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f1-010 Tax reform background

China's current tax system is relatively new, having been developed only since
the 1980s. Prior to that, China's tax system was concerned primarily with the
taxation of domestic enterprises. With the introduction of “open door”
economic policies, the tax system was reformed and developed in order to levy
tax on foreigners, foreign enterprises and foreign investment enterprises.

To attract foreigners and foreign enterprises to make investment in China,
China issued a separate income tax law in 1991 to tax on foreigners, foreign
enterprises and foreign investment enterprises, which provided tax incentives
and various favourable tax treatments, whereas domestic enterprises were
governed under another tax code with less beneficial treatments, thus resulting
in unbalanced taxation and unfair competition over the years. In addition, due
to the existence of the two different tax regimes, there were ambiguity and
inefficiency reported in tax levy and administration.

As China’s economy continues to grow, efforts had been made to unify the
income tax system such that foreign enterprises, foreign investment enterprises
and domestic enterprises can be taxed under the same tax system. The new
Enterprise Income Tax Law (EITL) was finally enacted in the Tenth National
People’s Congress on 16 March 2007. The new EITL, which unifies the income
tax treatment of domestic enterprises and foreign enterprises, came into effect
on 1 January 2008.

In addition to Enterprise Income Tax (EIT), China has witnessed reforms
amendments of other non-EIT taxes a few times in the past three de

2012, China has launched a pilot VAT programme where the taxation of
specified sectors will transition to being subject to VAT rather than BT. The
pilot programme initially applies to transportation and modern service
industries in Shanghai and was rolled out to eight other cities/provinces during
2012, and the nationwide rollout was on 1 August 2013. The Urban Real Estate
Tax (URET) regulation previously applicable to foreign investment enterprises,
foreign enterprises and foreigners was abolished on 31 December 2008; instead,
RET regulation has been applied to foreign investment enterprises, foreign
enterprises and foreigners from 1 January 2009.

Undoubtedly, China’s tax reforms conducted in the past three decades are a
result of the economic development. As the economy continues to grow,
additional amendments to the existing tax rules and regulations would be
expected.
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§1-020 Sources of law

China's legal system is a legislative (as opposed to common law) system. The
regulation-making system is not strictly centralised in practice. Regulations are
nﬁdjﬁed in statutory instruments which are derived from wvarious sources at
different levels of government (from national to local) and with a hierarchical
basis of authority.

According to The Constitution of the People’s Republic of China (Constitution),
sﬁpreme legislative authority is vested in the National People’s Congress (NPC)
and its Standing Committee, which also have the final authority to make and
interpret legislation. In practice, much of this power has been delegated to the
State Council.
The State Co

governme
Council

regul

cil, headed by the Premier, is the chief executive organ of
e central level. Administrative regulations made by the State
immediately below those laws enacted by the NPC. These
ns are in turn supplemented by instructions, orders and rules issued
propriate subordinate ministries under the State Council. The major
try responsible for tax matters is the State Administration of Taxation
T).
At a provincial level, People’s Congresses are empowered to make local rules
and regulations, provided they do not contravene the Constitution or the laws
made by the NPC or the administrative regulations made by State Council.
People’s Congresses and their Standing Committees in provinces, autonomous
regions, centrally administered municipalities and large cities are authorised to
make local regulations. The large cities include cities where the People’s
Governments of provinces or autonomous regions are located, or where Special
Economic Zones (SEZs) are located, and other cities approved by the State
Council. People’s Governments in these jurisdictions are also authorised to
make provisions or measures.

111-030 Types of laws and regulations

Laws promulgated by National People’s Congress
Enactments promulgated by the NPC and its Standing Committee are broadly
categorised as either:

® basic laws; or

® laws and amendments.

Before a new basic law is promulgated by the NPC, a bill must be introduced.
New legislation proposed is usually vetted by the Legal Work Committee of
NPC, which will examine and research the proposed bill, and recommend any
changes that may be necessary.
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The NPC commonly uses resolutions to make amendments to laws, or to enact
supplementary provisions to laws and/or orders promulgating basic laws.

Administrative regulations issued by the State Council
With effect from 1 January 2002 administrative regulations issued by the State

Council are normally designated as “regulations”, “provisions” or “measures”.
(Previously the State Council also issued administrative regulations designated
oo LA

as “articles”, “rules for observation”, “guiding principles”, “principles”, “rules”
or “detailed rules for implementation”.)

Similar to enactments promulgated by the NPC, bills must be drafted and
submitted to the legislative body of the State Council. Normally, draft versions
are first prepared by the appropriate subordinate ministries or commissions
and then submitted to the State Council for examination and approval.

All administrative regulations are published in the Gazette of the State Council
and national newspapers. This is a requirement of the Regulations on the
Enactment of Administrative Regulations (Art 31). Administrative regulations
usually take effect 30 days after promulgation unless otherwise specified.

Other administrative documents

In addition to NPC basic laws and resolutions, and State Council administrative
regulations, various other administrative documents are issued to State
agencies including decrees, directives, notices and circulars which give
instructions or provide clarification regarding specific laws or legal provisions.

Many of these documents have been classified as “internal” and for-{fiese,
foreigners must rely on the opinion of professional advisors, or on unbfficial
summaries of the documents provided by Chinese business partnérs) in order
to understand how the documents affect and alter the publistied laws and
regulations. Chinese legal officials have recognised that practices regarding
“internal” law are unsatisfactory and have pledged to reduce the number of
such documents.

Local regulations and rules

There are three types of local regulations:

e regulations required to implement the laws of the central government in
accordance with special local conditions;

* supplementary regulations; and
e regulations dealing with strictly local issues.

Made at a provincial level, these regulations must first be reviewed by the Legal
Work Committee of NPC to ensure that they do not conflict with the
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Constitution. The State Council also examines the legislation to ensure that it
does not conflict with other administrative laws or superior regulations. Local
regulations made below provincial level must be approved by the legislative
authorities at the provincial level.

The number of local regulations is significant. Accordingly, local regulations
can have a significant impact on China’s legal system. Being local in nature they
can lead to different consequences arising in similar matters depending on the
jurisdiction. Some local regulations also may deal with topics which have not
yet been regulated by national legislation.

All local government rules are published in the Gazetfe of the relevant
government and local newspapers as required under the Regulations on the
Enactment of Adwinistrative Regulations (Art 31). They usually take effect 30 days
after issue unless otherwise specified.

11-045- .Language and interpretation of laws

Thedahguage of the law is Chinese. Where laws have been translated, the
drijinal Chinese version is the most authoritative version and should prevail in
case of any conflict. The Chinese Government has produced books of Chinese
laws translated into English on an ad hoc basis. CCH produces a loose-leaf
library, China Laws for Foreign Business that contains English translations of
legislation in the areas of Taxation and Customs, Business Regulation and
Special Zones and Cities.

Formal interpretation of laws and regulations is conducted by government
agencies and the judiciary:

® Legislative interpretation — the Standing Committee of the NPC interprets
the Constitution, laws enacted by the NPC and laws enacted by itself
which need to be further clarified or supplemented.

® Administrative or executive interpretation — the State Council interprets
administrative regulations where questions arise relating to their
application. The interpretation has the same effect as the administrative
regulation in question. Ministries under the State Council interpret the
rules they have made and the interpretation has the same effect as the rules
in question.

® Local interpretation — the standing committees of provincial People’s
Congresses supplement or clarify the scope of local regulations and rules
that they have issued. Provincial governments and their departments
interpret questions of regulations arising out of their respective local rules
and regulations. The interpretation has the same effect as the rules or
regulations in question and is only binding in the jurisdiction concerned.

China Master Tax Guide 111-040
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e Judicial interpretation — technically, the Supreme People’s Court and the
Supreme People’s Procuratorate are limited to making binding
interpretations of laws only within the context of trial and procuratorial
work. However, the power of the Supreme People’s Court to interpret
national legislation has been expanding in practice. The Court has given
detailed “explanations” of major laws (eg Civil Law, Security Law) without
which it would be impossible to enforce national laws which have been
framed in general principles and vague terms. The power of the Supreme
People’s Court is, however, restricted to interpreting laws promulgated by
the NPC and its Standing Committee (except the Constitution). Generally,
it will not interpret administrative regulations, government rules or local
rules and regulations.

f1-050 Tax policy and administration

The SAT and Ministry of Finance (MOF) are empowered to interpret the
country’s tax laws and regulations by the issuance of circulars to its branches,
rulings, notices and replies.

Responsibility for tax policy and administration lies with the SAT. The SAT is
responsible for formulating and coordinating tax policies and for supervising
the work of local tax bureaus which are established as provincial and municipal
levels. The MOF also continues to play a key role in developing tax legislation
and policy.

The State Council has stipulated that the SAT is responsible for the collecti
and administration of taxes that generate revenue for the central gove
revenue which is shared between the central and local governments:
bureaus of State tax are in charge of the day-to-day administratio f\‘S
matters. \'@

Local taxes are handled by bureaus of local tax in the relevanmcaﬁons. Local
tax bureaus are responsible for collecting taxes that only generate revenue for
the respective local governments. Although the authority for tax collection is
divided, the local tax bureaus must follow the direction of the SAT with respect
to tax policy and the interpretation of tax laws and regulations.

ate tax

In most locations, specialised departments under the State tax bureaus and local
tax bureaus respectively handle matters relating to tax collection and
enforcement of foreign individuals, foreign enterprises and foreign investment
enterprises.

The Offshore Oil Taxation Bureau manages tax enforcement and collection for
businesses involved in offshore oil exploitation.

Legal and administrative framework of China tax 9

1-060 Tax laws

China’s tax system has evolved in a piecemeal fashion and reflects the
complexity of China's legal system. There is no single tax law or code
governing the taxation of individuals and enterprises. Rather, separate laws
and regulations impose different taxes on different taxpayers and on different

es of activities; and different reporting structures and payment procedures
appiy to different taxes.

This publication covers 16 taxes imposed in China:
e individual income tax;
® enterprise income tax;

e turnover and consumption taxes, surtaxes — value-added tax, business tax,
CONSUMmM, tax, city maintenance and construction tax, and national/local
educa surcharges;

e transaction and property taxes — stamp duty, deed tax, land value-added
urban and township land use tax, real estate tax, farmland occupation
x and resource tax; and

customs duty.

Note: Strictly speaking, national/local education surcharges are not “taxes”.
Nevertheless, it will be covered in this publication as they are generally levied
and collected with city maintenance and construction tax.

Each tax is typically implemented by a basic law or regulation and may be
supplemented by implementing regulations and tax-specific rulings and
interpretations in the form of circulars issued by the MOF or the SAT.

The basic tax laws set out the broad principles of the respective taxes while the
implementing regulations contain detailed provisions concerning the scope of
the tax, applicable persons, calculation of tax charge, timing of payment, etc.
The implementation rules for the EITL were officially issued on 6 December
2007. Following the EITL and the implementation rules, a number of circulars
were issued to have clarified certain tax treatments during the grandfathering
period, from 1 January 2008 to 31 December 2012, and have cleared up certain
tax circulars and notices that were issued under the old tax regime and are no
longer applicable under the new law. In addition, a flurry of tax circulars were
issued to have addressed various uncertain issues that are not explicitly clear
under the new EITL and its implementation rules. Notwithstanding the above,
there are still uncertain issues subject to further clarification and more circulars
are expected to come to provide guidance for taxpayers.

Thtj rulings issued by the MOF or the SAT are issued to clarify specific issues
which may be raised by local tax authorities, taxpayers or the courts.
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fi7-010 Application of withholding tax

Non-resident enterprises without establishments in China are subjeg
enterprise income tax on a withholding basis on the following categorjg
China-sourced income (with very limited exemptions):

. ome from transfers of equity interests, source is determined in
ce with the place where the invested enterprise is located; and

er income, source will be determined by the government authorities
tate Council in charge of finance and taxation.

*® Dividend income and profit distributions, which refer to income derj
by an enterprise from its invested entities as a result of the gg
investment made therein;

t enterprises with establishments in China deriving the above-

ome which is not effectively connected with that establishment are also

EIT on a withholding basis.

® Royalty income, which refers to income derived by an enterprise f
providing use rights for patent, non-patent technology, tradem;
copyright and other licence rights; 1

o tax is imposed on the total income (including all payments and

charges) derived by a non-resident enterprise from a payer

t 103).

® Interest income, which refers to the income derived by an enterprise fg
provision of funds to other parties that does not constitute equity in
or from the possession of the enterprise’s funds by other parties, includ
the saving interest, loan interest, bond interest, debt interest, etc;

Withholding tax rate
G AL 4 of EITL, withholding tax rate is 20%. The EITIR (Art 91)
ol

olding tax rate to 10% for all the income items specified in f7-010.

® Rental income, which refers to income derived by an enterprise f
providing use rights for fixed assets, packaging materials and off
tangible assets;

Withholding tax rates under tax treaties

holding tax rates specified in the domestic tax law and regulations
. reduced by the applicable tax treaties. However, the vast majority of
s tax treaties generally do not provide relief for the withholding tax
ent that is already available under the domestic law.

® Gains from transfer of assets, which refer to income derived b
enterprise from transferring fixed assets, biological assets, intangible assg

capital investments, creditor’s rights, etc; and = . 3
. ° of withholding tax rates under tax treaties is provided in Chapter 11

® Other income derived from inside China which may be deemed taxabie ax Relief (111-070).

taxation.
(EITL, Art 3, 6, 19; EITIR, Art 6, 16, 17, 18, 19, 20)

The EITIR further sets the principles below for deterr&@&he source of

Dividends

income and other distributions with respect to the equity interest
income derived by an enterprise from its investee as a result of the

abovementioned items of income (EITIR, Art 7): y investment made therein.

 otherwise stipulated by the government authorities of the State Council
rge of finance and taxation, dividend income is recognised on the date
he profit distribution is legally declared by the invested entity (EITIR,
). Withholding tax on dividend distribution to a non-resident enterprise
» made on the same declaration date. If the actual payment date precedes
id declaration date, tax shall be withheld by the Chinese resident
at actual payment date (Announcement of SAT (2011) 24

® For income from transfers of immovable properties, source is determing fiouncement 24)).
in accordance with the place where the immovable properties are locali ‘the EITL, dividend distributions are subject to a 10% withholding tax
for income from transfers of movable properties, source is determined e EITL repealed the withholding tax exemption for dividend
accordance with the place of the transferor enterprise or establishmé : n under the old tax law. The dividend derived from the profits
which transfers the movable properties; ted after 1 January 2008 would be subject to 10% withholding tax (Caishui

® For dividend and profit distributions, source is determined in accordas
with the place of the enterprise which makes the distribution;

® For income from royalties, interest and rental, source is determined
accordance with the place of the enterprise or establishment in Chi
which bears or pays the income, or with the place of domicile of
individual who bears or pays the income;

fi7-010 © 2014 Wolters Kluwer Hong Kong Limi ha Master Tax Guide 17-100
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(2008) 1, Art 4), while distributions from pre-2008 profits may stil]
withholding tax exemption even if the dividend is declared and distriky
after 1 January 2008. 1

ion of business tax or value-added tax (“VAT")

to the new EITL and its Implementation Rules, the total royalty
is subject to withholding tax with no deduction (EITL Art 19; EITIR
Caishui (2008) 130 specifies that business tax paid on royalty income is

Under the old law, dividends paid to foreign investors in respect of A Shapes
. tible for withholding tax purposes.

Shares, H Shares and other overseas listed shares were exempt f

withholding tax. aled the rules under the old tax law regime, which had allowed

However, under the current EIT regime, the Chinese resident enterprig tax paid to be deductible for withholding tax purposes (Caishuizi
required to withhold withholding tax on dividend distributed to non-resig
share shareholders with respect to A Shares, B Shares, H Shares and .'

that initially launched in Shanghai on 1 January 2012
overseas listed shares. VAT reform that initially lau g ry

emented nationwide since 1 August 2013, royalty income is generally
“to VAT. Non-resident enterprises derive royalty income shall treat the
ount of~income exclusive of VAT as taxable income amount for the
mputation and payment of withholding income tax
it of SAT (2013) 9).

Total dividend income shall be taxable with no deduction allowed (E
19).

f7-110 Royalties

Royalties derived by non-resident enterprises without establishments in Ch
and who provide patent rights, proprietary technology, trademarks g
copyrights within China, are subject to withholding tax. The royalty incg
shall be recognised when the royalty becomes payable by the licensed
provided in the licence agreement (EITIR, Art 20).

Circular Guoshuihan (2009) 507 is the prevailing rule that clarifies %
application of royalties article in China's tax treaties.

ncome refers to the income derived by an enterprise from provision of
other parties that does not constitute equity interests or from the
of the enterprise’s funds by other parties, including the saving
 Joan interest, bond interest, debt interest, etc.

t income derived from China by foreign enterprises without
ents in China is subject to the relevant withholding tax at 10%, or a
treaty rate, unless specifically exempted as stated below.

t income shall be recognised when the interest becomes payable as
ed in the agreement (EITIR, Art 18).

erest income shall be taxable income (EITL, Art 19). Similar to royalties,
paid on the interest is not deductible for withholding tax purpose.

For more detail of this circular, you may refer to the relevant section \..
Double tax relief (f11-750).

Withholding tax exemption »\\$ .

Under the old income tax law, certain royalty incomes exempt fr
withholding tax. Upon the approval by the SAT, the el@\ tion may appl

royalties received for the supply of technical know-how in scientific
exploitation of energy resources, development of communications indust
agricultural, forestry and animal husbandry production, and the developm
of important technologies, provided that the know-how is technologica
advanced or the terms are preferential.

: income derived from a finance lease

border finance lease is a lease arrangement under which a foreign
e (the lessor) leases facilities or equipment to a Chinese enterprise (the
a certain period, where ownership ultimately passes to the Chinese
at the end of the lease period. The lessor has the entire economic

D e fa i M LRGN e C10 Dell prent. the SITCRR “ e assets over the expected life of the lease (Announcement 24).

mentioned above. According to Gueshuifa (2008) 23, royalties received
contract signed before the end of 2007 may continue to enjoy such exen
till the expiry of the contract; however, such exemption would not be applie
to the extension of the contract, supplementary contract or any expansion of
contract.

non-resident lessor (without any establishment in China) derives
from aforementioned cross-border finance lease, Announcement 24
that the lessor’s income shall be treated as interest and subject to 10%
ss a lower treaty rate applies). The income shall be calculated as total
yment plus any charges to the lessee when the ownership is
Passed, less the actual costs of the facilities or equipment. The lessee

17-110 © 2014 Wolters Kluwer Hong Kong Lif
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derstanding that, in general, unless otherwise providei:l by the new

future, the general principle under this rule (that was issued before

EITL took effect) may continue to apply under the new EITL.

ment 24 states that the whole amount of rental income derived frc?m

L of real estate should be subject to EIT if the non-resident entferprzse

the property does not have an establishment in China for rfianagmg the
The lessee within the territory of China is the withholding agent for

imposed.
: i i idered as having an

_resident enterprise property owner will be consi : !

t in China under each of the following cases, where it shall file tax

nd pay EIT accordingly:

omt&signs persons to conduct routine management of the property;

(the Chinese enterprise) is the withholding agent for this enterprise incomeg
at each payment date.
Exemptions

Under Art 91 of the EITIR, the following items would be exempted §
withholding tax:

® interest income attribute to loans from foreign governments to the Chi
Government;

® interest income attributable to preferential loans from internafy
financial organisations to Chinese Government and resident enters ri
and i

® other income approved by the State Council.

In  addition, interest income derived by foreign enterprises th
establishments in China may also be subject to business tax at the rate g

Previously, in a tax circular Guoshuifa (1997) 35 (Circular 35), the tax au
have clarified that the said 5% business tax is not imposed on interest
derived by foreign enterprises without establishments in China. Ho
Circular 35 was withdrawn in April 2006. Furthermore, under the ame
PRBTIR effective from 1 January 2009, business tax is imposed on
income where either the service provider or the service recipient is loca
China. It appears that 5% business tax should be withheld from the i
income derived by foreign entities providing loans to Chinese en
(including foreign-invested banks incorporated in China and foreigs
branches in China) or individuals. \\

17-130 Rental income \‘,Q‘

Rental income refers to income derived by an enterpri m providing |
rights for fixed assets, packaging materials and other tangible assets.

oG;her conducts the management through an agent located in China.
;n rental income derived by non-resident enterprises without

shments in China from leasing of immovable property in China is also
to 5% business tax pursuant to the new PRBTIR.

- to royalties, according to Caishui (2008) 130, business tax on rental
is not deductible for withholding tax purpose.

Guarantee fees

hholding tax provisions of the EITL and the EITIR do not specifically
for the withholding tax treatment of guarantee fees.

Announcement 24, which is consistent with Caishuizi (1998) 1 which had
ab 'lished, withholding tax is imposed on China- sourced gual_'antee fees
by non-resident, at the tax rate applicable to interest income as
bed in EITL and EITIR, which is presently at a rate of 10%.

Rental income shall be recognised when the rental becomes payable

)pe of guarantee fees
provided in the lease agreement (EITIR, Art 19).

ding to Announcement 24, “China-sourced guarantee fees” refej‘:? to
ce fees or fees of similar nature paid or borne by domestic enterprises,
ions or individuals for guarantees provided by non-resident
rises in business activities, including lending, trading, goods
ortation, processing, leasing, contractual projects, etc.

Guarantee Law defines the scope of guarantee fees to be covering all
business activities, including corporate lending by foreign banks.

Total rental income shall be taxable income, and no deduction may be allow
(EITL, Art 19).

Rental income received from leasing property in China is subject to withholdi
tax at the rate of 10%, or a lower tax treaty rate where applicable.

Under the old tax law regime, transportation fees, packaging fees, i
fees, etc, paid by the lessee shall be added to the rental income received
foreign enterprise providing the leasing facilities, and the total amount will
taxed at an applicable rate on a withholding basis. (Caishuiwaizi (1985) 210).

] ; o A -140
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010 Introduction to value-added tax

dded tax (VAT) is a turnover tax levied on all units and individuals
in:

sale of goods;

-provision of processing, repair or replacement services; or

jmportation of goods.
the territory of the People’s Republic of China (PRVAT, Art 1).

“ynits” include enterprises, administrative units, institutions, military
~ social organisations and other units (PRVATIR, Art 9). Taxable
als” include individual business operators and other individuals who
ged i ble activities.
_cg?ted based on the sales value of goods obtained, the value of
arvices received, or the value of goods imported. The tax is named
ded tax” because it is imposed on the added value, or the increase in
a commodity as it goes through each stage in the process of
.

ayable by taxpayers is calculated as follows:

\ taxpayer who engages in the sale of goods or the provision of taxable
ices will calculate the tax based on the amount received from the sale
of goods or taxable services by applying a given tax rate.

) The tax thus calculated, the “output tax”, is reduced by the amount of
“input tax” that has been paid on the purchase of goods or taxable
ices as indicated on the VAT invoices issued with the purchases (see
1113-910).

) The net amount is the VAT payable by the taxpayer.

0 1 January 1994, VAT was levied under the Regulations of the People’s
of China on Value-added Tax which were promulgated by the State
in 1984. VAT was levied on units or individuals within the territory of
‘who were engaged in the production of certain industrial products or the
ation of commodities. VAT was not applicable to foreign investment
ises or foreign enterprises which, at that time, were subject to industrial
mercial consolidated tax.

d of 1993, the Chinese Government conducted a large-scale reform of
all tax system, focusing mainly on the reform of VAT and other
taxes. The present PRVAT came into effect on 1 January 1994,
alling the Regulations of the People’s Republic of China on Value-added Tax.
WAT encompassed the following major changes:

- — 113-010
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LIABILITY TO TAX

-110 Goods and services subject to VAT

y, all units and individuals who are engaged in the sale of goods, the
on of processing, repair and replacement services, or the importation of
s within the territory of the People’s Republic of China, are subject to VAT
AT, Art 1).

JATIR (Art 2) clarifies the scope of VAT:

® The scope of application of VAT was widened to a broader collec
on wholesale and retail sales of goods, imports, and the pro
processing, repair and replacement services; and all foreign in:
enterprises and foreign enterprises engaging in such taxable actj
liable to tax.

® VAT is now calculated using the “off-price” method, ie usin
exclusive” price (see further Y13-420). Prices including VAT g
excluding VAT are separately accounted for on the VAT invoice.

® The amount of input tax can be credited against or deducted

%T;;;gt]of CHEMEER DGR S A YE 1 mcessmg’ = the business of processing goods under contract, where the
- ‘contractor supplies the raw or major materials and the subcontractor
At the end of 2008, the Chinese Government amended the PRVAT fﬁ& the goods, according to the requirements of the contractor,

pods” = tangible moveable property, as well as electricity, heat and gas.

PRVATIR. The amended PRVAT and PRVATIR are effective from 1 and T s a processing fee.
2009. The most fundamental and core change in the amendment is the
of VAT incurred on fixed assets, reflecting the essence of the transiti
production to consumption based VAT system.

At the end of 2011, the Chinese Government amended the PRVATIR agai
the only revision was the enhancement of the VAT tax threshold for i
taxpayers (see Y13-120).

On 26 October 2011, the State Council announced that it would launch
VAT reform programme on 1 January 2012. The pilot programme
applied to transportation and modern service industries in Shanghai
rolled out to other provinces and areas including Beijing, Tianj
Zhejiang, Anhui, Fujian, Hubei, and Guangdong in 2012; it Wai i

out nationwide on transportation and certain service industsies on 1
2013. The aim of the pilot programme is to resolve &12%?‘ taxati

g and replacement” = the business of carrying out repairs of
siaged or malfunctioning goods under contract in order to restore the
ods to their original condition and function.

nal activities within scope of VAT
also currently levied on:

sale of commodity futures and precious metal futures — VAT is levied
en the futures are recognised and realised (Guoshuifa (1993) 154);

the sale of gold and silver by banks (Guoshuifa (1993) 154);

production and issue of stamp products for stamp collections and for
¢ by units and individuals other than the Ministry of Post and
Telecommunication (Caishuizi (1994) 26);

under the prevailing system and to foster the developm f specified n
service industries by gradually transitioning these industries from li
Business Tax to liability to VAT (see f13-1010 to {[13-1095).

 the sale of articles for pawn and the sale of consignment goods on behalf of
consignor (Guoshuifa (1993) 154);

| finance lease operations without prior approval from the People’s Bank of
*nﬂ- a and Ministry of Foreign Trade and Economic Cooperation
(MOFTEC) (now known as the Ministry of Commerce (MOFCOM)) —
VAT is applicable if ownership of the leased product has been transferred
to the lessee (Guoshuihan (2000) 514; Guoshuihan (2000) 909);

issuance of newspapers and journals by units and individuals other
Post Units (Caishuizi (1994) 26);

‘production and distribution of silver contained in concentrated silver
mines or other concentrated non-ferrous metal mines, medium refinery
Products and finished silver products (Guoshuifa (2000) 51);

113-010 © 2014 Wolters Kluwer Hong KongL aster Tax Guide 113-110
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Taxpayers liable for VAT

e the fees charged by electric power enterprises on electricity g
enterprises to enter the power grid (Guoshuihan (2004) 607); and

® transportation and certain modern services which are included in g
pilot programme within the pilot area (Caishui (2013) 37), see Y13-1g;
more details. '

3 its engaged in the sale of goods, importation and provision of taxable
are VAT taxpayers, including:

enterprises;

Deemed “sales of goods” : | ’
administrative units;

A “sale of goods” is the assignment of ownership of goods for compensat
the form of currency, goods or other economic benefits (PRVATIR, :
prevent VAT being avoided or evaded, the following activities are alsp tary units;
to be “sales of goods”, which are subject to VAT (PRVATIR, Art 4);

a organisations; and
® supplying goods to others for sale on a commission basis;

i#§\PRVATIR, Art 9).

s#is@s which lease or contract out management functions to others, the
ar e subcontractors are the VAT taxpayers (PRVATIR, Art 10).

® selling commissioned goods or goods under consignment;

® transferring goods from one establishment to another for sale by a tax;
who maintains more than one establishment and adopts co
accounting system (except where the establishments are located ig
same county or city); engaged in the sale or importation of goods, or the provision of
e services, including individual business operators and other individuals,
T taxpayers if their sales value exceeds the VAT tax threshold

ed by the tax authorities (PRVATIR, Art 37; PRVAT, Art 17).
e of the VAT tax threshold is prescribed in PRVATIR (Art 37).
threshold on the sales of goods = sales value of RMB5,000 to

e distributing self-manufactured goods, goods processed on'\a ommis RMB20,000 per month (previously RMB2,000 to RMB5,000 per month);
basis or purchased goods to shareholders or investors; *\

*

e applying self-manufactured goods, or goods processed on a commi
basis, to non-taxable projects;

® providing self-manufactured goods, goods processed on a commi
basis or purchased goods to other units or individual business op
investments;

T threshold on the provision of taxable services = sales value of
B5,000 to RMB20,000 per month (previously RMB1,500 to RMB3,000 per
th); and

VAT threshold on tax paid on a per transaction basis = sales value of
RMB300 to RMB500 per transaction per day (previously RMBI150 to
RMB200).

and provincial finance and tax authorities determine the applicable
thresholds for individual taxpayers in their regions and provinces
the above-prescribed ranges.

® using self-manufactured goods, or goods processed oA mmission
for collective welfare or personal consumption; and

¢ handing out self-manufactured goods, goods processed on a commi
basis or purchased goods as free gifts.

Mixed sales activities

A sales activity that involves sales of goods as well as the provision off
taxable services (see §13-160) is referred to as a “mixed sales activity'—f"
sales activities of enterprises, units or individual business operators en,
production or the wholesale or retail sale of goods are regarded as
goods” and are subject to VAT (PRVATIR, Art 5). Mixed sales
conducted by other units and individuals are regarded as non-taxabl
and are not liable for VAT.

hholding agents

as units or individuals which do not have any business establishment
but sell goods and provide taxable services within the territory, their
are required to act as withholding agents in respect of the VAT payable.

See 13-390 for more on the treatment of mixed sales activities. e are no such agents, the purchasers will be the withholding agents.
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19 100 General overview

.............................

two associated enterprises conduct business with one another, the price

ADVANCE PRICI 1
Generslinlrodidtion R A NFENEN S B AR ful otiated between the two is typically referred to as a transfer price. As a
APA mmdu{es ............................................................................... ; 10. i al Eelati,o ] -P Exjsts I I associ;aied Erl_te],'p . sr fax authoriﬁes are
ey zta“sﬁcs .................................................................................. ed that transfer pﬁceg may be different from the prices that would be

Trends for transfer pricing in China.......ccviiiiniii iy 18

.....................

d between two independent enterprises.

ack of global tax systems and different tax rates around the world provide
-_-._-a incentive for multinational companies (MNCs) to formulate their
ansfer prices to recognise low profits in jurisdictions with higher tax rates, and
profits in jurisdictions with lower tax rates. By doing this, MNCs could
educe their aggr tax payable.

fp prevent thi x authorities around the world have enacted tax rules and
Jtions tbuovern transactions between associated enterprises (controlled
actiotis) and to prevent the inappropriate transfer of profit. This ensures
anhsactions between associated enterprises in their jurisdictions are
Al S % 'ately taxed.

'_f’! 200 Laws and regulations

here have been many regulatory changes to China’s transfer pricing rules in
t years. The new Enterprise Income Tax Law (EITL) was released in March
07, and the Enterprise Income Tax Implementation Rules (EITIR) was released in
mber 2007. Both of these came into effect on 1 January 2008. These rules
ied income tax rates for foreign and domestic invested companies, and also
ntroduced a platform for other changes made to transfer pricing rules.

h addition to the EITL and EITIR, the Administrative Law of the People’s Republic
of China on the Levying and Collection of Taxes and its implementation rules also
provide some administrative rules on transfer pricing.

The Implementation Regulations for Special Tax Adjustments (Trial) (Guoshuifa
2009) 2, commonly referred to as “Circular 2”), released in January 2009,
ides the much needed detailed guidance on a number of transfer pricing
other issues and is retrospective to transactions from 1 January 2008.
owing the promulgation of Circular 2, other important circulars which
act China’s transfer pricing regime have been introduced. These often have
spective effect to cover transactions from 1 January 2008.

The effects of the regulatory changes on taxpayers and their continued
mplications are substantial. Among other things, Circular 2:

'® established contemporaneous documentation requirements for related-
party transactions, to be prepared and maintained in Chinese;
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MNC needs to demonstrate to the tax authority that the unfavourable economic
~onditions caused the loss, rather than non-arm'’s length transfer pricing. If the
lanations and reasons are accepted by the tax authority, evidence of an
expected recovery may be required. Most tax authorities around the world will
not accept the transfer prices of companies that persistently break even or incur
Josses without justification.

i 9-325 Comparability of data

In order to demonstrate that controlled transactions follow the arm’s length
ciple, taxpayers are required to show that the transfer price adopted is
ivalent to the price of an uncontrolled transaction. This is best done using
arable transactions, ie an uncontrolled transaction that has the same terms
and conditions as the controlled transaction.

¢ One party’s purchase or sales activities are primarily controlled by a
party. (Clause 6)

® One party’s provision or receipt of services is primarily controlled |
another party. (Clause 7)

® One party has substantial control over another party’s produg
operation and transactions, or they have other major relatig
involving interests. (Clause 8)

To date, the tests for effective control have not been subject to signifi
enquiries by in-charge authorities. The wide scope of the tests may also 5
that some entirely third party arrangements are also subject to the
transfer pricing regulations.

T19-320 The arm’s length principle able transactions exist, an alternative comparison can be
"I'l-fe.arn.'l's length principle is the fundamental principle on which ing unrelated companies that perform similar functions,
pricing is based. The key factor for tax authorities when determining w r assets and take similar risks as the taxpayer. These comparable
the transfer price used in a controlled transaction is reasonable is whether should have similar transactions and operate under similar
transaction has been priced according to the arm’s length principle. ‘conaitions as the taxpayer.

The mai.n economic cpncept behind the arm’s length principle is that all par a\e lack of public and reliable information on comparable companies is a
taa.busmess transaction seek to maximise their profit — this is logical qnallenge for taxpayers in developing countries. Lacking publicly listed
parties are unrelated and that is why it has been the basic princip parable companies and opaque or unreliable private company data,
detemg the profits that associated enterprises should earn. Their payers generally look for comparable data from other jurisdictions. The
P_I'Oflts will dEPE‘_ﬂd on their bargaining power, and the functions, as inese tax authorities generally accept that taxpayers make reference to
risks that they bring to a transaction. verseas comparable data for these reasons.

Therefore, the principle hypothesises is that the individual membe;

are a collection of independently operating entities, maximising th
the same way as independent enterprises.

In the China country section of the United Nations Transfer Pricing: Practical
al for Developing Countries, it is stated that:

“China takes the view that there may be instances where the
differences in geographical markets are so material that it warrants
comparability adjustments to bridge the differences.”

The arm's length principle requires that the transfe
transactions between associated enterprises be equivalent to that

between independent enterprises under identical or similar market co : " . :
ively this means that geographic adjustments may be required where

are material differences between the economies that the Chinese taxpayer
and the comparable company are operating.

When applying the arm’s length principle, it is necessary to compare t
and conditions used in the controlled transaction with those ﬁ
transactions between independent enterprises (“uncontrolled tra
For such comparisons to be effective, the relevant economic chara 9-330 Inter-quartile range
the two types of transactions must be comparable. This means |
differences (if any) between the transactions being compared s
materially affect the condition being examined in the methodology
either price or margin), or that reasonably accurate adjustments can b
eliminate the effect of any such differences.

In general, transfer pricing analyses use inter-quartile range of a benchmarked
Set to set the threshold for arm’s length results. This is because for those data
ts that lie on the extremes of the range, there is a risk that these
rvations are anomalous and, therefore, unrepresentative of an arm’s length
. As such, it is a relatively conservative position to use the “inter-quartile

If an MNC follows the arm’s length principle and incurs a loss _E" as the threshold for acceptable results.

industry recession, global economic crisis or micro-economic pre
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