal revenue for local governments, promote the
improvement of local government’s public financial efficiency, and play a positive role in
promoting government transparency and citizen engagement in government affairs [36,37].



Land 2022, 11, 1529 5 of 18

Tax policy can also have some unintended consequences in terms of the location, type, and
availability of housing. The use of the tax system to incentivize the devaluation of land
and property, to “democratize” real-estate investment, and to construct affordable housing
creates new geographical locations and often creates or reinforces undesirable incentives
that run counter to the state’s desired goals, with gentrification and urban financialization
being prominent examples [38]. Part of the reason for gentrification is that homeowners
can get tax benefits by systematically devaluing their properties [39]. Making real estate
more valuable for investment through the tax system has led to turbulence in the real-estate
market, price inflation and the global financial crisis [40]. Elsewhere, tax credits, such as
the Historical Tax Credit (HTC) and the Low-Income Property Tax Credit (LIHTC), have
become the primary mechanism for affordable-housing construction in the United States.
Tax credits, real-estate investment trusts (REITs), and depreciation deductions show that
changes in tax laws create perverse incentives that ultimately affect urban form and housing
stock in many cities in the global North [41].

In the transition stage of land finance in developing countries, real-estate tax can play
an important role in maintaining local fiscal balance. First of all, the real-estate tax is less
elastic to the property price, and this is conducive to maintaining income stability [42].
The reality that the real-estate tax is the main tax of local governments can be sustained.
Secondly, different regions of the same country can set real-estate tax rates according
to their own actual conditions to maintain fiscal balance according to the actual local
conditions [43]. Third, real-estate tax is helpful to reduce GDP-deficit-to-GDP ratio and
promote sustainable fiscal development. Through research, it is found that, for countries
with a higher proportion of real-estate tax in total tax revenue, the deficit-to-GDP ratio is
smaller. Chang and others have stated, regarding the implementation of the property tax,
that the application of the tax system in China at this stage did not occur overnight; instead,
it was the result of numerous adjustments and improvements, and it was determined by
the economic level of nation [44,45]. Therefore, when levying real-estate tax, the impact
of real-estate tax on regions should be considered, and tax rates should be differentiated
based on each region’s economic development [46].

3. The Dilemma Confronting the Existing Land Incremental Fiscal Model
3.1. Incremental Land Finance Is Unsustainable

The reform of the tax-sharing system in 1994 apportioned land income to local govern-
ments, laying the institutional groundwork for local governments to transition to “land
finance”. Since then, relying on the monopoly of the primary land market, the local gov-
ernment has acquired agricultural land at a low price and then sold it for a profit after
leveling and developing it [21]. This allows for the collection of a substantial amount of
land-transfer fees, which can be used to acquire new land and combine funds for urban
construction. Currently, a majority of cities are overly dependent on land-tax revenue.
According to the Ministry of Finance’s annual fiscal revenue and expenditure data, national
land sales’ revenue in 2021 reached CNY 5.6 trillion, accounting for 27.65 percent of the
national general public budget revenue, 50.42 percent of the local general public budget
revenue, and 32.43 percent of the national-tax revenue. According to the 1998–2020 China
Land and Resources Statistical Yearbook (Figure 1), local government land-transfer income
grew at an average annual rate of 49.9 percent, from CNY 50.77 billion in 1998 to CNY
1.04 trillion in 2008. In 2021, the local government’s land-transfer revenue amounted to
CNY 8.71 trillion, representing 50 to 60 percent of the local public finance revenue.

The emergence of “land finance” came with the rapid advance of urbanization in
China, and the two complement each other. The local government gains rapidly increasing
income from the real-estate industry’s development, and this income has gradually become
the main source of local disposable financial resources; however, selling the land gradually
reduces the “margin” of land transfer, and as a result, the scale of future land sales and
earnings will shrink. At the same time, the excessive reliance of the local government’s
financial model on land increments has led to high prices for commercial and residential
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land in China. Developers transfer these costs to consumers at the end of the transaction
chain. Therefore, the high housing prices in China are disproportionately high compared to
their actual value. In recent years, China’s M2 growth rate has continued to accelerate, but
it has not triggered the hyperinflation anticipated by economists. The fact that the size of
M2 is supported by actual demand is an important factor. As a result of their expectations
and confidence in housing prices, Chinese residents utilize a substantial amount of working
capital to purchase commercial real estate [28]. Enterprises are more willing to invest
in the real-estate market due to their belief that real-estate investment yields a higher
return than physical investment. The completed investment in real-estate development has
increased from CNY 490.173 billion in 2000 to CNY 14,760.21 billion in 2021, as reported
by the National Bureau of Statistics; the number of real-estate development companies
will increase from 27,303 in 2000 to 103,200 in 2020, a yearly increase. The increase in asset
allocation in the real-estate market will have a “crowding out” effect on investment in the
real economy, resulting in serious structural imbalances in the development of the real
economy in China [47]. In recent years, the continuous increase in real-estate prices and
the massive influx of working capital into the real-estate market have had an incalculable
negative effect on innovation activities, as well as the transformation and growth of the
real economy.
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In 2030, as the total population stabilizes or declines, the incremental housing demand
will decrease. Despite the fact that people still prefer to buy new houses in terms of
house-purchase psychology, the absolute value of the transaction volume in the inventory
housing market is constantly increasing. This is due to the high housing prices in the
incremental market and changes in the concept of housing consumption [48]. According to
the “National Population Development Plan (2016–2030)”, China’s total population will
reach its peak around 2030, after which it will stabilize or even decline. Some experts
predict that this turning point could occur sooner. People’s willingness to have children has
not increased proportionally despite the three-child policy, and the population’s stability
renders the incremental housing supply unsustainable. According to the housing filter
model, as the number of years that first-time homebuyers live in their homes goes up,
non-residential factors such as too small of an area, an unreasonable layout, moving to a
different place, municipal construction needs, and other things will cause a wave of better
living conditions and the peak of second-home purchases [49]. This will also help the
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housing market because it will lead to a huge number of new listings. With the gradual
completion of urbanization in China, housing inventory will become the focal point of the
real-estate market.

3.2. The Government Cannot Provide Sufficient Affordable Housing

Due to the government’s high-priced sale of commercial and residential land, control
of land supply, and housing-purchase restrictions, housing prices have risen dramatically
in recent years. The prevention and control of COVID-19 have increased market liquidity
significantly. When residents decide to invest in the more secure real-estate market, this
causes a new round of house-price fluctuations, and some developed cities have seen
a surge in new high housing prices. According to data from the National Bureau of
Statistics, the national average home price in 2020 has reached CNY 9980/m2. The average
housing prices in Beijing, Shanghai, Guangzhou, and Shenzhen all increased by more
than 5 percent, with Shenzhen leading the nation with a 14 percent rise. The highest
housing price per square m in Shenzhen was CNY 87,957. Excessive housing prices
have significantly exceeded the purchasing power of ordinary residents, particularly the
purchasing power of middle-income earners, thereby endangering social stability and the
viability of urbanization.

In search of a greater quality of life, a substantial number of migrant workers migrate
to the city, bringing with them numerous laborers who raise the demand for urban housing.
According to the results of the seventh national census provided by the National Bureau
of Statistics, the number of people separated from homes in China is 49,276 million, or
34.90 percent of the overall population. Compared to 2010, the number of people living
alone has climbed by 88.52 percent. The population separated from households within
the jurisdiction grew by 192.66 percent, the floating population grew by 69.73 percent,
and cross-regional migration remained active. This information continues to exhibit an
upward trend, and the floating population will continue to grow. Behind the separation
of permanent residence and household registration is the urgent need to address the
inequitable distribution of resources caused by the traditional household registration
system, which bundles public services such as healthcare, schooling, and housing with
household registration. The National Bureau of Statistics test report indicates that, in 2021,
the per capita dwelling space of migrant workers in cities would be 21.7 square m. The
per capita living space in cities with more than 5 million inhabitants is only 17.0 square m,
which is significantly smaller than the urban per capita living space (39.8 square m).

According to the architecture of China’s housing-supply strategy, commercial housing
is purchased by people with high incomes, while the government provides affordable hous-
ing for low- and middle-income families to purchase or rent [50]. The land for affordable
housing is allocated administratively; that is, local governments cannot generate revenue
from the sale of affordable-housing land. Therefore, local governments are more willing to
invest less in building land for housing security when total construction land control and
fiscal revenue are considered. Due to the lack of motivation for the government to provide
affordable housing after the housing-system reform in 1998, compared to the rapid devel-
opment experienced by the commercial housing market, the government-led construction
of affordable housing has been in short supply for a very long time, and this has become a
significant factor in the imbalance of the housing system and the rapid increase in housing
prices. Particularly, the strategy for affordable housing based on the household registration
system cannot accommodate the high number of farm migrants involved in the urbaniza-
tion trend. At the same time, in order to increase land financial earnings, local governments
are more likely to use land with superior locations for commercial land transfer and land
in suburban or rural places with low market prices for affordable-home building. In the
process of implementing housing-security land supply and policy, there is frequently a lack
of long-term development plans; even in the process of implementing affordable-housing
projects, the quality of housing is decreased to substandard levels. In addition, issues such
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as unused special funds and deficiencies in the distribution process have contributed to the
inability to meet the affordable-housing needs of low- and middle-income groups.

3.3. Social Class Solidification

In 1998, the welfare housing system was abolished, and the housing monetization
reform was formally initiated; urban housing prices, especially in first-tier cities, continued
to rise. Land finance transformed real estate into investment products with high returns
and great liquidity, bringing enormous benefits to local governments and facilitating the
rapid accumulation of wealth by people. As housing prices continue to climb, the wealth
gap between individuals who purchased real estate early on and those who do not have
the means to do so continues to grow. Residents who own property can reap the rewards of
real-estate appreciation without exerting any effort; non-homeowners’ wages, even if the
non-homeowners work hard, are increasing at a far slower rate than property costs. Real
estate distributes additional societal wealth automatically. The faster the rate of inflation
in housing prices, the larger the disparity between the wealthy and the poor. Real-estate
ownership has a distinct advantage over the self-inflicted component of hard work. Social-
mobility routes are blocked; social mobility between classes, especially upward mobility,
has slowed or even stopped; and “advantaged” groups have more and more power over
how society changes.

One of the most intuitive results of the expanding gap between the rich and the poor
is the spatial separation of the rich and the poor, establishing the so-called “class-based
community” of “rich region” and “poor area”. In urban areas, the difference between
wealthy neighborhoods, middle-class neighborhoods, and low-income neighborhoods is
becoming more obvious. As a special commodity, housing has a significant function of
class consolidation, so that wealth, prestige, and rights are concentrated in its use value and
exchange value. While the wealthy use existing funds and social incremental income to
accumulate wealth in a “snowball” fashion, a large number of low-income people reside in
urban–rural fringes and low and narrow old communities with inadequate living facilities,
chaotic social security, shabby quarters, and limited appreciation space.

A direct consequence of class solidification is slow or even static social mobility, partic-
ularly the obstruction of upward mobility chances, an effect that is severely destructive to
social classes in relatively disadvantaged circumstances. In addition, it may cause the elite
cycle to deteriorate into elite replication, which is analogous to the economic phenomena
“bad money drives out good money”. As a result, the stagnation of social mobility produced
by the constant increase in home costs caused by land finance will inevitably diminish
social vitality, create “social inertia”, and deprive society of its impetus for advancement.

4. The Land-Finance Transformation Mechanism of Increment Market and Inventory
Market in China

According to the analysis in the previous chapter, the scarcity and uneven distribution
of land resources will inevitably reduce the land available for local governments to sell. At
the same time, the slowdown of the population growth rate and the gradual stabilization
of urbanization process will fundamentally reduce the demand degree of the whole society
for land and real-estate resources and then affect the fiscal revenue. Land will be gradually
shrinking as an inevitable trend of the income scale, and the sustained, healthy, and rapid
development of society and economy will need plenty of fiscal income funds to safeguard it.
Such a contradictory situation will lead to local fiscal imbalances, and social development
in the country is about to enter a new stage. Promoting local finance means that the
transformation of the main source of income is the reality of the new stage of socialist
construction requirements.

At present, land-transfer revenue occupies a considerable proportion in local land
fiscal revenue, which is fundamentally different from the real-estate tax as the main revenue
source of local governments in the United States [51]. Relying on the mature and perfect
real-estate tax system, local governments in the United States have formed a revenue
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system with real-estate tax as the main source of revenue. The focus of the whole local
fiscal revenue is based on tax revenue. In view of the current composition of local finance
revenue, although the contribution of real-estate element revenue to the local finance is
greater, its focus is not on the tax of the real-estate element, but on the land-transfer fee.
According to the data in Table 1, the ratio of land-transfer fee to real-estate tax in China from
2015 to 2020 is 1:067, 1:062, 1:052, 1:046, 1:042, and 1:041, respectively, with the land-transfer
fee occupying an absolutely dominant position.

Table 1. Revenue of national general public budget and land-transfer funds from 2009 to 2020 (Unit:
CNY 100 million).

Year General Public
Budget Revenue Tax Revenue Property Tax

Revenue
Land-Transfer

Fee

2009 32,602.59 26,157.43 803.66 17,179.53
2010 40,613.04 32,701.49 894.07 27,464.48
2011 52,547.11 41,106.74 1102.39 32,126.08
2012 61,078.29 47,319.08 1372.49 28,042.28
2013 69,011.16 53,890.88 1581.50 39,142.03
2014 75,876.58 59,139.91 1851.64 40,479.69
2015 83,002.04 62,661.93 2050.90 30,783.80
2016 87,239.35 64,691.69 2220.91 35,639.69
2017 91,469.41 68,672.72 2604.33 49,997.07
2018 97,903.38 75,954.79 2888.56 62,910.55
2019 101,080.61 76,980.13 2988.43 70,679.31
2020 100,143.16 74,668.06 2841.76 68,593.68

Average annual
growth rate 11.88% 20.91% 13.45% 31.65%

Data Source: Compiled according to the 2008–2020 China Land and Resources Statistical Yearbook.

In order to maintain the balance of fiscal revenue and expenditure of local governments,
under the condition of constant expenditure, the revenue of land-transfer fee decreases,
which needs to be supplemented by more stable and sustainable property-tax revenue.
To prevent the government’s land-transfer revenue from experiencing a cliff decline, the
local government’s land-transfer revenue originally from ordinary commercial housing can
be converted to the improvement housing, and the second ordinary commercial housing
can be levied real-estate tax to supplement the fiscal revenue. With the gradual maturity
and improvement of the real-estate-tax policy, the proportion of land-transfer fees in
fiscal revenue gradually decreased, and the proportion of real-estate tax increased, which
replaced the financial effect of land.

4.1. Shifting Residential Land-Transfer-Fee Income from Ordinary Commercial Housing to
Improved Housing

Unlike the high prices of general commodities, which are a result of scarcity, the com-
mercial housing market in China has gone through a period of shortage and a substantial
amount of inventory has emerged. According to the International Bureau of Statistics, the
sales area of commercial housing in 2021 was 1794.33 million square m; by year’s end,
the area for sale was 510.23 million square m, representing 28.4 percent of the total area.
Commercial housing for sale is only a portion of the vacant housing, and there is still a
significant problem with resident-owned vacant housing. China’s housing has been able to
accommodate 4 billion people, and the country’s housing stock is now saturated; however,
developers continue to introduce new homes to the market each year. As a result of a high
demand and a huge supply of common commercial housing in various locations, housing
costs have increased significantly. To some extent, Chinese housing market lacks effective
demand; however, due to speculation, demand is strong, resulting in high housing prices
in the country.

To combat the phenomenon of real-estate speculation, profit tax can be imposed on
newly added ordinary commercial housing in order to realize “housing without specu-
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lation”. The local government’s land-transfer-fee money can be used to convert regular
commercial property into upgraded housing in order to keep the government’s budgetary
balance and ability to offer public services intact. In general, improved housing has a
large area, favorable location conditions, comprehensive surrounding service facilities, and
a high community-greening rate compared to ordinary commercial housing; it occupies
more land and is situated in a more desirable area. In addition, consumers who purchase
improved housing typically have strong purchasing power, and the primary reason for
their property purchase is to improve living conditions and quality of life; therefore, it is
reasonable to charge land-transfer fees. The proportion of these groups to the total urban
population is low, and tax resistance is relatively small. However, because China has a
large population base, the scale of the total demand created cannot be understated, and it is
conducive to the redistribution of resources. In addition, the “Catalogue of Restricted Land
Use Projects (2012 Edition)” policy stipulates that the floor-area ratio of residential projects
cannot fall below 1.0. (including 1.0); this restriction cannot satisfy the actual and effective
demand for luxury commercial housing on the market. Long-term, the government’s
taxation revenue, the housing rights of low-income groups, and industrial chain develop-
ment will all suffer losses, and the value of land development will not be fully optimized
and utilized. Therefore, economic means can be used to manage and regulate high-end
commercial residential development projects, and appropriately high and progressive tax
rates could be adopted for high-end housing with a plot ratio below 1.0 (exclusive) and a
single set of construction area exceeding 144 square m (exclusive). Simultaneously, policies
have been implemented to encourage households that have purchased improved housing
to enter the rental market with the original inventory of ordinary commercial housing in
order to accomplish both rental and purchase.

4.2. Optional Property Tax

“Land financing” is a particular system created to solve the lack of original credit
in the early stages of urbanization. When the initial accumulation of capital has been
completed, the reliance on land increments must be gradually phased out and replaced
with a more sustainable growth model [52]. How to transform land incremental financing
into land inventory finance and make land inventory finance function normally is crucial
for high-quality development in the current context of common prosperity. The objective
of inventory planning differs from how to allocate and combine resources for optimal
public service level in incremental planning. To maximize social benefits, the objective
is to transfer existing resources to users who can contribute the most to the city, while
also minimizing the cost of factor transfer. One solution would be to switch from “land
finance” to “tax finance” and impose property taxes on improved housing and second
sets of ordinary commercial housing. The goals are to promote the rental of inventory, to
encourage the purchase of improved housing, to encourage the second set of commercial
housing households to rent out their original houses, to reduce or even exempt property tax
for rented commercial housing, to revitalize the inventory and give full play to the housing
function, and to ultimately realize both rental and purchase.

Real-estate tax, also known as property tax, is a tax on the property ownership link. It
is not uncommon for property values to rise because of increases in land value that do not
belong to the proprietor but rather are the result of community efforts and government ser-
vices [53]. Land value, strictly speaking, is the remaining value after public-service charges
have been deducted. Currently, however, the purchase of real estate in China requires only
a one-time purchase cost and applicable taxes. As long as a city’s real-estate market remains
buoyed by buyer money, it may continue to fund public infrastructure projects (such as
roads and bridges) and make further investments in public services (education, greening,
and community security). The greater the residual value transferred to the land, the faster
the price of urban real estate will rise [54]. Residents who hold real estate can also own
the appreciation of urban assets for free through real-estate appreciation. The collection of
property tax is analogous to compelling residents to pay for government-provided public
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services. At the same time, residents can choose the most suitable residential area according
to their own needs and tax affordability, as in the case of consumers who have no special
needs for certain types of public services (the elderly do not need to be close to the school);
they can choose such properties with incomplete services but lower property taxes; or they
can use the property tax savings to solve the missing public goods in the market themselves.

The property-tax collection requirements and rates should be differentiated or ex-
empted based on regions, groups, and housing kinds. Considering the affordability
demands of the low- and middle-income groups, the transaction profit tax should be
exempted from the property tax for the first house of the household, while the property tax
should be collected for the second house and above. Tax-free measures can also be applied
based on the size of the family’s newly purchased home. In the specific implementation
process, differential taxation should be adopted based on the number and size of homes
purchased by households, and exemptions for certain special groups or residential areas
should be explored. While the incremental property tax is levied, it is suggested that the
inventory be sold or rented, particularly for homeowners who purchase improved housing
and second or more typical commercial housing. The rental inventory can be used to
minimize or even exempt property tax, to rejuvenate the inventory, and to give full play to
the dwelling function.

The property tax is a reliable source of revenue for local governments, which can
give financial support for sustainable urbanization and enhance the government’s ability
to provide security. The implementation of property tax will diminish the role of land
financing, thus reducing the value of housing as an investment commodity [55]. However,
because the property tax is assessed yearly, if public services are upgraded annually, the
government will collect the property-tax rate annually, and taxes will increase proportion-
ally. It is reflected in the government account that the current government’s income will
decrease, but the future government’s income will increase. To gain a sustainable and
stable source of revenue, local governments must focus on the development environment’s
creation, thereby encouraging the long-term operation of local fiscal policies and fiscal
habits. To gain a sustainable and stable source of revenue, local governments must focus on
the development environment’s creation, thereby encouraging local fiscal policies and fiscal
habits to last in the long run. In addition, the establishment of a property tax will support
the regulation of income distribution, the prevention of speculative real-estate transactions,
the modification of the situation in which land and housing prices are inflated and rigid
demands cannot be met, and the promotion of social equity. Consequently, property tax
is not only a solid source of tax revenue for the local government but also favorable to
optimizing the structure of local government tax and fee income, and it can encourage the
adjustment and transformation of the economic structure.

4.3. Using Property-Tax Funds to Provide Affordable Housing and Housing Vouchers

China’s most serious challenges are stability and domestic demand. As a result of the
dual structure of urban and rural areas, migrant workers do not receive the same treatment
as citizens in public housing, basic education, and healthcare, and this has a negative
impact on China’s population urbanization. However, the establishment of stable financial
sources is necessary in order to improve the security mechanism. On the other hand, if
the new urban population is treated better through the provision of affordable housing,
the establishment of a comprehensive medical-insurance system, and the elimination of
institutional discrimination in children’s education, the demand will be stimulated. To
maintain social stability and stimulate domestic demand during the transitional phase of
land finance, the correct strategy is to shift the primary consumer from a small number of
citizens who have completed wealth accumulation to the majority of the remaining citizens,
particularly new citizens who have moved into the city but do not have housing. Through
the collection of real-estate tax from certain groups, stable financial resources are obtained.
These resources are then used to construct affordable housing and distribute real-estate
vouchers; the particular implementation procedure relies on city-specific policies.
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For cities with a large floating population, the housing pressure of citizens can be
relieved by providing affordable housing, which can be divided into rental housing and
“rent-before-sale” housing. Rental housing is owned by enterprises or the government; it is
rented to specific groups of people at a price below the market rate in order to alleviate their
housing difficulties. When the income of low-income households’ changes, the government
can stop issuing subsidies at any time, thus providing a degree of flexibility and allowing
for low-income groups to effectively meet their housing needs. Moreover, “rent-before-
sale” housing is initially leased to the lessee and then sold according to the contract,
which not only reduces the housing pressure of certain groups but also stimulates housing
demand. The “rent-before-sale” housing policy designed for Huawei employees by the
municipal government of Dongguan is a relatively successful example. In December 2015,
the Dongguan Government sold Huawei the land at cost on the condition that Huawei
relocate its factory from Shenzhen to Dongguan. On this land, Huawei can construct
housing for the company’s employees and then rent it out for CNY 32 per square m per
month for five years; the price (considerably lower than the surrounding commercial
housing price of CNY 30,000/m2) is paid to acquire the house’s full property rights. For
employees, it is equivalent to working for Huawei for 5 consecutive years to redeem the
housing option. For enterprises, because of the low housing cost, employees are more
likely to accept lower wage levels and control wage costs. For the Dongguan Municipal
Government, it appears that the land-use rights are sold to Huawei at the cost price,
but Huawei creates tax revenue. In reality, this practice is to convert the original one-
time “land finance” into a continuous “land finance”. Particularly significant is the fact
that the infrastructure required to support housing construction generates an enormous
demand for loans, thereby generating a substantial amount of liquid money. This approach
is essentially equivalent to discounting the future labor of employees through housing,
thereby generating a substantial demand for loans. The “rent-before-sale” affordable-
housing system is an important tool for capitalizing labor, as it not only increases the
real-estate market’s inventory and reduces labor costs but also attracts labor, thereby
promoting urban economic growth and stable development.

For cities with a large inventory, the fiscal revenue from the collection of property tax
will be converted into low-income-housing vouchers. Low- and middle-income-housing
applicants can apply to the government, and after examining their eligibility, the gov-
ernment will give real-name housing vouchers. Buyers can use the housing vouchers as
part of the purchase price or rent price to go to the market to purchase or rent a house
or develop businesses; owners can also exchange housing vouchers for cash with the
government. If low-income individuals utilize government housing vouchers as part of
the house payment to acquire property rights, the government will repurchase the house
if it needs to be transferred in the future. The buyback price is the original sales price
plus the same-period bank-deposit interest, which does not climb in tandem with house
prices. Housing vouchers will relieve the strain on low- and middle-income families to
purchase homes, consequently encouraging the demand for homes and assisting towns
with a significant inventory of vacant commercial properties to sell to individuals in need.
Simultaneously, housing vouchers incorporate the market competition and free-choice
mechanisms into the housing security system, allowing participants to freely pick housing
and guiding healthy rivalry among developers. Owners of housing vouchers can choose
their own houses in the real-estate market based on their own family’s economic conditions
and actual conditions, which not only can save on commuting costs but also improve the
living community environment, increase the family’s comfort and safety level, and avoid
the defects of affordable housing.

Based on the above analysis, we establish diagram of the local land-finance transfor-
mation mechanism with synergy between increment and inventory, as shown in Figure 2.
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5. Discussion
5.1. The Social-Risk Avoidance of Levying Property Tax

Collecting real-estate taxes carries important societal ramifications, as well. When it
comes to taxes, real estate is the first one to come to mind. The tax on property is based on
the fact that we have the right to only use our homes, not own them. Second, because a
considerable quantity of taxes was collected throughout the housing transaction process,
there will be a problem of double taxation if the property tax is collected again. The third
aspect is the purpose of property tax, how to use it, and how to make the real-estate tax
system in the specific implementation process.

Property-tax revenue is utilized not just for the construction of affordable housing and
the distribution of housing vouchers in the region but also for infrastructure development.
Housing security and local infrastructure-construction budgets are given based on local
reality. After a portion of the property-tax revenue is utilized for housing security, the
remainder is used for local grass-roots building, which is gained from the people and
must be used for the people. The property-tax funds are utilized to gradually promote
the equalization and improvement of public services. Local supporting schools and police
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stations are also relatively good in areas with high property taxes, allowing the house price
to be supported. Residents pay a property tax similar to the regular property tax. The first is
to pay property taxes to cities/towns, while the second is to pay property-management fees
to residential quarters. As a result, the payment and application of property tax necessitates
the change of government services. People service means providing something to the
general population, while also accepting criticism and oversight from the general public.
Specifically, aside from the welfare effect of collecting property tax, the government is
always the main beneficiary of property tax, even without considering the tax externality.
When tax externalities are taken into account, the main beneficiaries of a type of property
tax depend on the specific property-tax system (see Table 2). When the land-tax rate
is higher than the building-tax rate, residents are the main beneficiaries of the property
tax; in other cases, the government is the main beneficiary of the property tax. From the
perspective of total social welfare, the higher the tax rate of land relative to buildings, the
greater the total social welfare [56].

Table 2. Comparison of advantages and disadvantages of different real-estate tax systems (under
land public ownership).

Tax System Advantages Disadvantages Major Beneficiaries

Tax on land

The total social
welfare is the highest;
The total welfare of

residents is
the highest

The government has
the least tax revenue Residents

Tax on buildings
The government gets

the most revenue
from taxes

The total welfare of
society will lose

the most
Government

Uniform tax on land
and buildings

To some extent, it
takes into account the

interests of the
government and

residents and is more
flexible than land tax

and building tax

Without considering
the tax externality, the

welfare of
residents suffers

Government

Differential tax rates
are levied on land

and buildings

The most flexible; it
can maximize the

interests of the
government

and residents

Land and building
values need to be

assessed separately,
which is the least
feasible in reality

Government or
Residents

There is no optimal real-estate tax system in practice, and the main objectives of
real estate-tax reform need to be clearly introduced. There is no tax system that takes into
account government tax revenue, residents’ and total social welfare, and practical feasibility.
Therefore, different local governments are encouraged to choose the tax system in line with
their own realities during the implementation of real-estate tax.

5.2. Insufficient Money Supply due to Transition

For a long time, the Chinese economy has been in a state of currency shortage. In the
era of physical currency, export surplus is the main way to generate currency. After the
reform and opening up, the renminbi was pegged to the US dollar, and China’s currency
generation was mainly based on export settlement. After 2008, affected by the slowdown
in exports, the growth rate of China’s foreign-exchange surplus has been narrowed, but
the money supply has grown rapidly. The reason for this phenomenon is that China’s
currency has changed from exogenous to endogenous; land finance created unprecedented
credit, making lending the primary means of generating money. After 2008, the largest
contribution to M2 is credit, which is about 75%, and one of the main channels for credit
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growth is real-estate mortgage loans. With the expansion of land credit, China’s ability to
generate money from domestic loans has increased significantly. The result was a rapid
increase in loans and an increase in the amount of money in the market. the more money
there was, the more developed the division of labor in society. However, once the loan
obtained from the bank cannot find the investment target, the loan demand will decline
accordingly. At this time, even if real estate can create more credit, money cannot be created
through financing. The consequence of this is the sudden disappearance of money, the
emergence of deflation, and ultimately the shrinking of the division of labor in society.

Faced with this risk, a new way to obtain liquid money must be found to replace land
finance, while creating a matching capital market for the new way. With the transformation
of economic growth, the proportion of the real-estate market in China’s capital market
will gradually decrease, while the proportion of the inventory market should gradually
increase. However, due to the inherent insufficiency of the inventory market, it must be
redesigned according to the characteristics of China’s system.

5.3. Reform of Government Performance Appraisal

Since the reform of the tax-sharing system in 1994, local governments have made
large-scale investment promotion at all costs. On the one hand, the manufacturing industry
can generate stable value-added tax revenue. More importantly, the development of the
manufacturing industry will also indirectly promote the development of the local service
industry and increase the service industry. The demand for land will bring about related
business tax, commercial and residential land-transfer fees, and other income. Considering
that the performance appraisal with GDP as the main indicator is more willing to solve
the employment problem than the housing problem, the introduction of new enterprises
with low rental prices can fundamentally solve the employment problem, so officials avoid
facing the problem of excessively high housing prices in the real-estate market. This leads to
serious housing problems for low-income families. The GDP-performance-appraisal system
for government officials has seriously hindered the development of new urbanization and
brought huge environmental costs [57]. Therefore, the original evaluation system of local
government officials with GDP as the main evaluation standard is not conducive to officials
to better consider social issues such as welfare and environmental protection; it cannot
adapt to the development of the new stage of coordinated development of incremental and
inventory. At the same time, if the government collects property taxes to obtain a more
sustainable and stable source of funds, the government will change from a landowner to a
public-service provider; politically, it will also need to transfer some rights to the owners
(residents). Before the middle class was formed and made up the majority of the members
of society, democracy meant a huge cost. This cost often led to the stagnation of social
development, officials tended to avoid costs to obtain higher performance within a limited
term of office. In order to encourage officials to take more long-term choices, government’s
performance assessment should not use GDP as the main indicator, but should include
assessment indicators such as the environment, future benefits, and social stability, which
have a more long-term perspective.

6. Conclusions

The local land finance system, as “the disposable financial resources of local gov-
ernments are highly dependent on incremental land and related industry rental tax and
fee income”, has provided significant financial revenue to local governments in recent
decades, but the problems caused by the development of the real economy, the govern-
ment’s inability to provide sufficient affordable housing, and the increase in financial risks
have also been serious. After China’s total population stabilizes around 2030, the demand
for extra dwellings will fall, and the housing supply model based on land increments
will result in an oversupply of housing, leading to local government fiscal revenue and
expenditure imbalance and impeding the country’s economic transformation. As a result,
the government must devote more attention to land inventory financing, shifting from



Land 2022, 11, 1529 16 of 18

the original overreliance on incremental land finance to a local land-finance mechanism in
which increment and inventory are integrated; the property tax should play an important
role in this transformation. In the incremental mode, it is necessary to limit speculation
in the real-estate market to avoid a cliff-like decline in the income of the local govern-
ment’s land-transfer fees; increase the inventory mode and obtain fiscal revenue, while
also revitalizing the inventory; and realize both rentals and purchases. Moreover, the fiscal
revenue should be used for the construction of affordable rental housing or for housing-
voucher funds in accordance with city policies. Citizens are more likely to consume once
they have the security of a home, which will promote consumption in other marketplaces
and, eventually, dissolve the dual structure of urban and rural areas and attain universal
prosperity. A system’s change necessitates a lengthy period of exploration and testing.
During the transformation, consideration should be given to the objective and methods of
implementation of the real-estate tax, recurring taxation, and the expiration of land-use
rights that may result from the implementation of the real-estate tax. Make decisions on
insufficient money availability and be cautious at all times. Simultaneously, it is necessary
to innovate the government’s performance-evaluation system, with GDP as the primary
evaluation indicator, so that government officials are more motivated to improve the living
environment and the living environment of citizens, while also caring about issues such
as fiscal revenue and employment. To sustain social stability, we shall conduct recurrent
investigations and make attempts to determine the most appropriate transformation path
for national conditions.

The urbanization transformation of China, the world’s largest developing nation, can
serve as a benchmark for all developing cities transitioning from rapid urbanization to
stable urbanization. To sustain social stability, each city should perform repeated research
into the transition process and seek to identify the most appropriate transformation path.
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