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Characteristics and Development trends of Social Enterprises in China
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Institutionalizing the tax exemption on
Social Enterprise

: Toward a cross-national comparison between China and Korea

Chungsik Yu

Researcher, Third Sector Research Center, Shanghai Jiao Tong University

Abstract This paper aims to propose a possible comparative criterion utilizing income tax
exempt regulations on donation to social enterprise financing in China and Korea from legal
institutionalism perspective. From the perspective, this paper discusses tax exempt status of
the nonprofits of Western Europe and the US in civil or common law tradition. Then, this
paper discusses the possible divergent ways in state-led social enterprise development. This
paper also says the utility of tax exemption concept in cross-national comparison study
particularly in the state-led East Asian social enterprise development.

Keywords tax exemption, civil and common tradition, cross-national comparison

I. Introduction

1. Background

An old wisdom, in nonprofit’s financing studies, says that tax incentive and charitable
giving take a proportional co-relation, i.e. the more tax benefit on charitable donation, the
more donated income for nonprofit revenue (Clotfelter, 1980; Steinberg, 1980, Dehne,
Friedrich, Nam & Parsche, 2008). Thus, a government’s tax benefit has been deemed a
critical legal institutional incentive to shape the promotion and demotion of donation all the
way. As corporate social responsibility is in steady growth, scholar as well as practitioner
pays attention to the financing through donation to social enterprise. The recent trends says
that the tax preferential treatment of donation is construed as a significant vehicle to boost
private donations from large companies in particular. In a nutshell, the social enterprise’s
successful financing through donations requires a pair of premise; a strong tax preference in
policy and a voluntary donation in charity (Anheier, 69: 2009).

The positive relationship between tax benefit and charitable donation requires
comprehending what particular conditions form and transform tax benefit rules in country. A
comparative look at plural countries rather than an independent look at singular one uncover
a national particularity. For example, a couple of global regions witnesses triple simultaneous
manifestations; namely, social enterprise in embryo, corporate profits in growth and normative
redistributive policy performance in state-society relations. Those regions are grouped into

East Asia, Eastern Europe and South America. Among those categorized regions, it is



perceived that East Asia most constitutes a homogeneous character. Seemingly, East Asian
states did not only share powerful policy decision making experience in state-driven nonprofit
development, but also see the large companies’ profit in speedy growth since 1980s.
Moreover, social enterprise since the mid-1990s showed a high growth in the region.

A close observation at the inner side of the regional countries, however, defies a hasty
over-emphasis on the uniform nature of East Asian state. For instance, the third-sector’s
development between China, Japan, and Korea does not only differ from one another, but
corporate social responsibility activities also expose difference between those countries.
Furthermore, the dominance of state over civil society also transforms into mutual
empowerment between the actors (Migdal, 2001). A cross-national comparison renders it
possible to discern the national particularities between the regional countries and at the same
time require us to seek a common stick to contrast the difference.

In other words, a crucial problem in cross-national comparative studies is to detect an
equivalent variable that guarantees a methodological utility in both function and value.
Function in this paper means a yardstick to be commonly found in a cross-national case.
Besides, value in this study indicates a criterion to sufficiently exhibit variation between
cases.

2. Purpose

This paper aims to explore the concept of income tax exempt regulation as a
cross-national comparative equivalence before doing a concrete case study on the donation to
social enterprise in China and Korea  From a legal institutionalism perspective, the paper
focuses on the tax exempt status and tax deductible donation for social enterprise revenue.
This conceptual study also has an object to investigate the utility of tax exemption rule as
an equivalence to reveal national particularity.

3. Significance

Notwithstanding a minor portion in third sector financing compared with those of
government grant and fee (Philips, 2001), the donated income in nonprofit revenue sources
appears as an important non-market income. This is because tax exemption is acknowledged
as a government’s expenditure for nonprofits; that is, it is deemed identical with subsidy.
Moreover, in terms of government intervention, the donated income does minimize the
government inference and bestow discretionary powers to the nonprofit as donee (Wang,
2000). Another importance is that tax exemption rule is a common denominator to evaluate
whether or not government’s tax benefit policy changes in response to a growing finance
through corporate social responsibility (Kim, 2011).

The study addresses four questions. First, the study answers what the tax exemption is in
three context: legal, financial and anthropological. Second, the study deal with what the tax
exemption is in legal tradition: civil or common law. Third, this study answers what tax
exemption and tax deductible donation means in national particularity. Fourth, this study deal

with what the tax exemption as a cross-national comparative criterion is significant.



II. Literature Review and Theoretical Discussion

1. Literature Review

In practice, the previous research into social enterprise development in East Asian states
places an immoderate stress on the central role of the government with mobilizing powers,
‘developmental state-led social enterprise’, and ‘central role of state’ named in concepts
(Defourney & Kim, 2011: Jeong, 2015). This state-centered approach, however, veils the
necessity on the study on nationally divergent development path in social enterprise formation
and furthermore is limited in the investigation on the cross-national diversities. On the
contrary, legal institutional approach is of big use in cross-national diversity studies since
social enterprise is a nationally formed legal form. Tax exemption in legal institutionalism or
even economic one is an effective concept since legal form varies from countries to another
(Defourney, 2001: Salamon & Anheier, 1992: James, 1990)

Until now, the comparative study between China and Korea as to legal institutions
surrounding social enterprise has been extremely untouched. Furthermore, even the
comparison between two countries concerning social enterprise has been marginalized in
nonprofit studies. The previous cross-national comparison concerns the exploration of the
China’s social enterprise development through comparing her with the US (Ruan, 2012; Zhu,
2012). The single-country case study on China’s social enterprise mainly focuses on its
origin, development trends, characteristics, and government-enterprise relations (Youn & Lee,
2014; Zhang: Lee & Chun: Huang, 2013: Sun & Pan, 2013). Likewise, the single country
case studies on Korea also show the research trends similar to those of social enterprise in
China (Zhang, 2009).

Only a small number of cross-national studies address the comparison on tax exemption.
The study is concerned with China and the US ( Hoffer, 2005). Hoffer compares China with
the US with respect to charitable organization in relation to tax exempt status and tax
benefit to donors. Relatively, the single country case studies on China cover the relationship
between nonprofits and tax exemption in the whole national law (Shao Jinlong, 2003: Irish,
Jin and Simon, 2004: Shui, 2010). Likewise, the single country case study on Korea also
deals with the relationship between nonprofits and tax exemption in association with legal
person and civil law.

2. Theoretical discussion

(1) Tax exemption in legal, financial and anthropological context

By and large, tax exemption is specified in legal and public finance context. First, tax
exemption in a legal sense, ad litteram, means a partial reduction or whole elimination of
the money, profit, value or income that person or organization should pay government.
Pursuant to tax exemption regulations applying to taxpayer, state grants preferential treatment

to natural or legal person, who is allowed to pay less or no tax (Anheier, 2009). An



organization, for its entitlement to tax-exempt status, is required to acquire juridical person as
not-for-profit-organization by the state-legislated civil law. Second, tax exemption in public
finance context can be specified in three aspects: expenditure, concession, and preference.
Tax expenditure signifies government’s own spending for taxpayers in indirect way, tax
concession represents government’s relief of taxpayers’ tax burden, and tax preference
indicates government’s cut or removal of tax to attain a special purpose (Park & Jeong,
2003). This study selects tax preference as government’s policy tool to achieve its targeted
policy objective.

Aside from legal and financial ways, tax immunity or exemption involves humanitarian
concept that assists underprivileged people in hardship. Otherwise stated, nonprofit
organization is engaged in public benefit based on philanthropic cause and charitable ends
and furthermore is immune from the obligation of paying taxes (Anheier & List, 2005). The
public or general interest-purposed activities, as private public goods provider in economic
sense justify the government’s decision to grant the tax cut or removal to nonprofit
organization. As a matter of fact, such an altruistic justification for tax immunity can seek
its roots in the morality of gift exchange discussed in economic anthropology (Yang, 1994).

Tax-exempt rule, for state as rule-maker, signifies a moral response in the course of the
gift exchange between donor and donee. As Marcel Mauss pinpointed in Essai sur le don,
an agent for gift exchange is morality formed as repetitive exchange between donor and
donee. In other words, if donor gives gift to the other party, the donee with receives it.
Finally, it is quite natural that the donee gives back gift in return for the original donor’s
gift. After all, from the point of view of a donor, gift turns back on him, or her. The
exchange between nonprofits and state looks like the gift exchange. Nonprofit, instead of
state, provide for public goods. The privately-provided public goods are gift to state. After
receiving it state gives back tax exemption in return for the nonprofit’s gift. Agent for the
gift exchange is kind of a sense of moral duty (Mauss, 1921). Furthermore, taxing social
enterprise’s donated income well represents three modes of economic exchange; market,
redistribution and reciprocity (Polanyi, 1944; Defourney and Nissens, 2006). State
redistributive power intervenes in a gift exchange between private giver and nonprofit. State
also set a rule on donor and donee respectively; the tax deductible donation for the former
and tax exempt for the latter (Mauss, 1921).

(2) Tax exemption in legal tradition: civil or common law

From the perspective of legal institutionalism, legal environment formed in historical
tradition shape a government’s tax exemption rule on donation. Two legal traditions have
been discussed: civil law in European continent and common law in Anglo-Saxon (Anheier,
2009). First, in civil law countries, public law is systemically codified. Moreover, there is a
sharp separation between public and private institution in the civil law countries. State is
construed as a public benefit provider and then legally allows its certified nonprofit

organization to act in public interest as well. However, the activity of private institution



should function within the boundary of public law. In civil law tradition, nonprofits are less
commercial in the income-earning activity, which makes it more difficult for nonprofit to
secure tax-exempt status (Anheier, 2009; Kerlin, 2006; DiMaggio & Anheier, 1990). Second,
a codified law in common law country is not enacted. Instead, case law is established by
following the judge’s decision in earlier cases. Naturally, nonprofit’s profit-making activity is
not so controlled as the activity of the counterpart in civil law is. The countries following
the common law can make more positive profit-making activities. Moreover, the nonprofits in
the line of common law tradition more positively demand the state to allow for its
exempt-status from income taxation.

This paper identifies a close relevance between nonprofit tax exempt status and traditional
legal systems. In civil law country where a distinct separation between public and private
law exists, state as subject of public law is granted as a single public benefit provider and
endeavors to preclude nonprofit organizations from obtaining tax-exempt status. First, the state
pursuing civil law poses an onerous restriction on the opportunity that nonprofit obtains
tax-exempt status. That is to say, state as public goods provider has a tendency to exclude
nonprofits from providing for quasi-public goods and thus set a stringent regulation on the
tax exempt status of nonprofit (Anheier, 2009)

In common law countries where there is no specific public law, nonprofit organizations
can demand much wider tax exemption than those in civil law countries can. In the same
way that nonprofit’s reliance on the national law for the qualification of tax-exempt status, it
has a dependence on national rule tradition when issuing donation receipts for individual or
corporate donors. To understand the national particularity of the tax-exempt rule on donation
in China and Korea, this study suggest that the comprehension on civil and common law
tradition needs to be preceded before taking a concrete case study.

(3) Income tax exemption and tax deductible donation

National tax regulation with regards to nonprofit’s donated income largely falls into two
parts; rule on the benefits that donor receives when making donation, and rule on the
benefits that a qualified donee receives. First, when a private donor contributes to tax
exempted nonprofit money or talents, a portion of the donation, that is to say tax portion, is
refundable to donors. Namely, state does return to donors the tax portion that state can take
away. This tax return to donors is called tax credit for individual donors and tax deduction
for corporate donors respectively. Second, when a tax-exempted nonprofit as a qualified
donee receives donation, donation is not deemed as a whole income to be taxable. In other
words, the government levies tax on the donee’s income except the donation sum or for the
reduction of donation sum (Mayer & Ganahl, 2014)

Regulation on income tax-exempt status and tax deductible donation extensively varies
from one country to another. As regards income tax exemption status, above all, it is quite
difficult to categorize a variety of countries into a group since the content of exemption

from corporate tax is various. The common attribute found in a variety of national



tax-exempted nonprofits is that those nonprofits, irrespective of countries, pursue charitable,
less commercial and nonprofit-purposed earning income activity (Dehne, Friedrich, Nam &
Parsche, 2008). Then, income tax rule with respect to tax deduction on donation also differs

from one country to another.

Typology: Tax exemption and Tax Deductible Donation by country

/ Donor Side
Tax deduction granted Tax deduction not granted
Tax exemption Finland (individuals)
D o | broadly defined | Czech, Germany, Hungary, Italy, | Ireland (individuals)
nee Poland, the UK, Japan, and the | Sweden
Sid US. Finland (corporation)
e Ireland (corporation)
Tax exemption | Belgium, Denmark, Estonia,
specifically | France, Latvia, the
registered Netherlands, Portugal, and Spain

The above type diagram is concerned with income tax rules on tax deduction for donors
and tax exemption for donee. The horizontal donor side signifies the relationship between
private giver (donors) and tax-exempt organization (donee). Tax deduction is legally granted
or not by state. Although tax deduction for donors is legally granted, some countries legally
grant only corporate donors’ tax deduction (Finland and Ireland). For donee who receives the
donation, tax exemption status is broadly or specifically defined. The more specifically
defined in tax exemption, the more restricted on profit-making activity for nonprofits.

Like the above case in European countries, regulation on the tax-exempt status and the tax
deduction for donors varies from one country to another. For all the homogeneous nature of
state-led nonprofit, social enterprise in East Asia differs from one another according to the
characteristic of legal personality, legal tradition and legal institutional arrangement. As an
emergent social enterprise, the case of China and Korea deserve bringing into spotlight.

(4) Tax exemption as a cross-national comparative criterion

A wealth of discussion to find a common yardstick notwithstanding, nonprofit financing
studies has yet to seek an agreed criterion to compare social enterprises in cross-national
angle. Among criteria, national legal framework to regulate nonprofits’ revenue has been
employed as a popular reference point mainly in the Unites States (Defourney, 2001). Legal
tax frameworks supply a common scale as well as expose a national particularity in
cross-national comparison. Exemption from taxation, in the international comparison of
nonprofits, can be a universal standard. This is because national nonprofits, in general, obtain

a particular tax-exempted status as long as the organizations provide for marginalized people



in need the public benefit (Boris & Steuerle, 2006).

As shown above, the international comparison on the tax exemption is centered on the
European countries and the United States (Dehne, Fridrich, Nam & Parsche, 2008: Weisbrod,
1991). To consider that a government plays a pivotal role in the financial policy for
nonprofit (Etch art & Comolli, 2013); its tax exemption policy on donated income is a
wonderful research topic to bring the government’s role to spotlight. In particular, East Asian
countries can be a good research target since those countries was developed under the
influence of state-led nonprofits development (Brook & Folic, 1997: Defourney & Kim,
2011; Jeong, 2015).

(5) East Asian state-led social enterprise’s revenue in comparison

Generally speaking, civil society organizations in East Asian states are deemed as the
result of state-led or state-corporatist development tradition (Lee & Haque, 2008; Unger
&Chan, 1995). Types of tax-exempted nonprofits on private donation, however, are not of
homogeneity, but of divergence (Martinez-Vazquez, 2011). In accordance with the developing
path, state-led nonprofits in East Asia show a distinguished road to nonprofit-typed social
enterprise. The exemption rules from income tax on the donation take a wide range of forms
according to national legal systems. Thus, one needs grasp the tax exemption rules on the
donation in national legal context. National tax regulation on donated income is a wonderful
indicator to show differing degrees of government involvement in the exchange between
donors and donee (Kerlin, 2006).

III. Methodological thought and concluding mark

For the comparative nonprofit-typed studies between China and Korea, this study suggests
a cross-national qualitative case study employing a small-Number design under the theoretical
framework of legal institutionalism. Comparative points were selected in accordance with the
factors presented in the theoretical section. The points for comparison and contrast are
national legal tradition in relation to civil or common law, governmental registration system
for nonprofit-typed social enterprise, tax exempt status, and tax deduction for donation. China
and Korea were chosen as cases for contrast and comparison since there is an emerging
social enterprise and an inflow of market income into charitable sector. China and Korea
have similarity in state-driven social enterprise development and reliance on governmental
expenditure in social enterprise revenue source, and dissimilarity in the increasing portion of
charitable donation in revenue in Korea and small portion in China.

This study says that utilizing the legal status of social enterprise as a cross-national
equivalence with identical function between countries (Di Maggio, Paul J., Helmut K.
Anheier, 1990), the cross-national comparison set a standard to discern the legal recognition
of nonprofit organization with traditional, historical roots in national boundary (Defourney,

2001). By putting an emphasis on the country’s specific law tradition, it is favorable to look



for a specific development tracing of social enterprise.
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