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China Reduces VAT Rate

Vivian Yao / Frances Gu,
Rodl & Partner Shanghai, China

Recently, the Chinese government announced that the
VAT rate will be reduced from May 1, 2018. In re-
sponse to this initiative, the State Administration of
Taxation (“SAT") published a series of circulars to
tackle the pending issues during the implementation
of the policies. In this circumstances, while enjoying
the tax preferences, the enterprises are also facing
new practical problems. The followings are a summary
of impacts of the new policy and how the enterprises
should react.

Background

According to Caishui [2018] No.32, from May 1, 2018,
the applicable VAT rate for industries such as manu-
facturing will be reduced from 17 % to 16 %, while
the one for industries such as transportation, construc-
tion and basic telecommunication will be reduced
from 11 % to 10 %. In terms of export tax refund, the
goods that previously subject to a tax refund rate of
17 % and 11 % will also experience a reduction of
refund rate. It is to note that a transition period of 3
months is given for the adjustment on tax refund rate,
which means that the new rate will become effective
from July 31, 2018.

In addition, according to Caishui [2018] No.33, the
annual sales amount criteria for qualifying as small-
scale VAT payers has been upward adjusted to RMB 5
million. Before December 31, 2018, enterprises that
have already been registered as general taxpayers are
allowed to be re-registered as small-scale taxpayers.

On the basis of these policies, the SAT has also pub-
lished a few detailed relevant implementation regula-
tion. It is noteworthy that according to Guoshui [2018]
No.18, with respect to the problem of adopting old or
new VAT rate for cross-period transactions, the SAT
sticks to the timing of VAT payment obligation. This
means that if the VAT payment obligation occurs prior
to May 1, 2018, the old rates of 17 % and 11 % will
be applied. On the contrary, if the obligation occurs
after May 1, 2018, the new rates of 16 % and 10%
will be effective.

Impacts
Contract management
From a purchasing perspective, in the context of VAT

rate reduction, if the tax-inclusive purchase price re-
mains the same, the deductible input VAT will certainly
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become less than before, resulting in the rise of costs.
Accordingly, from a sales perspective, if the tax-
inclusive sales price remains the same, the income will
increase while output VAT will decrease.

However, unless facing end customers, enterprises
usually play the role as suppliers and purchasers simul-
taneously. This means that if downstream enterprises
require price reduction, the enterprises would have to
require price reduction from their own suppliers.
Therefore, to minimize the risk of falling into a passive
situation, actively seeking price negotiation is impera-
tive. It is suggested to use tax-exclusive amount in the
contract to avoid the impact of tax rate change, if the
pricing method cannot be determined by the time of
signing contract. If the VAT payment obligation occurs
after May 1, 2018, and a 17 % or 11 % VAT rate has
been agreed upon in the original contract, then a
supplementary agreement would be necessary and the
invoice should be issued with the new VAT rate.

Supplier management

The VAT rate reduction impacts supplier management
in two aspects. The first is the problem of purchase
price mentioned before. It is suggested to start negoti-
ation with existing suppliers as soon as possible or
acquire quotations from other potential suppliers.

Second, according to Caishui [2018] No.33, general
tax payers with an annual sales amount of less than
RMB 5 million are allowed to be switched to small-
scale tax payers. Small-scale tax payers are subject to a
VAT charge rate of 3 %, which will lead to a signifi-
cant reduction of deductible output VAT for the en-
terprise.

According to Guoshui [2018] No.18, after re-
registration as small-scale taxpayers, the enterprises’
VAT will be taxed based on simplified calculation
method from the next tax collection period. During the
collection period where re-registration is approved,
they will still be taxed as general taxpayers. As a result,
in order to avoid potential losses, the enterprises
should be timely informed of the change of suppliers’
taxpayer status and attempt to finish price and con-
tract negotiations with them before they start to be
taxed as small-scale taxpayers.

Export tax refund

The adjustment on export tax refund rate is limited to
the products with refund rates of 17 % and 11 %. For
the export of goods with a refund rate below 17 %, as
the difference between refund tax rate and VAT col-
lection rate, which should be booked as costs, will be
reduced due to the decrease of VAT rate, enterprises
will certainly profit from it.

However, as for the goods with refund rates of 17 %
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and 11 %, since there is no difference between refund
tax rate and VAT collection rate, the refunded tax will
decline with the reduction of tax refund rate. It is sug-
gested that the enterprises complete the export of
such goods during the 3-month transition period in
order to be subject to a higher refund rate.

Foreign trade enterprises should pay particular atten-
tion to the timing of purchase. Before July 31, only the
export of goods that were already taxed with 17 % or
11% VAT rate by the time of purchase is allowed to
be subject to old tax refund rates. If these goods were
already taxed with 16 % or 10 % VAT rate, they can
only be subject to lower refund rates.

Our Observation

The reduction of VAT rate is undoubtedly a benefit for
taxpayers. However, during the transition period, the
emergence of practical problems is also predictable.
Particular attentions should be paid to the following
points:

B Active engagement in contract negotiation to
avoid the rise of costs. Particularly focusing on tax
rate related terms in the contract;

B Timely sorting out of suppliers taxpayer identity
to avoid the reduction of input VAT;

B As for goods with the same VAT collection and
refund rates, it is suggested to complete export
before the end of transition period to enjoy high-
er refund rate;

B Accurate understanding of the principle for han-
dling cross-period transactions to ensure the de-
tailed problems are dealt with correctly.
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Extensive Tax Reduction
Measures in China

Vivian Yao, Rodl & Partner Shanghai, China

On April 25, 2018, the Chinese State Council decided
to introduce several tax reduction measures to support
entrepreneurship and innovation, and the develop-
ment of small enterprises with thin profit (“small en-
terprises”). The details are as follows:

From January 1, 2018 to December 31, 2020,
new instrument and equipment with a unit price
of up to CNY 5 million are permitted to be de-
ducted in a one-off manner as costs and expens-
es in the current period rather than being depre-
ciated over the years.

From January 1, 2018 to December 31, 2020,
small enterprises with the annual taxable income
of less than CNY 1 million (including CNY 1 mil-
lion) are taxed on 50 % of the taxable income at
a reduced rate of 20 %. The threshold is adjusted
from CNY 500,000 to CNY 1 million.

From January 1, 2018, the restriction that the
costs resulting from commissioning overseas R&D
institutions to conduct R&D activities shall not be
super deducted is cancelled. Costs for commis-
sioning external agencies or individuals (including
domestic and overseas) to conduct R&D can be
calculated as 80 % into the super deduction ba-
sis.

From January 1, 2018, the loss of High New
Technology Enterprises (“HNTE") and small tech-
nology enterprises can be carried forward to 10
years instead of 5 years in previous regulation.

From January 1, 2018, the staff education ex-
penses of general enterprises which could be de-
ducted before tax is increased from 2.5 % to
8 %.

From May 1, 2018, the stamp tax is reduced from
0.05 % to 0.025 % of the sum of paid-in capital
and capital reserves.

The above measures are expected to reduce the tax
burden by more than CNY 60 billion for the whole

year.
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Social Security Reform in
China

Vivian Yao, Rddl & Partner Shanghai, China

The era of stricter social security is coming. Currently,
the social securities are levied mainly under two
modes: 1) “social security department collection
mode” und 2) "tax authority collection mode on be-
half of social security department”. Therefore the
efforts on social security collection are always insuffi-
cient. Under these two modes, it can be often seen
that the social security departments have no access to
the actual salary information but determine the actual
payment amount of social security. On the contrary,
tax authorities have access to the salary information by
levying Individual Income Tax (“lIT”) but cannot de-
termine the actual payment amount of social securi-
ties. The data of social security bureau and tax bureau
are stored in two systems which are not transparent to
each other, so it is difficult for tax bureau to compare
the social security amount with the salary income
subject to IIT. These two modes result in that many
enterprises take advantage of this opportunity to re-
duce the cost of human resources by not paying social
security for all employees or not paying social security
according to the actual salary.

In the future, the collection of social insurances will no
longer be performed on behalf of social security de-
partment, but it will become the duty of the tax au-
thorities. The enterprises which do not pay social secu-
rity for employees, not declare full amount of social
security or use the false salary information will be
extremely vulnerable with this change. Under the “tax
authority with full responsibility collection mode”,
both calculation and collection of tax and social securi-
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ty will be operated by tax authorities. Because of the
completely symmetric information, enterprise will have
no way to underpay the social security.

For social insurance payment, it is clearly stipulated
that:

m  If salary is lower than the base amount of social
insurance payment, the social security should be
paid according to the lower limit;

B [f salary is higher than the base but not higher
than the upper limit, the social security should be
paid according to the average monthly salary of
the previous year;

B [f salary is higher than the upper limit, the social
security should be paid according to the upper
limit.

But there are a number of enterprises that, for exam-
ple, pay RMB 10,000 as actual salary to employee, but
only pay the social security according to the base
amount of RMB 4,279 (the social security payment
base in Shanghai for year 2018) for the employee. This
practice is not in accordance with the stipulations of
the social security. After unified collection of social
security by tax authorities, social security payment and
salary income can be matched to each other. There-
fore, it will bring huge burden of social security to the
enterprises who are not compliant to the regulations.

The national reform program is expected to be imple-
mented by the end of this year. Specific local imple-
mentation rules are still to be published. There is no
doubt that this reform will have a profound impact on
every enterprise and individual. Enterprises failing to
pay social security in accordance with the regulations
should correct the problem in a timely manner to
avoid the risks due to non-compliance.
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Tax Considerations on Fi-
nancing of Enterprises

Vivian Yao, Rodl & Partner Shanghai, China

Financing is one of the most important issues in the
business planning of foreign-invested enterprises.
When financing demand arises, it is necessary to take
a wide range of related issues into account, such as
interest rate, tax burden, foreign debt quota, etc.
When it comes to the intragroup loans, enterprises
should also consider the potential problem of thin
capitalization. In the below article, we will list some
current issues that need to be considered during the
financing process for the purpose of the optimization
of financing strategy.

Value-added tax (“VAT")

From 1 May 2016, all business tax taxpayers in the
financial industry shall be included in the scope of the
pilot scheme and subject to VAT instead of business
tax. VAT should also be taken into account when con-
sidering the tax burden of financing. According to
relevant VAT regulations in Cai Shui [2016] No. 36, the
input tax of the purchased loan services shall not be
allowed to be deducted from the output tax. This
means that the interest expenses paid by enterprises
are subject to 6 % VAT. However, this part of VAT is
not creditable against the output tax.

In addition, the increase in financing costs due to the
non-creditable input tax on interest expenses will
prompt the enterprises to seek other financing meth-
ods to reduce their costs of using the funds. For ex-
ample, if the enterprise buys equipment by means of
loans, the 6 % VAT on interest expenses is not cred-
itable against the output tax. However, if the enter-
prise obtains the equipment through direct financing
leasing, the VAT on the leasing expenses is creditable
against the output tax and the applied VAT rate is
17 %.

Restrictions on interest rate and debt equity ratio

From China tax perspectives, loans are subject to the
restriction on interest rates. Interest rate restriction
refers to the reasonableness of the interest rates. In-
terest expenditure incurred by an enterprise shall be
deductible before tax, if the interest expenditure for
borrowings made by a non-financial enterprise from a
non-financial enterprise does not exceed the amount
of interest expenditure calculated as per the same-
period and same-type loan rate of the financial enter-
prises.
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In addition, intragroup loans are subject to the re-
strictions on debt-equity ratio. The restriction of debt -
equity ratio refers to the reasonableness of the total
borrowing amount between related parties. According
to Cai Shui [2008] No. 121 which regulates the pre-tax
deduction of interest expenses of intragroup loans, in
the assessment of the taxable income of an enterprise,
interests actually paid by the enterprise to its related
parties that do not exceed the stipulated debt-equity
ratios (5:1 for financial enterprises and 2:1 for other
enterprises) or ratios specified in relevant provisions of
the tax law and the implementation regulations shall
be allowed to be deducted. Guarantee fees paid to
related parties for loans borrowed from third party
financial institutions are also subject to the above
mentioned restriction on debt equity ratio, if the loans
are guaranteed by related parties.

With the gradual development of China's anti-tax
avoidance investigation and adjustment system, the
scope of special tax investigation is clearly expanded in
the latest announcement relating to the administrative
measures on special tax investigation and adjustment
(Announcement [2017] No. 6). Tax authorities imple-
menting special tax investigation shall especially focus
on enterprises with thin capitalization issues in their
intragroup loan arrangements. In addition, under the
current three-tier approach for transfer pricing docu-
mentation, a special issue file for thin capitalization is
required for enterprises whose debt-equity ratio ex-
ceeds the stipulated ratio in order to demonstrate that
the intragroup loan arrangement conforms to the
arm’s length principle. It should be stated in the spe-
cial issue file whether an independent enterprise is
able and willing to accept the financing terms, amount
and interest rate agreed between related parties. The
preparation of the special issue file leads to additional
compliance burdens for enterprises.

Foreign debt quota

Since 2016, the People’s Bank of China has launched a
reform process of the administration of cross-border
financing, which is applicable not only to foreign in-
vested enterprises (“FIEs”) but also to Chinese enter-
prises. The regulation Yin Fa [2017] No. 9 requested all
enterprises registered in the pilot regions to follow the
new mode for cross-border financing management
(“New Mode"”) from May 2017, while other FIEs out-
side those pilot regions were granted another one-year
transition period, during which such FIEs may choose
to apply the New Mode or old regulations.

According to the old regulations, the feasible amount
of foreign debt was limited to the difference between
the company’s approved total investment amount and
the registered capital (“Borrowing Gap”). Regarding
the calculation of the amount of feasible foreign debt
financing, the New Mode requires enterprises to first
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calculate their actual outstanding cross-border financ-
ing balance in a risk-weighted approach (“Weighted
Balance”). Under the New Mode, the Weighted Bal-
ance shall be kept below an upper limit, which is cur-
rently stipulated to be twice the enterprises’ net assets,
according to the latest audit report. As long as the
foreign financing stays under such upper limit, enter-
prises may take up foreign debts without pre-approval,
only subject to registration. Moreover, foreign credi-
tors do not have to be related parties of the domestic
debtors, but can be any foreign enterprises or financial
institutions.

It is noteworthy that there is certain discrepancy in the
interpretation and implementation of this policy in
different region. We will closely follow up the re-
quirements of local authorities in practice.

Tax Inspection Mechanism
and Enterprises Reaction

Vivian Yao, Rodl & Partner Shanghai, China

With the State Council to implement the reduced
political decentralization, improving the efficiency of
law enforcement, the State Administration of Taxation
("SAT") changes approval procedure to filing or direct
reporting procedure for a large number of taxation
issues, which greatly facilitate the taxpayers. However,
the release does not mean that the taxpayer's prior
management responsibility to be alleviated, on the
contrary, in some cases actually increased the tax-
related risks. At the same time, the SAT also strength-
ens the post-management efforts, and gradually pro-
motes tax inspection system to achieve the minimiza-
tion of enforcement costs and the maximization of the
effectiveness of law enforcement. Under this circum-
stance, companies should keep the latest information
for tax inspection mode, and fully prepared for the
possibility of tax inspections and actively make quick
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response.
Relevant regulations and background

In the past tax inspections, the selection of objects to
be inspected was mixed with artificial factors, and the
selection and approval process was circulated internal-
ly in the tax department, under which the determined
objects are questioned to be not fair. In 2015, to
deepen the reform of administrative system, speed up
the transformation of government functions, and
further reduce the political decentralization, the State
Council issued the Notice on Promoting Random In-
spection to Regulate In-process and Ex Post Supervi-
sion (Guo Fa [2015] No.29) to vigorously promote the
random inspection. In order to promote the random
check of tax inspection and enhance the effectiveness
of law enforcement, the SAT formulated the Imple-
menting Proposal for Promoting Random Check of Tax
Inspection (Shui Zong Fa [2015] No. 104). With the
release of the Implementing Proposal, the selection of
tax inspection objects is no longer “willful”, but it is
determined by random check.

Random Check Mechanism

The objects and contents of the random check are
fulfillment of obligation of tax payment and withhold-
ing and other tax compliance, by taxpayers, withhold-
ing agents and other tax-related parties. All objects to
be inspected must be chosen at random through a
lottery from the list of tax inspection objects classifica-
tion and list of abnormal tax inspection objects, unless
those whose clues are apparently suspected of evading
tax and falsely making out invoice tax and other taxa-
tion offences are directly filed for investigation.

Random check is divided into directional and non-
directional inspection. Directional inspection is selected
according to conditions like operational scale, tax risk
level etc. and non-directional is selected without con-
ditions, and then the objects to be inspected are
chosed at random through a lottery. For random check
objects, the tax inspection department can directly
inspect them or ask them to perform self-check firstly
and then carry out the inspection on key issues, or
self-check and the inspection on key issues are carried
out simultaneously.

Directional random in combination with non-
directional inspection shall be adopted for key tax
source enterprises. The proportion of random check is
about 20 % each year, and the check in principle shall
be conducted every five years. For non-key tax source
enterprises, the directional inspection is taken as main
method and the non-directional inspection as assis-
tance method, which proportion does not exceed
about 3 % each year. For non-enterprise taxpayers,
non-directional inspection is adopted as main method,
which proportion does not exceed 1 % each year. The
tax inspection object that has been randomly selected
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within 3 years is not included in the random check
scope.

Key objects of tax inspection

Key objects of tax inspection random check may in-
clude:

B Key tax source enterprises;

B Enterprises with newly added or continuously
enjoying preferential projects;

B Enterprises which most preferential treatment
eroding the most of tax base (e.g. with huge ac-
counting profits but very little tax payment);

B Projects with large risks (e.g. high and new tech-
nology enterprises, enterprises with a large num-
ber of research and development projects);

B Enterprises with related party transactions in
huge amount and complex model and with ab-
normal profit level;

B Enterprises which VAT or CIT burden is lower
than the industry average etc.

Possible items involved in the tax inspection

Tax related items are the focus of tax inspection in-
cluding:

B Whether the tax benefits are eligible;

B Whether the pricing policy of related party trans-
action is according to arm’s length principle;

B Common tax risk items in the daily business (all
tax items including turnover tax, income tax and
small tax);

B Tax treatment of special matters (e.g. special tax
restructuring application, tax benefits application
according to double tax treaty, tax treatment of
relocation and acquisition, etc.);

B Enterprise loss compensation (including domestic
and overseas income tax credit operation) etc.

Enterprises Reaction

Firstly, enterprises should pay attention to the changes
of regulation in time and actively carry out self-check
on a regular basis, to one by one check whether each
tax-related items are in compliance with the laws.
Mistakes should be corrected in time if found to avoid
the risk of unnecessary tax burden. Secondly, enter-
prises should regulate finanical accouting treatement

12



China Newsletter

BEZ A / Contact
ﬂ ;

e

- o

\Qé_\

Vivian Yao

&1k N / Partner

b [E A1 4% )T / Chinese Tax Advisor
Hi% /Tel.: + 86 (21) 61 63 - 52 00
M4 / E-Mail: vivian.yao@roedl.pro

B H B Y B B ] it

0 SR U A B = R RS B R

I H E B R A A~ BB BOH ok 5 SR RS
PRl ZMUEER T 2017 4R K DU B AL AT
BULSIRS . Ak R B ST HLC R IR ER 3R 6%, L
i AR AR M TS LA E OB FR ARR P B R R A
BUFNER S OB B IIIR ", T FHRGE B 40 R A
KEERE ARBR L A

DUER ] B R A R B A = AV R SR ANV BT R B BUR

2018 4 1 H 1 HIGHBURr B A s 28 98 /N T 130
gk, HAEWAE 10 4E 00 E RS e A 7 il Bl
BiH, SR EREA TR, S =E R
TLAEHE I 25 % IR 8 B AR I A AL i A58

2018 4E 1 A 1 HEHEH WML BELL TN T 65
PR BRI 150 1270, HEEAE 15 £k
A R L 2 7 MV BRI, 5 — S 25 AR SRAE 4
MLARARFRL, SENEZETERIR 25 %Mk BRI
AEY A R R

Rodl & Partner

May 2018

and commnunicate with tax authorities timely to en-
sure the correctness of tax treatment. Furthermore,
enterprises should carefully prepare and keep tax in-
formation and relevant internal documents to deal
with the tax inspection.

Recent Important Regulation
Highlight

SAT Cancels the Submission of Supporting Mate-
rials on Enterprises' Asset Losses

The SAT has recently released an announcement to
cancel the request of submission of supporting materials
for enterprises’ asset losses, which is applicable to the
annual CIT return from the year 2017 and thereafter. To
declare the deduction of asset losses, an enterprise only
needs to fill out and submit the “Breakdown Sheet for
Pre-tax Deduction of Asset Losses and Tax Adjustment”
in the Annual CIT Return Forms, and does not have to
submit detailed supporting materials. Relevant support-
ing documents should be kept by enterprises them-
selves for future reference.

Four Authorities Clarify CIT Policies for Integrated
Circuit Manufacturers

For an integrated circuit manufacturer or a project that
is invested and newly established after January 1, 2018
to manufacture integrated circuits with a linewidth of
less than 130 nanometers, with the operation period of
more than 10 years, it will be exempt from CIT in the
first two years and will be subject to CIT levied at half of
the 25 percent statutory tax rate from the third to the
fifth year.

For an integrated circuit manufacturer or a project that
is invested and newly established after January 1, 2018
to manufacture integrated circuits with a linewidth of
less than 65 nanometers, or with the investment more
than 15 billion RMB, and with the operation period of
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more than 15 years, it will be exempt from CIT in the
first five years and will be subject to CIT levied at half of
the 25 percent statutory tax rate from the sixth year to
the tenth year.

China will Considerably Reduce Customs Tariffs
on Car Imports

Starting from July 1, 2018, the import customs tariffs on
finished automobiles and auto parts will be reduced.
The tariff rate for finished automobiles will be reduced
from 25 % and 20 % to 15 % and the tariff rate for
auto parts will be reduced from 8 %, 10 %, 15 %,
20 %, 25 % t0 6 %.
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“Each and every person counts” — to the Castellers and to us.

Human towers symbolise in a unique way the Rod| & Partner corporate culture.
They personify our philosophy of solidarity, balance, courage and team spirit.
They stand for the growth that is based on own resources, the growth which has
made Rodl & Partner the company we are today. , Forca, Equilibri, Valor i Seny”
(strength, equilibrium, valour and common sense) is the Catalan motto of all
Castellers, describing their fundamental values very accurately. It is to our liking
and also reflects our mentality. Therefore Rodl & Partner embarked on a collabo-
rative journey with the representatives of this long-standing tradition of human
towers — Castellers de Barcelona — in May 2011. The association from Barcelona
stands, among many other things, for this intangible cultural heritage.

This Newsletter offers non-binding information and is intended for general information pur-
poses only. It is not intended as legal, tax or business administration advice and cannot be
relied upon as individual advice. When compiling this Newsletter and the information includ-
ed herein, RédI & Partner used every endeavour to observe due diligence as best as possible,
nevertheless Rodl & Partner cannot be held liable for the correctness, up-to-date content or
completeness of the presented information.

The information included herein does not relate to any specific case of an individual or a legal
entity, therefore, it is advised that professional advice on individual cases is always sought.
RodI & Partner assumes no responsibility for decisions made by the reader based on this
Newsletter. Should you have further questions please contact Rod| & Partner contact persons.



