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Preface

The Hong Kong Institute of Certified Public Accountants ("HKICPA") was pleased to be able
to discuss with the Guangdong Provincial Office of the State Administration of Taxation
("GDOSAT") various tax topics on 11" November 2013 in Guangzhou.

The following is a translation of the meeting notes prepared, in Chinese, by the Institute.
Please note that the meeting notes reflect the views of GDOSAT officals attending the
meeting only and are not intended to be legally-binding or a definitive interpretation.
Professional advice should be sought before applying the content of these notes to your
particular situation. If there are differences in the interpretation between the English and
Chinese versions, reference should be made to the Chinese version.

Meeting notes

Discussion items

A. Issues relating to VAT reform
Al Application of VAT on the Tourism Industry
(a) Release timing of specific regulations and implementation rules
(b) Preparation period

(c) Seeking the opinion of parties and organizations in the affected
industries?

(d) Tax declaration issues
(e) Tax rate issues
() Input tax credit issues
A2 Issues relating to Caishui [2013] No. 37
I.  Effects on international freight forwarding industry

(a) VAT Treatment on ocean freight charges collected on behalf of the
international liner

() Isthere any input tax credit for freight forwarding industry?

(i) Will the tax authority introduce special taxation policy to reduce
the tax burden on freight forwarding industry?

(b) Can the income of international freight forwarding agencies be
exempt from VAT?

II.  Will the VAT reform affect tax-exemption application for export services?
A3 VAT consolidated filing
(a) Can head office and branches apply for VAT consolidated filing?

(b) Coordination issue for tax bureaus



B.

A4

A5

A6

A7

A8

VAT — entire transfer

Input VAT tranfer-out for tax-exempt items
VAT reform — tax exemption

VAT issues on retailing enterprise

Administrative Measures on Application for Tax Refund (Exemption) for VAT
Zero-rated Taxable Services ("SAT Announcement [2013] No. 47")

(a) Issues regarding zero-rated export services

(b) Application for tax refund without Registration Certificate or submitting
Registration Certificate after obtaining tax refund

Taxation of non-residents and transfer pricing issues

Bl

B2

B3

B4

BS

B6

B7

Transfer pricing issues relating to royalty and consultancy service fee
payments to non-residents

Tax treatment of cross-border taxpayers as beneficial owners

Tax and transfer pricing issues arising from corporate restructuring

(a) Has GDOSAT handled any cases of such cross-border restructuring?

(b) Can GDOSAT share some relevant experience (such as incorporation of
non-resident transferor and the transferee, and the share transfer
reasons)?

SAT and SAFE Announcement [2013] No.40 /Hui Fa [2013] No. 30

(a) Is the income from share transfer considered to be one of the current
account items of service trade?

(b) Does salary reimbursement by foreign institutions fall under the above
scope?

(c) Implementation rules or intructions for Announcement No. 40

Shui Zong Han [2013] No. 165

(a) Will GDOSAT and other state tax bureaus within Guangdong take
reference to the guideline in Circular 165 when implementing the tax

treaties?

(b) Will the guideline in Circular 165 be applied by GDOSAT in the
assessment of China’s tax treaties with other countries?

Re-assess the price of share transfer by foreign enterprise

SAT Announcement [2013] No. 19
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Discussion items

A. Issues relating to VAT reform

Al. Application of VAT on the Tourism Industry

(@)

(b)

(c)

(d)

(€)

(f)

Release timing of specific regulations and implementation rules

When will the detailed implementation rules of VAT, as well as the VAT rates, for the
tourism industry be released?

Preparation period

Based on the current VAT pilot experience, how long will the preparation period be
from the announcement date of regulation to the implementation date?

Seeking the opinion of parties and organizations in the affected industries?

Prior to implementation of the rules, will tax authorities seek any feedback and
opinion from the tourism industry, tourism association or relevant agents?

Tax declaration issues

Will the branches declare VAT on separate basis or on consolidated basis, i.e.
consolidated filing with head office?

Tax rate issues

After VAT reform, in the event that the VAT rate is higher than the current applicable
BT rate, the taxpayer may not have sufficient input tax credit. In order to remain
competitive in the tourism industry, taxpayers may need to bear the additional VAT
burden. Under such circumstances, will tax authorities consider to grant favorable
VAT rates to tourism industry?

Input tax credit issues

For ticket agencies, will the cost of the tickets be allowed as input VAT credit?

As a result of recent changes in national tax policies, the updated reply below
was provided by GDOSAT subsequent to the meeting.

Updated reply of GDOSAT: According to the National "12th Five-Year" Plan, all
industries subject to BT would be required to transition to VAT in "12th Five-Year"
Plan period. To date, the transportation industry, part of modern service industry
and the postal service industry transitioned to VAT. Other industries such as the
telecommunications industry, might go through VAT reform in 2014.

Prior to implementation, the tax authorities below provincial level would conduct
industry investigations and research on affected industries, arrange relevant
trainings, handle queries from taxpayers and report the findings and
recommendations to higher level tax authorities.

Generally speaking, VAT reform would reduce tax for taxpayers. Based on the
current implementation, 97.44% of the taxpayers in the pilot industry reported a
reduction in their tax costs; while a minority reported an increase in taxes. For
taxpayers with an increased tax burden, GDOSAT was of the opinion that tax




costs would be reduced gradually as more and more industries transition to VAT
and the VAT chain was improved.

A2. Issues relating to Caishui [2013] No. 37

Effects on international freight forwarding industry

On 24 May 2013, the Ministry of Finance ("MOF") and the State Administration of
Taxation ("SAT") jointly issued Circular Caishui [2013] 37 ("Circular 37") setting out
new regulations to implement the nationwide expansion of China’s VAT pilot
program on 1 August 2013. Circular 37 also replaces previous circulars relating to
the pilot Business Tax to VAT reform program.

inni Freight charges of RMB
Overseas shipping 100
Overseas / company C

Service fee for freight k Freight forwarder B -/

forwarding services of
RMB 5 Ocean freight collected on behalf
of the international liner of RMB
100

China

Chinese customer A

The above is a common business model for international freight forwarders.
Chinese customer A engages an overseas shipping company C to provide
international freight services through freight forwarder B. For example, Customer A
will pay freight charges of RMB 100 to freight forwarder B, who will in turn pay the
same amount to shipping company C. As the freight forwarder B has provided
services (loading of goods, issuing bill of laden, collection of freight etc) for shipping
company C, C will pay RMB 5 to B as a service fee for international freight
forwarding services.

(a) VAT treatment on ocean freight charges collected on behalf of the international
liner?

How should the ocean freight charges of RMB 100 received by B be treated for
VAT purposes?

According to Cai Shui [2011] No. 111, which was replaced by Circular 37, “for
general VAT taxpayers on the pilot programme who provide international freight
forwarding services and were subject to BT on net basis previously, the fees
they pay to other pilot taxpayers are allowed to be deducted in calculating VAT
liabilities”. Hence, when freight forwarder B nets off the RMB 100 paid to
shipping company C against the sea freight charges of RMB 100 received from
customer A, the net sales amounts will be nil. As a result, no VAT will be
payable.

After the issuance of Circular 37, however, the above net basis method is
removed.

According to the general practice in Guangdong province and Guangzhou city,
the question is whether the ocean freight charge of RMB 100 received by
freight forwarder B is considered as being received on behalf of shipping
company C, thus not subject to VAT, or is considered to be a service fee and



subject to 6% VAT?
(i) Isthere any input tax credit for freight forwarding industry?

If VAT is applicable on the ocean freight charges of RMB100 received by
the freight forwarder B, then B will not have any input tax credit (on the
assumption that the jurisdiction in which shipping company C operates has
signed a bilateral transportation agreement with China and the ocean
freight charges of RMB 100 received by C are exempt from VAT).

(i) Will the tax authority introduce special taxation policy to reduce the tax
burden on freight forwarding industry?

As shipping company C is an overseas enterprise, it is not possible to
issue a China VAT invoice to freight forwarder B to enable B to claim input
VAT credit. Even if shipping company C is a China-incorporated company,
as the service should qualify for zero VAT rate, Company C can only issue
normal non-VAT invoice, such that no input VAT is claimable. Without the
input tax credit and with the removal of the net basis method as well, when
the freight forwarders then seek to charge on Chinese customers, a 6%
VAT will be applied on the gross amount. This tax treatment will be a big
concern for the freight forwarding industry and adversely affects their
profits. In view of it, will the tax authorities introduce special policies as
transitional measures to reduce the tax costs of companies in the freight
forwarding industry?

(b) Can the income of international freight forwarding agencies be exempt from
VAT?

According to Circular 37, provision of logistics support services to foreign
parties can enjoy VAT exemption. Can the income derived by freight forwarder
B from foreign shipping company C for the provision of international freight
services, in the example, be exempted from VAT?

In practice, are there any business model suggestions that can be considered
by such freight forwarders to reduce their tax burden?

Will the VAT reform affect tax-exemption application for export services?

A Chinese company provides service to an overseas entity. The contract is entered
into with the overseas entity, and the invoice is issued to the overseas entity. The
payment is made by the overseas entity. Nevertheless, the ultimate beneficiary of
the service provided is another Chinese entity in China. For example, a Chinese
company provides information technology services to an overseas entity. The
resulting product will be used by other Chinese entities in China. Will this affect the
application for tax-exempt export status?

As a result of recent changes in national tax policies, the updated reply below
was provided by GDOSAT subsequent to the meeting.

Updated reply of GDOSAT: Subsequent to the cancellation of the net basis
method under Circular 37, SAT and GDOSAT has carried out further studies on
the international freight forward industry and subsequently made amendments in
Caishui [2013] No. 106 ("Circular 106"):




In order to benefit from VAT exemption, all the international goods transportation
agency services income and the freight charges paid to international
transportation services providers must be settled through financial institutions. If
requested, the international goods transportation agent should issue general
VAT invoices to the engaging party. Cash settlements would not be eligible for
VAT exemption.

Circular 106 further prescribed that agency services provided for international
goods transportation, as well as transportation between mainland China and
Hong Kong, Macau, and Taiwan, would be entitled to VAT exemption.

Importantly, this regulation was effective retrospectively, as from 1 August 2013.
This meant that for services invoiced between 1 August 2013 and the date of
issuance of Circular 106, if the taxpayer had issued special VAT invoices, they
could benefit from the retrospective change in policy upon collection back of the
special VAT invoices issued. This effectively ensured no mismatch between the
(reduced) output VAT liability of the agents, under the policies in Circular 106,
and the input VAT credit which might have originally been claimed.

Circular 106 effectively restored the ‘net basis method’ which had been in place
until 1 August 2013. It provided that the sales amount of general VAT taxpayers
providing international goods transportation agency services was the revenue
received less the international freight charges paid for international
transportation services.

Circular 106 further defined “international goods transportation agency services”
very broadly. An agency service included the acceptance of the goods of the
consignee, the consignor, their agents, or a transportation owner or lessee,
where the service was either performed in the name of the principal or in the
agent’s own name. The agency services for which the net basis method applied
encompassed all business activities associated with arranging the international
transportation of goods (except the provision of the actual transportation service
itself), including arranging pilotage, berthing, loading and unloading of cargo and
related activities.

A3. VAT consolidated filing

According to Cai Shui [2012] No. 9, where the head office and the branches of a
company are not located in the same county (or city) but in the same province (or
district, city), the head office may, with the approval of finance or tax authorities at the
provincial level, declare and pay VAT to the tax authority in charge of its location on a
consolidated basis.

(@) Can head office and branches apply for VAT consolidated filing?

(b)

Can head office and branches in Guangdong province apply for VAT consolidated
filing and the qualifying conditions?

Coordination issue for tax bureaus

Notwithstanding that consolidated VAT filing in the same province may be feasible
from a legal perspective, there are many practical issues and challenges in actual
implementation. Will the tax bureaus coordinate and facilitate resolving any
practical issues in the future?



A4.

AS5.

As a result of recent changes in national tax policies, the updated reply below
was provided by GDOSAT subsequent to the meeting.

Updated reply of GDOSAT: According to VAT Provisional Regulation and its
Implementation Rules, as well as Caishui [2012] No. 9, where the head office
and the branches were not located in the same county (or city) but in the same
province (or district, city), the head office might, with the approval of finance or
tax authorities at the provincial level, declare and pay VAT to the tax authority in
charge of its location, on a consolidated basis.

For pilot taxpayers under VAT reform, according to Circular 106, effective 1
January 2014, where the head office and the branches were not located in the
same county (or city) but in the same province (or district, city), the head office
might, with the approval of finance or tax authorities at the provincial level,
declare and pay VAT to the tax authority in charge of its location, on a
consolidated basis.

VAT — entire transfer

According to SAT Announcement [2011] No. 13 on the VAT Issues Concerning Asset
Restructuring of the Taxpayers ("Announcement 13"), certain forms of corporate
restructuring, involving the transfer of tangible goods, will be regarded as falling outside
the scope of VAT. The criteria for a qualified corporate restructuring are as follows:

The taxpayer transfers tangible goods in a corporate restructuring that takes the form of
a merger, de-merger, sale, swap; and

The taxpayer transfers all or part of the tangible assets together with related debt claims,
liabilities and work force to other units or individuals.

If the transfer of physical assets includes all inventories and equipment etc, but
excludes properties and land rights, and includes other related claims, liabilities and
workforce, will it fall under the above scenario where VAT is not applicable?

Response of GDOSAT: It should be noted that Announcement 13 was not a VAT-
exempt scheme or concession. Instead, it clarified that the transfer of physical assets,
or part thereof, and the related claims, liabilities and workforce together to another
entity or individual, did not fall within the scope of VAT. Further, to apply
Announcement No. 13, the transfer of debt claims, liabilities and workforce should be
connected with the transfer of physical assets.

Input VAT transfer-out for tax-exempt items

According to Article 26 and Article 27 of the Implementation Rules for the Provisional
Regulations of the People's Republic of China on Value-added Tax, there are two
methods to compute input VAT transfer-out:

» If the input VAT for taxable and tax-exempt items cannot be allocated accurately,
the input VAT transfer-out shall be computed based on the sales volume i.e. sales
of tax-exempt items in proportion to total sales. (“Transferred out by sales
proportion™).

» If the input VAT for taxable and tax-exempt items can be accurately identified and
recorded, the input VAT transfer-out shall be computed on the actual basis



AG.

("Transferred out on actual basis").

Currently, there is no specific regulation regarding the criteria of “accurate allocation of
input VAT for taxable or tax-exempt items” or “separate record of input VAT for taxable
or tax-exempt items”.

If an enterprise wishes to apply for separate record of input VAT for taxable or tax-
exempt items, what are the conditions that the enterprise would have to fulfil before
doing so? For example, should a taxpayer independently account for tax-exempt items
in each stage of its business transaction, such as purchase and storage, production and
consumption, cost and sales etc? Will GDOSAT consider promulgating specific
regulations to clarify this issue?

Reply of GDOSAT: There was no application requirement in place for an enterprise to
independently account for input VAT on tax-exempt items. As many corporations
calculated the usage of raw materials based on the sales volume, instead of actual
usage volume, it was practically not feasible to calculate the amount of taxable and
tax-exempt items used in the production process accurately. As long as the taxpayer
was unable to accurately segregate taxable items and tax-exempt items for the
purpose of computing the input VAT, it could follow the method prescribed by the VAT
regulations to calculate the input VAT transfer-out.

VAT reform —tax exemption

According to Caishui [2012] No. 86, prior to 31 December 2013, the corporations with
the respective approvals obtained from the administrative department of radio, film and
television (including central, provinces, cities and counties) which carried on film
production, distribution and screening, are included in the pilot programme for VAT
reform. The transfer of film rights can enjoy VAT exemption.

What are the conditions for the VAT exemption granted by Caishui [2012] No. 86?

As a result of recent changes in national tax policies, the updated reply below was
provided by GDOSAT subsequent to the meeting.

Updated reply of GDOSAT: According to Cai Shui [2012] No. 86, prior to 31 December
2013, the corporations with approvals obtained from the administrative department of
radio, film and television (including central, provinces, cities and counties) which
carried on film production, distribution and screening, were included in the pilot
programme for VAT reform. The transfer of film rights could enjoy VAT exemption.

With the progress of the VAT reform, Caishui [2012] No. 86 was superseded by
Circular 37, and the above rules have been included in Caishui [2013] No. 37. The
above mentioned favourable treatment was effective only up to 31 December 2013.

To enjoy the favourable treatment under the original policy, the documents required
and qualifying conditions included: Application Form for Tax Relief and documentary
proof of approvals granted by the administrative department of radio, film and
television. The tax authorities would review the documents and, if granted, the VAT
exemption would apply with effect from the approval date.




A7. VAT issue on retailing enterprise

Nowadays, as many chain department stores have launched the sale of prepaid cards,
they have received requests from customers to issue invoices upon the sales of such
cards. However, as these prepaid cards may be eventually used by customers to buy
products in other cities (for example, customers use the cards to purchase products
from a store in Shanghai, even though the cards were originally purchased in
Guangzhou), in which city should the VAT be paid (Guangzhou or Shanghai)? According
to current VAT Provisional Regulations, VAT is payable upon the issuance of invoice,
which implies that VAT in the above example should be payable in Guangzhou. If so, will
the Shanghai tax bureau agree with this? Notwithstanding the above, VAT consolidated
filing appears to be able to resolve the above problem. Will it then be easier for
enterprises in Guangdong to apply and obtain approval for consolidated VAT filing?

As a result of recent changes in national tax policies, the updated reply below was
provided by GDOSAT subsequent to the meeting.

Updated reply of GDOSAT: According to Provisional Regulations of VAT and its
Implementation Rules, VAT taxpayers should file VAT in the place where the
organization was located. Therefore, when the prepaid cards were purchased and
invoices were issued, the VAT should be paid in the place where the seller was
located. As far as the GDOSAT knew, there had not been any cases of inter-provincial
usage of such prepaid cards to date. According to Cai Shui [2012] No.9, where the
head office and the branches were not located in the same county (or city) but in the
same province (or district, city), the head office might, with the approval of finance or
tax authorities at the provincial level, declare and pay VAT to the tax authorities in
charge of its location, on a consolidated basis.

A8. Administrative Measures on Application for Tax Refund (Exemption) for VAT Zero-

rated Taxable Services ("SAT Announcement [2013] No. 47")
(a) Issues regarding zero-rated export services

According to the newly released Administrative Measures on Application for Tax
Refund (Exemption) for VAT Zero-rated Taxable Services ("Administrative
Measures")!, the basis for computing tax exemption and refund for zero-rated
taxable services provided by a foreign enterprise is the amount for exported zero-
rated taxable “services” purchased. Should the nature of the "services" be exactly
the same as the exported zero-rated taxable services (For example, the "purchased
service" of an exported design service must be also design service)? Can the basis
of computing tax exemption and refund cover all the services purchased for zero-
rated taxable services?

! Administrative Measures on Tax Refund (Exemption) for VAT Zero-rated Taxable Services (SAT Announcement [2013] No. 47) (Excerpt):

Article 5 Tax computation basis for VAT refund (exemption) for zero-rated taxable services

(2) Tax computation basis for tax exemption and refund for zero-rated taxable services provided by a foreign trade enterprise concurrently:

The amount stated on the special VAT invoice by the provider for exported zero-rated taxable services purchased from organizations or
individuals in China.

The amount stated on the PRC tax payment receipt for exported zero-rated taxable services purchased from overseas organizations or
individuals.

Article 7 Providers of zero-rated taxable services shall, prior to making declaration for tax refund (exemption) for zero-rated taxable services,
provide the following materials to the tax authorities in charge to complete determination of export tax refund (exemption) status:

(5) In the case of provision of research and development, design services to overseas parties, the original copy and photocopy of the

“Technology Export Contract Registration Certificate” shall be provided.

10



In addition, given that the enterprises engaging in zero-rated taxable services may
purchase fixed assets, such as machinery and equipment, which can be credited as
input VAT, can the computation base for VAT refund cover input VAT from
machinery and equipment purchased instead of being limited to purchase of
services?

(b) Application for tax refund without Registration Certificate or submitting Registration
Certificate after obtaining tax refund

According to the Administrative Measures, for enterprises engaged in the provision
of research and development, and design services to overseas parties, the original
copy and photocopy of the "Technology Export Contract Registration Certificate"
("Registration Certificate") is required. Is the Registration Certificate essential for all
enterprises that apply for zero-rated taxable services? In practice, the deadline for
tax refund would be delayed due to the long application and communication
process with the relevant authorities before obtaining such a Registration Certificate.
Will the tax bureau consider processing the tax refund without Registration
Certificate or allow enterprises to submit the Registration Certificate after the tax
refund under exceptional circumstances?

Reply of GDOSAT: Under the current VAT reform policies, the zero-rate applied to
the provision of international transportation services and transportation services
within Hong Kong, Macau and Taiwan, as well as the provision of research and
development, and design services to overseas entities. It was clearly stated in the
Administrative Measures that zero-rated taxable services provided by foreign trade
enterprises concurrently would be exempted from VAT, and the input tax
corresponding to the externally procured taxable services would be refunded.
Regardless of current policies or procedures of tax refund application, the nature
of the zero-rated taxable services must be the same as zero-rated taxable services
purchased. Correspondingly, the computation of VAT exemption or refund of zero-
rated taxable services would not include input VAT arising from the purchase of
machinery and equipment.

According to SAT Announcement [2013] No. 47, for enterprises engaged in the
provision of research and development, and design services to overseas parties,
the original copy and photocopy of the “Technology Export Contract Registration
Certificate” (“Registration Certificate”) was required. Otherwise, the enterprise
would not be able to apply for zero-rated taxable services. The tax authorities
would not process tax refunds without Registration Certificate or permit the
submission of Registration Certificate after refunding tax. It was also prohibited by
legislation.

Taxation of non-residents and transfer pricing issues

. Transfer pricing issues relating to royalty and consultancy service fee payments
to non-residents

We understand from news reports that a retail commercial enterprise in Guangzhou was
investigated for tax avoidance due to payments of trademark royalties and consulting
service fee to an overseas parent company (Please refer to the Appendix. (N.B. only a
Chinese version is available)). From the information disclosed, we understand that the
enterprise attracted the tax authorities’ attention as its operating profits had been
hovering at a low level despite its sales increasing every year. The tax authorities
eventually carried out anti-tax avoidance investigation on the enterprise.

11



From a commercial perspective, compared with ordinary single-function enterprises,
retail commercial enterprises are more vulnerable to changes in the domestic economy,
market competition and other economic factors. Therefore, retail commercial enterprises
have to manage higher business and operation risks. It is also normal for retail
commercial enterprises to rely on overseas headquarters’ management support
services in their operations. Such services include trademark rights and group-shared
services (for example, finance, personnel, IT consulting services). However, does this
imply that trademark fee and IT consulting fee paid to overseas headquarters will not be
tax deductible when the enterprises are deriving low operating profits or are loss making,
due to other economic factors? How will the tax bureau determine the reasonableness
of payments made to overseas related parties?

Reply of GDOSAT: When the tax bureau was considering whether to conduct a
transfer pricing investigation, revenue and profits were key considerations, but were
not the only factors considered. The tax bureau would consider the company’s overall
operating performance and compare it against that of other comparable competitors
under similar economic conditions. According to Guo Shui Han [2007] No. 236, in line
with international transfer pricing principles, single-function enterprises typically were
able to maintain a certain profitability level and, therefore, in principle, such
enterprises should not be in loss positions. However, the local tax bureau, agencies
and taxpayers might have different interpretations of the document. Therefore, the
tax bureau was willing to communicate with the parties involved and listen to their
views to improve the regulatory policies and specific implementation measures.
Notwithstanding the above, in the absence of new regulations or documents, the tax
bureau would continue making reference to Guo Shui Han [2007] No. 236 in its
implementation process.

B2. Tax treatment of cross-border taxpayers as beneficial owners

The tax treatment of cross-border issues indicated in SAT Announcement [2011] No. 242,
(which requires application to higher tax authorities only) appears to be simpler as
compared with that in SAT Announcement [2012] No. 30°, and Shui Zong Han [2013] No.
165", In practice, can taxpayers apply for the status of beneficial owners with reference
to share transfer?

Reply of GDOSAT: An application for the status of beneficial owner, with reference to
that for share transfer, can be lodged at the local tax bureau of a Chinese resident
enterprise.

B3. Tax and transfer pricing issues arising from corporate restructuring

According to Article 5 in Cai Shui [2009] No. 59, the special tax treatment will apply if a
corporate restructuring meets the following criteria:

2 According to SAT Announcement [2011] No.24, where foreign investors simultaneously transfer their equity in two or more domestic resident
enterprises which are located in different provinces (municipalities), such investors may, in line with Article 5 of the Circular, submit relevant
materials to the competent tax authority at the place where one of the domestic resident enterprise is located, and the provincial or municipal
tax bureau of above such competent tax authority shall discuss with its counterparts in other provinces (municipalities) and then decide whether
or not to impose a tax, and report the same to SAT,; if a tax collection decision is made, the overseas investors shall pay tax respectively to the
competent tax authorities at the places where relevant domestic resident enterprises are located.

According to SAT Announcement [2012] No. 30, where a taxpayer is required to apply to different tax authorities for recognition of benefical
owner status and tax treaty entitlement under similar circumstances, the taxpayer shall explain to relevant tax authorities. The relevant tax
authorities shall negotiate and reach a consensus; where the relevant tax authorities are unable to reach a consensus, the case shall be
escalated to their common higher-level tax authorities for handling, and the negotiation outcome shall be explained.

According to Shui Zong Han [2013] No. 165, where a case involves the situation that the income of the same taxpayer from the investment

activities of the same kind is handled by different local tax authorities, such local tax authorities shall uniformly handle the related tax issues for
such income.
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(1)

(2)

(3)

(4)

()

There are bona fide commercial objectives for the restructuring, and the main
objective is not for the reduction, exemption or delay of tax payments.

The ratio of acquired, merged or divided assets or equity complies with the ratio
stipulated in this Notice.

The original substantive business activities of the restructured assets will not be
changed during the 12 months following the enterprise restructuring.

The payment amount for equity involved in the consideration for a restructuring
transaction complies with the ratio stipulated in this Notice.

The original key shareholders obtaining the equity in an enterprise restructuring
must not transfer the equity obtained during the 12 months following the
restructuring.

According to Article 7 in Cai Shui [2009] No. 59, the special tax treatment shall apply to
the acquisition of equity and assets involving a domestic party and an overseas party
(including Hong Kong, Macau and Taiwan), if the transaction meets the criteria
stipulated in Article 5 of this Notice, as well as the following criteria:

(1)

(2)

3)

(@)
(b)

The transfer of the equity of a resident enterprise held by a non-resident enterprise
to another non-resident enterprise, in which the non-resident enterprise holds 100%
direct controlling shares, will not result in a subsequent change in withholding tax
burden on the income derived from the transfer of such equity; and the transferor of
the non-resident enterprise has provided a written undertaking to the tax authorities
in charge that it will not transfer the equity of the transferee of the non-resident
enterprise owned by it within three years;

The transfer of the equity of a resident enterprise by a non-resident enterprise to
another resident enterprise in which the non-resident enterprise holds 100% direct
controlling shares;

The investment by a resident enterprise with assets or equity it owns in a non-
resident enterprise in which the resident enterprise holds 100% direct controlling
shares.

Has GDOSAT handled any cases of such cross-border restructuring?

Can GDOSAT share some relevant experience (such as incorporation of non-
resident transferor and the transferee, and the share transfer reasons)?

As a result of recent changes in national tax policies, the updated reply below
was provided by GDOSAT subsequent to the meeting.

Updated reply of GDOSAT: At present, application for special tax treatment could
be approved by tax authorities in charge if the respective criteria were met.
GDOSAT advised that enterprises should not focus too much on the special tax
treatment, as it merely delayed the tax obligation, instead of granting tax
exemption. For the special tax treatment to apply in corporate restructuring, the
restructurings would be analyzed on a case-by-case basis, with reference to Cai
Shui [2009] No. 59, SAT Announcement [2010] No.4 and SAT Announcement
[2013] No.72.

13



B4. SAT and SAFE Announcement [2013] No.40 /Hui Fa [2013] No. 30

According to SAT and SAFE Announcement [2013] No.40, the existing requirement for
outbound remittance that tax clearance must be secured prior to the outbound
remittance has been replaced with a new tax registration requirement. Announcement
No0.40 took effect from 1 September 2013.

(a) Is the income from share transfer considered to be one of the current account items
of service trade?

According to Announcement No. 40, income from equity transfer is included as one
of the items which requires tax registration. However, in Hui Fa [2013] No.30, it is
not clear whether such income is included as an current account item. How will tax
authorities and SAFE coordinate this issue with each other?

(b) Does salary reimbursement by foreign institutions fall under the above scope?
(c) Implementation rules or intructions for Announcement No. 40
Will GDOSAT release implementation rules or intructions for Announcement No. 407?

If so, when will they be released? In the absence of relevant rules and instructions,
taxpayers or tax withholding agents will encounter difficulties in practice.

Reply of GDOSAT: The existing requirement for outbound remittance was
simplified with a new tax registration requirement, as announced in Announcement
No. 40. GDOSAT understood that tax authorities maintained good communication
with SAFE regarding the implementation of Announcement No. 40. There was no
situation in which SAFE did not agree to the tax recordal forms approved by tax
authorities.

Whether the salary reimbursement from foreign institutions fell within the scope
should strictly follow the Article of Announcement No. 40. For example,
Announcement No. 40 clarified that remitance of travel, meetings, commodity
sales promotion expenses of domestic institution incurred overseas did not require
filing registration.

The conversion from the advanced tax clearance system to the tax recordal filing
system was a significant reform. However, as Announcement No. 40 was newly
introduced, there might be some problems in the actual implementation process
(e.qg. if tax certificates issued prior to 1 September were still valid after that date?).
The tax bureau, SAFE, companies and banks would need to communicate with
one another to resolve these transitional issues. SAT was also working on
improving the current measures.

B5. Shui Zong Han [2013] No. 165

On 12 April 2013, SAT released the Opinion Letter on the determination of beneficial
ownership cases under the dividend article of the PRC-HK double tax arrangement,
(Shui Zong Han [2013] No. 165) ("Circular 165") addressing to the state tax bureaus of
Liaoning, Shandong, Henan, Jiangsu, Hubei and Hainan. It focuses on the issue on
whether certain Hong Kong companies are considered the beneficial owners of
dividends and would therefore qualify for tax treaty benefits, which was covered in
Arrangements between the Mainland China and the Hong Kong Special Administrative
Region on Avoiding Double Taxation.
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(a) Will GDOSAT and other state tax bureaus within Guangdong take reference to the
guideline in Circular 165 when implementing the tax treaties?

(b) Will the guideline in Circular 165 be applied by GDOSAT in the assessement of
China’s tax treaties with other countries?

Reply of GDOSAT: Circular 165 was SAT'’s official reply to an individual case and was
merely addressed to some provinces like Liaoning etc. SAT had not yet given a clear
indication if the other provinces in China could apply the guidelines in Circular 165. If
there were similar cases in Guangdong, GDOSAT suggested that the corporations
concerned should bring such cases to their attention and they would feedback and
seek the opinion of SAT.

B6. Re-assess the price of share transfer by foreign enterprise

Under a group restructuring, an offshore holding company disposes its shares in an
offsore intermediate holding company at a nominal price to another related-party
offshore company within the group. In doing so, there was an indirect equity transfer in a
PRC entity, which was held by the intermediate holding company. Under such
circumstances, will GDOSAT re-assess the transfer price of the foreign share transfer
and require the non-resident company to pay PRC Corporate Income Tax on the

transaction?
A A
100 100 100
| >
B D
100
‘ 100
B
C
100
100 -
A disposes B to D at C
a nominal price (e.qg.
E $1) 100
E

Per GDOSAT, the following factors shall be considered in the above transaction:
* How to understand the reasonableness of share transfer price?

The reasonableness of share transfer price should be considered with reference
to the factors such as net assets of the entity transferred and the equity ratio held
by the transferor. If the transfer involved intellectual property and land use rights,
the incremental value of such assets should be considered as well. In addition,
please note that a valuation report was also required for this purpose.

* How to understand the fair market value of the share transfer?

For a non-related party transaction, the contractual transfer price was typically at
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market value, which was regarded as a relatively fair price. However, if the
transaction was undertaken by related parties, the following factors should be
considered in order to assess if the transfer is at fair value:

Was the price in accordance with the government’s pricing principles?
Did the government have guidelines for the price range?

What was the fair market value?

What was the net asset value in the book?

* How to understand the commercial purposes? In determining if a restructuring
was carried out for reasonable commercial purposes, the following factors should
be considered:

Did the restructuring make commercial sense?

How did the restructuring affect the company’s tax costs?

During the restructuring, were the related party transactions with affiliated
entities in China in accordance with anti-tax avoidance regulations?

B7. SAT Announcement [2013] No. 19

On 19 April 2013, SAT issued an announcement to address the Corporate Income Tax
implications of secondment arrangements of non-resident enterprises, effective from 1
June 2013.

If a non-resident enterprise dispatches its employee to a Chinese entity and is deemed
as constituting a permanent establishment in China, can the taxable services provided
by the employee to the non-resident enterprise be separated from the non-taxable
services, i.e. the stewardship functions performed by the employee (rendering
investment advice to the non-resident enterprise with respect to the Chinese entity, and
participating in board meetings of the Chinese entity on behalf of the non-resident
enterprise, etc) in the computation of taxable income?

Reply of GDOSAT: If the seconded employee provided taxable services and non-
taxable services (i.e. stewardship functions) to the non-resident enterprise at the
same time, the remuneration relating to the taxable and non-taxable services shall be
recorded separately. Otherwise, both the taxable and non-taxable services shall be
subject to CIT. Even if the taxable and non-taxable services could be recorded
separately, the taxpayer would need to substantiate to the tax authorities that the
method used to separately account for such non-taxable services was reasonable.

In addition, whether the secondment arrangement would constitute a permanent
establishment in China should be assessed from the perspectives of the whole
project and the whole contract.

Hong Kong Institute of Certified Public Accountants

November 2013
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