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Double tax agreements

On 31 December 2012 the State Administration of Taxation (SAT) of the People’s Republic of China
(PRC) issued Announcement on Issues Concerning the Clauses on Capital Gains in Tax Agreements,
SAT Announcement [2012] No. 59 (Announcement 59), which clarifies the manner in which the capital
gains tax articles of China’s double tax agreements (DTAS) are to be applied. Announcement 59 becomes
effective from the date published.

Announcement 59 offers more detailed guidance on the determination of whether China retains the right
to subject gains, arising on the disposal of equity in a Chinese enterprise by a non-resident, to WHT at 10
percent. It elaborates on the circumstances in which a Chinese enterprise is considered to derive more
than 50 percent of its value from immovable property, and the circumstances in which a non-resident
disposer of equity in a Chinese enterprise is considered to hold at least 25 percent of that enterprise.

Transferring a *““land rich” Chinese company

Announcement 59 is the determination of whether a Chinese company is “land rich” in the context of a
DTA. Since the 2010 revisions to the Barbados-China DTA, all of China’s DTAs have reserved taxing
rights to China on disposals of equity in a land-rich Chinese enterprise. Chinese DTAs typically define a
“land rich” Chinese company as a Chinese enterprise that directly or indirectly derives more than 50
percent of its value from Chinese immovable property.

Announcement 59 clarifies that, in determining whether a Chinese enterprise derives its value largely
from immovable property, liabilities of the enterprise are to be disregarded, and regard solely had to the
enterprise assets (“gross asset approach”). This gross asset approach is generally consistent with the
OECD Commentary.

Announcement 59 states that the determination of whether the 50 percent threshold is crossed should be
made using the values of the enterprise assets as recorded in the financial statements prepared in
accordance with PRC GAAP. However, the value attributed to land and land use rights should not be
lower than the fair market value of comparable adjacent or similar land and land use rights. Essentially,



fair market value should be used for land and land usage rights, which has a high potential to appreciate
in China; the book value approach should be applied for the rest of the assets.

Transferring a Chinese company that is not “land rich”

Announcement 59 is the determination of the 25 percent shareholding in Article 13 of the PRC-Singapore
DTA. For example, when a Singaporean company transfers an equity interest in a Chinese company that
is not “land rich,” and has owned directly or indirectly at least 25 percent of the capital in the Chinese
investee company at any time during the preceding 12-month period, gains from the equity transfer are
subject to Chinese corporate income tax.

With respect to direct ownership in the Chinese enterprise, the Announcement notes that where nominees
are used by a non-resident to hold equity in the Chinese enterprise, then the nominee holdings will be
considered in determining whether the 25 percent threshold is met. Announcement 59 also clarifies how
indirect holdings in the Chinese enterprise are to be taken into account in determining whether the 25
percent threshold is met. Such indirect holdings need only be included in the calculation where the
holding in the intermediate holding company, through which equity in the Chinese enterprise is held, is at
least 10 percent of the total share capital of that company. The Announcement also defines more clearly,
for both non-resident individual and corporate disposers of Chinese equity, who is to be considered to be
related persons with ‘significant interest relationships’. The 10 percent threshold for including indirect
holdings in the Chinese enterprise is equally relevant in determining the holdings of such related persons.

Value added tax (“VAT”)

On 13 December 2012 the State Administration of Taxation (SAT) issued Announcement 55 [2012]
(“Announcement 55”) dealing with the transferability of input VAT credit balances on asset restructuring
transactions, the Announcement 55 becomes effective from 1 January 2013. The SAT has confirmed that
when an asset restructuring occurs, any VAT credit balance associated with those assets may be
transferred to the purchaser. This Announcement is beneficial to taxpayers because it allows the inherent
value of accrued VAT credit balances to be realized by a purchaser after an asset restructuring occurs.

Key points
Refer to Announcement 55 that the SAT concluded that certain corporate restructures involving the

transfer of tangible goods fall outside the scope of VAT. The circumstances where this applied was
limited to situations where:
A taxpayer transfers tangible goods (“the original taxpayer”) in a corporate restructuring that takes
the form of a merger, de-merger, sale or swap; and
The original taxpayer transfers all or part of the tangible assets together with related debt claims,
liabilities and workforce to other units or individuals (“the new taxpayer”).



The SAT confirms that the accrued input VAT credit balance of the original taxpayer may be transferred
to the new taxpayer. Included in the detail of Announcement 55 is a form which must be filled in by the
original taxpayer and lodged with both their in-charge tax official, and that of the new taxpayer, for the
purposes of facilitating the transfer. As part of that process, the tax authorities will need to verify the
amount of the input VAT credit balance being transferred.

Value added tax (“VAT”)

On 31 December 2012, the Ministry of Finance (MOF) and the State Administration of Taxation (SAT)
jointly issued Circular Caishui [2012] 84 about “Provisional Measures on Head Offices and Branches
Eligible for Grouping for Value Added Tax Purposes” (“Circular 84”) setting out the substantive
framework under which head offices and branches may be eligible to group for Value Added Tax (VAT)
purposes.

Scope of application

Circular 84 only effectively applies to taxpayers in industries subject to the VAT pilot program. At
present, this means that Circular 84 applies to businesses in the transportation and modern services
industry where their head office is located in a pilot location. The grouping rules then apply to all of their
branches — that is, those branches paying VAT (in a pilot location) and those paying Business Tax (BT)
(in a non-pilot location).

Attention, Circular 84 does not apply to VAT taxpayers in respect of the sale or importation of goods,
processing, repair and replacement services.

Filing and payment obligations of head office

Circular 84 provides that the head office of a taxpayer calculates the VAT payable both in respect of itself,
and its branches, on a grouped basis. The VAT on a grouped basis is paid by the head office to the SAT at
the location (i.e., the city or province) where the head office is located. This means that the head office
effectively discharges both the filing and payment obligations on a grouped basis.

Calculation of VAT payable by HQ

In undertaking this calculation on a grouped basis, Circular 84 provides that the grouped sales revenue of

a head office is the sum of:
The sales revenue of the head office and its branches located in the pilot areas from business
activities which are subject to the VAT pilot program. In other words, all the VAT payable in
respect of transportation and modern services in pilot locations of the head office and its branches
is grouped.
The sales revenue of branches which are located in non-pilot areas derived from business
activities which are in the scope of the VAT pilot program. In other words, all the BT payable in




respect of transportation and modern services carried out by branches in non-pilot locations is
grouped. There is a slight variation in the calculation of the sales revenue of branches in non-pilot
areas, such that the following formula applies:

Sales revenue = turnover of taxable services + (1 + applicable VAT rate)

Calculation of VAT payable by branches using the advance tax rate
While grouping for VAT purposes means that the head office discharges the filing and payment
obligations of its branches, Circular 84 does not completely absolve the branches of their obligations. In
particular, Circular 84 provides that the branches are still required to pay VAT in accordance with a
relatively simple calculation methodology. That is, they must pay VAT as follows:

VAT payable = sales revenue x advance tax rate
Where: Advance tax rate is a rate which is prescribed and adjusted from time to time by the MOF and the
SAT.

Calculation of BT payable by branches

Those branches which are located in non-pilot locations are still required to continue to file BT returns
and pay BT to their local tax bureau in accordance with the BT rules. This means that branches in non-
pilot locations do not really gain any administrative benefit from grouping.

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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