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New foreign debt registration rules to shorten timeline for processing foreign currency settlement

On 28 April 2013, the State Administration of Foreign Exchange (SAFE) announced the release of Circular 19.
Circular 19 seeks to simplify foreign debt registration procedures, which remove certain approval requirements.
With the exception of registering foreign debt contracts, other actions such as opening foreign debt accounts and
foreign currency settlements and repayments can now be handled directly by designated foreign exchange banks
(collectively referred to as the ’banks’). It will be effective on 13 May 2013.

Main policy changes

In an effort to simplify regulations on the foreign debt that is so crucial to the operations of many FIEs in China,
Circular 19 has clarified and refined the following rules:

Circular 19 requires that the first round of capital investment be paid before FIEs are permitted to borrow foreign
debts. Foreign debts obtained by FIEs are capped at the percentage of foreign capital injected multiplied by the
difference between total investments and registered capital.

In addition to the purchase of goods and services allowable under their permitted business scopes, enterprises can
also use foreign debts to fund the following transactions:

- When replacing old loans with new loans in debt restructuring

- When using foreign debts to fund equity investments through the establishment of a new enterprise, provided
that this is an allowable activity based on its business scope.

Enterprises in China (including FIES) commonly apply for loans with domestic banks using guarantees from
foreign organizations or individuals (’foreign-guaranteed domestic loans’). In this respect, Circular 19 requires
that domestic debtors should satisfy the following in order to qualify for these loans:

- The borrower belongs to an ’encouraged’ industry of the PRC

- The borrower has been in a profitable position for the past three years

- The borrower has sound financial management and internal control systems

- The borrower’s net equity should be no less than 15 percent of its total capital

- The borrower’s total overseas borrowings plus remaining overseas guarantees should not exceed 50 percent of
its net capital.

Circular 19 has also clarified the documentation requirements with respect to the claiming of debt forgiveness or
debt reduction for the following scenarios:

- Claiming debt reduction or full debt forgiveness: Debt forgiveness notice from the creditor or other related
supporting materials

- Debt restructuring transactions, such as converting debt to equity: Confirmation letter from the creditor and an
approval from the competent authority of commerce

- Domestic/overseas guarantor honoring the guarantee: Relevant supporting material showing fulfillment of the
guarantor’s duty

- Repaying debt and interest through debtor’s overseas account: Materials supporting the repayment transaction.

Removal of the application procedure with the SAFE for foreign currency settlements for foreign debt



Circular 19 has removed the application procedure for foreign currency settlements for foreign debts. Instead,
banks are now authorized to examine such settlements, and debtors can now directly apply for foreign currency
settlements with banks by submitting the relevant supporting documentation. In addition, Circular 19 has also
extended the time limit allowed for transferring the Renminbi received from the settlement to the recipient from
two days to five days.

VAT to be excluded from calculation of income withholding tax on cross-border royalties and rents

On 19 February 2013, the State Administration of Taxation (SAT) of the People’s Republic of China (PRC)
issued Announcement 9. The new announcement clarifies that if a non-resident enterprise derives certain China-
sourced passive income that falls within the scope of the value added tax (VAT) reform pilot program, the VAT
arising on such passive income is not to be included in the taxable base for calculating the corporate income tax
(CIT) that should be withheld for the non-resident recipient (CIT WHT).

The types of income affected by Announcement 9 are those passive income items defined in Paragraph 3 of
Article 3 of the CIT Law, to the extent that they are subject to VAT under the VAT reform pilot program. Such
income items mainly consist of royalties and rents.

Assuming that the royalty payment falls within the scope of the VAT reform pilot program. A cross-border
royalty payment from China to a non-resident enterprise is subject to CIT withholding at a 10 percent statutory
rate, subject to tax treaty relief when relevant. The basis for calculating the CIT WHT is set out in the CIT Law
and the Detailed Implementation Rules (‘DIR’). Specifically, Article 19 of the CIT Law provides that CIT WHT
will be calculated on the ‘total income’, and Article 103 of the DIR clarifies that the latter means the ‘total
consideration and extra charges paid to a non-resident enterprise”. Whether indirect taxes should be included in
the taxable base for calculating the CIT WHT thus depends on whether they are considered to form part of this
‘total consideration and extra charges’.

As the VAT reform pilot program in 2012 replaced BT with VAT for cross-border royalties originating from the
VAT pilot regions, a question arose as to whether the taxable base for CIT WHT should similarly include VAT.
Announcement 9 confirms that VAT may be excluded from the computation of CIT WHT. It prescribes uniform
CIT WHT treatment among regions under the VAT reform pilot program and effectively ends controversy on this
subject.

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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