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VAT Reform Q&A

We have surveyed some of the most important questions from our clients with respect to the
VAT reform pilot program to be launched in Shanghai. We have listed down the frequently

asked questions and our answers.

Q1: Is the financial subsidy subject to Corporate Income Tax (“CIT”)?

Al: The substance of financial subsidies granted under Circular 5 is similar to those under the former
BT system which does not qualify for being non-taxable according to the provisions in the circular
Caishui [2011] No.70. As such, the financial subsidy of the VAT Pilot shall be accounted for as part of

the taxable income, subject to CIT.

Q2: We understand that a new policy is published recently regarding the financial subsidy in relation

to the VAT Pilot. Is there any restriction on industry that is eligible for the financial subsidy?

A2: According to the newly issued circular Hucaishui [2012] No.5 (“Circular 57), taxpayers, whose
tax liability increases in the VAT Pilot program in comparison with that of the former Business Tax

system, are entitled to the financial subsidy. There is no provision of restrictions on industry in



Circular 5. The afore-mentioned companies can apply for the financial subsidy with the competent

finance and tax authorities.

Q3: Our company is a trading company, and a general VAT payer. We also provide a few Pilot
Services to overseas customers which are eligible for zero rating. We have been adopting the
“Refund/Exempt” method for exported goods, which is widely applied to trading companies. Starting
from 2012, do we need to use the “Exempt, Credit and Refund” method for the exported services

separately?

Q3: From a practical standpoint, it may not be feasible for the administration system of tax authorities
to accommodate two different VAT refund methods (i.e. “Refund/Exempt” and “Exempt, Credit and
Refund”) for one general VAT payer. Therefore, we do not expect the aforementioned treatment will
be much likely accepted in practice. As far as we are aware, in the current practice, trading companies
who also export services at zero rating are required to re-register with the competent tax authority,
changing the VAT refund method from the “Refund/Exempt” to “Exempt, Credit and Refund”. Once
changed, the VAT refund method shall apply to all the export businesses (including the export of
goods and the zero-rating exported services) and cannot be changed retroactively. In this regard, we
would suggest the taxpayers to communicate with the competent tax authorities regarding the

re-registration and other related matters on a timely basis.

Q4: Our company is a small-scale VAT payer. Which rate shall we adopt when we withhold VAT for
the Pilot Services provided by overseas suppliers, the levy rate of 3% or the applicable tax rate for the

services?

A4: Circular 133 has clarified that the applicable VAT rate shall apply when the domestic agents or the

service recipients withhold VAT for overseas entities or individuals.

Q5: Our company is a general VAT payer engaging in the provision of R&D services to offshore
companies. Will the zero rate and “Exempt, Credit and Refund” method apply automatically as long as

our service fall into the scope of R&D services defined in the circular Caishui [2011] No.111?

A5: No exactly. In practice, a general VAT payer who provides zero-rated services to overseas entities

shall apply and register with the competent tax authority before it is allowed to adopt the “Exempt,



Credit and Refund” method in VAT filing. In doing the application, companies engaged in R&D or
design services must submit to the tax authority the Registration Certificate of Technology Export
Contract. In this regard, it is advisable for the taxpayer to review and assess the nature of the exported
services on a timely basis. If the services fall within the scope as defined in Circular 111 and are
eligible for zero rating under Circular 131, the taxpayer shall prepare and collect relevant documents in

due course for the purposes of the afore-said application and registration.

Q6: Our company, a Chinese entity (“Company A”), and an overseas company (“Company B”) has
entered into a design service contract, under which Company A will assist Company B in providing
services to another Chinese entity (“Company C”) inside China and get paid directly from Company B.
in this case, will the services provided by Company A be considered as services provided to overseas

entities?

A6: The definition of “services provided to overseas entities” is so far unclear. In practice, the
treatment of tax authorities regarding this sort of cases may differ from location to location. It is
advisable for the company to review the contractual relationship and ensure the consistency amongst
the substance of services, location of service recipient and the flow of service fee payment so as to

mitigate potential tax risks.
Q7: What is the main difference between the tax treatments of zero rating and VAT exemption?

AT: The main difference between the tax treatments of zero rating and exemption is the ability to cover

input VAT incurred on a transaction.

Zero rating VAT Exemption

No output VAT is charged on the services No output VAT is charged on the services
provided to the overseas customers; provided to the overseas customers;

Input VAT associated with such services is Input VAT associated with such services is not
fully recoverable. recoverable but accounted for as an expense.




Circular 131 specifies the respective scope of services that are eligible for zero rating or VAT
exemption. It also provides that the zero-rated services provided by general VAT payers are subject to
the “Exempt, Credit and Refund” method in VAT computation, while the same provided by small
scale taxpayers are subject to the treatment of VAT exemption. Detailed implementation rules are yet

to be announced by the SAT and MOF.

Q8: Our company is mainly engaged in repair services of electronic appliances and meanwhile the
transportation of the electronic appliances. Will our transportation services be subject to 11% VAT

rate of be regarded as a part of the repair business and thus subject to 17% VAT rate?

AS8: If the above two types of services are provided separately, these services shall be accounted for
separately and subject to different VAT rates. A higher VAT rate may apply if the revenue could not
be separately accounted for. In practice, due to the complexity, it is suggested that taxpayers further

confirm with the in-charge tax authorities on a needed basis.

Q9: Our firm is engaged in attestation services and meanwhile subcontracts part of our businesses to
other firms. Can we deduct the payment to our subcontractors from the total sales revenue of

attestation services for VAT purpose?

A9: According to the pilot program, payments to subcontractors maybe deducted from the sales
revenue for VAT purpose only if the deduction is also allowed under the current State-level Business
Tax regulations. Deduction of payments to subcontractors in attestation services is allowed pursuant to
the local rules of Shanghai, but not specified in State-level Business Tax regulations. Therefore, we
believe such payments to the subcontractor in attestation services shall not be deducted from the sales

revenue for VAT purpose.

Q10: As a Chinese Holding Company (“CHC”) registered in Shanghai under the VAT Pilot Program,

do we need to adjust our current pricing policy in respect of services provided to our subsidiaries?

A10: You may consider the need to do that. As far as we are aware, it is common practice for CHCs to
adopt a cost plus method to charge the subsidiaries for the bundled services provided, which typically
include marketing, IT support, financial reporting, HR and legal support services, etc. under the Pilot

Program, the operating income and taxes in relation to the provision of Vat-able services will be



accounted for in a different manner compared with that before 1% January 2012 when Business Tax
(“BT”) applied. As a result, the actual profit margin of those services may vary from what was
expected under the previous pricing policy. We strongly recommend the CHC to review intercompany

pricing, and make adjustment when necessary to adhere to the arm-length transfer pricing policy.

The newsletter is merely provided to our clients and those who have interest in our business for reference. We’ll
do our best to ensure the accuracy of the information in the newsletter. We have to remind you that the
content in the newsletter is abstracted from relevant documents, and therefore in practice the original
documents should be used for reference. Meanwhile, we welcome all of you to consult professionals in our firm
regarding the information in the newsletter, and also welcome all of you visit our website
www.deancpa.com.cn. We will render affordable and value-added services to our clients. If there is a

discrepancy between Chinese and English versions, Chinese version will prevail.
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