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China Looking Ahead: A changing global environment
This edition of China – Looking Ahead comes at a precarious and symbolically charged time,
with the 12-year Chinese zodiac cycle about to end and a new one about to begin. KPMG
China’s Head of Tax Lewis Lu highlights the key topics.

7 What to look out for in 2020
Checklist of hot China tax issues for MNEs in 2020
In 2020, taxpayers should be alert for the following China tax developments and trends.

11 Inbound M&A
No pain no gain: Tax challenges in the China M&A market
This past year has seen heightened inbound M&A activity in hot sectors such as life sciences and
logistics, just as the Chinese tax authorities apply more sophisticated enforcement approaches to
M&A. Michael Wong, Chris Mak and Stella Zhang explain how to best prepare.

16 Hong Kong SAR
Adapting to a complex world: The evolution of Hong Kong SAR tax
The Hong Kong SAR government has continued its international focus, introducing incentives
to boost competitiveness while taking steps to address global tax avoidance, write Curtis Ng
and Ivor Morris.

20 R&D
R&D tax incentives: Continuous encouragement and enhanced supervision
China has continued to improve access to tax incentives and provide new regulatory support for
innovation. At the same time, renewed rigour is being applied to ensure that tax incentives are
claimed appropriately. Bin Yang and Nicole Cao detail the landscape.

25 Customs/trade policy
Bonded zones and free trade agreements: Optimising the trade environment
In 2019, China has pushed reforms to customs supervision and expanded the role of bonded
zones, further intensified its use of TP documentation for customs purposes, and sought to refresh
key trade agreements. Eric Zhou and Rachel Tao explore the challenges and opportunities.

29 Hong Kong SAR: asset management
Offshore economic substance laws: Implications for Hong Kong SAR’s funds sector
The implementation of economic substance laws in offshore jurisdictions will impact funds with
management and advisory teams in Hong Kong SAR. Darren Bowdern and Johnson Tee explain
how these changes will prompt a revisiting of fund group holding structures.

32 IIT
IIT reform: Paving the future of personal income tax compliance in China
In 2019, the major individual income tax (IIT) reform initiated in 2018 was reinforced with a
string of clarifications. Chinese tax residents and foreigners with exposure to Chinese IIT are
coming up to speed with the changes. Michelle Zhou explores the issues.
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The steady growth of China’s middle class is increasing the demand for asset and wealth man-
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and tax implications of these developments.

42 Capital markets
China capital markets open up: New opportunities bring fresh tax challenges
China’s capital markets continue to expand and open up, offering a range of innovative new invest-
ment channels. Henry Wong explores the tax challenges arising under each of these channels.

49 Outbound
Going out: China outbound investment faces new tax challenges
While global FDI levels sag and China ODI falls, Chinese investment in BRI jurisdictions con-
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other locations, write Michael Wong and Joseph Tam.
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China transfer pricing enforcement: Modernised approach matures
China has seen the continued evolution of its transfer pricing enforcement towards a data-based
administrative approach, and away from the more aggressive audit approach of earlier years.
Xiaoyue Wang and Choon Beng Teoh explore the latest trends.

59 Transfer pricing
Outbound investment and TP: A more robust framework emerges
China outbound investment is now taking place against the backdrop of an increasingly robust
and supportive TP framework. Xiaoyue Wang, and Choon Beng Teoh examine issues for enter-
prises, the MAP and APA programmes and their relevance to BRI investments.

65 Transfer Pricing
Hong Kong SAR’s new TP rules: Convergence with global norms
In 2018, Hong Kong SAR enacted TP legislation, a significant step in aligning its tax rules with
international standards. Karmen Yeung, Irene Lee and Tanya Trantallis set out the key features
of the rules and their compliance requirements.

69 Tax administration and compliance management
Tax administration and compliance management: Steady progress follows reforms
China merged its previously separate state and local tax authority systems in 2018. This has pro-
vided a basis for improvements in tax administration and services, and required taxpayers to
adapt. Michael Li, Tracey Zhang and Fang Wei explore the changes.

73 International tax
China double tax arrangements: New paths emerge
The past year has seen a further evolution in China’s tax treaties, in particular in integrating
impactful BEPS permanent establishment (PE) changes. The maturity of work on global tax
reforms hints at more profound changes ahead, write Chris Xing and Conrad Turley.

78 International Tax
The age of reason(ableness): Economic shifts impact China’s cross-border tax enforcement
In the context of a changing global trade and investment environment, and China’s economic
slowdown, tax enforcement approaches are evolving and maturing. Chris Xing and Conrad Turley
trace the latest trends.
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BEPS 2.0: What will it mean for China?
Intensive work at international level to erect a new architecture for international tax rules by
2020 will have deep implications for businesses. Conrad Turley and Sunny Leung explore what
this might mean for China’s burgeoning digital economy.

88 Digital economy
We need to talk about platforms: Ongoing tax challenges in China
As policymakers in China and elsewhere inch towards a new global tax framework to deal with
the challenges of digitalisation, many domestic tax law and administration issues are yet to be
resolved for China’s digital economy. Sunny Leung and Conrad Turley take a look.

91 VAT
Five years of rapid VAT evolution: How have predictions held up?
Recent years have seen striking changes in the VAT landscape, both in China and overseas, in
relation to the scope of the tax, its mode of operation and the technology underpinning it.
Lachlan Wolfers reviews a series of predictions made in 2014.

96 VAT
Future of VAT: Continued evolution and increasing significance
It is evident that the world will see VAT further increase in importance as a revenue raiser for
countries, and that there will be ongoing change to its scope and mode of operation.
Lachlan Wolfers makes predictions for the coming years.

101 VAT
VAT and technology: The first fully automated tax?
Looking ahead, technological changes will impact VAT administration and compliance, with sig-
nificant implications for the role of the VAT professional. Lachlan Wolfers sets out a series of
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A s the Chinese zodiac cycle
moves into a new 12-year
cycle, the changes across the

tax landscape are transitioning in a
similar fashion. 
The ninth edition of KPMG’s

China – Looking Ahead chronicles
a busy a year. It also provides an
insight into how the tax policies
are being designed to interact
with international developments.
In the following chapters,
KPMG’s experts explain how tax
policy is evolving in mainland
China and Hong Kong SAR.
2020 is the Year of the Rat, an

animal that is believed to be clever
and successful – much like the
innovative data and analytics tech-
niques being developed by the
State Taxation Administration.
There also has been a shift from
document-based analysis carried
out by tax auditors, to more effi-
cient digital tools. This guide’s
VAT chapters make some bold
predictions about how data and
analytics will grow stronger in the
coming year, indicating how tax-
payers may need to adapt.
With the year of the rat also

symbolising wealth and surplus, it
is apt that the Chinese govern-
ment is continuing its efforts to
open the economy to inbound
and outbound investment – partic-
ularly as part of the Belt and Road
Initiative (BRI). However, this
guide’s outbound chapter, as well
as the chapters on Hong Kong
SAR, M&A and R&D, covers the

tax challenges Chinese companies
face along the BRI countries. 
Separately, achieving the quiet

and peaceful life that the rat rep-
resents may be difficult amid con-
tinuing trade tensions with the
US and disagreements across the
Inclusive Framework on how to
tax the digital economy. This
guide’s digital economy chapters
dive into China’s high-tech sector
and how look inward at domestic
tax law and administration issues
to be resolved for the country’s
digital industry. 
Meanwhile, the topics of cus-

toms and trade policies, as well the
evolution of transfer pricing
arrangements and tax treaties are
explored across a range of chapters.
The past 12 years and the

2019 Year of the Pig have been
eventful, but the momentum will
continue into 2020. We hope that
the ninth edition of KPMG’s
China – Looking Ahead will be a
valuable tool in guiding you
through the developments. 

Editorial

Anjana Haines
Managing editor

International Tax Review
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China Looking Ahead
A changing global environment

This edition of China – Looking Ahead comes at a precarious and symbolically charged time,
with the 12-year Chinese zodiac cycle about to end and a new one about to begin. KPMG

China’s Head of Tax Lewis Lu highlights the key topics.

T he 2019 Year of the Pig has been a striking period of evolution,
both for China’s domestic economy and for its trade and invest-
ment relationships with the wider world. This has implications for

the China tax environment.
China’s economy is on course for a GDP growth rate of 6.2% in 2019,

the lowest in 30 years. This is providing added impetus to structural
reforms that include an accelerated liberalisation of restrictions on
inbound investment, and efforts to cut red tape and improve the business
environment. 

The number of sectors subject to foreign investment restrictions has
been reduced from 63 in late 2018 to 40 at present, and down to 37 in
the free trade zones (FTZs). A further six FTZs have recently been cre-
ated, to reach a total of 18 FTZs in 2019, with a raft of new tax incentives
set out in parallel. A concerted campaign to reduce regulatory hurdles
resulted in China’s ranking in the World Bank’s Doing Business report
rising from 78th to 31st out of 190 countries, from 2017 to 2019. 

In the context of a challenging international trade environment, certain
foreign and Chinese manufacturers have been examining possible restruc-
tures to their supply chains and the relocation of manufacturing facilities.
Against this backdrop, China outbound direct investment (ODI) has con-
tinued to shift towards the 65 Belt and Road Initiative (BRI) countries,
estimated by certain research institutes at 21.6% of total ODI in 2018. In
parallel with this development, a BRI Tax Administration Cooperation
Mechanism (BRITACOM) was established in 2019 to address tax policy
and administrative deficiencies and improve coordination.

A new cycle awaits
Against this backdrop, in this year’s ninth edition of China – Looking
Ahead, KPMG China’s tax experts examine the issues that have arisen
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during this Year of the Pig and review the prospects for the
2020 Year of the Rat. Thematic articles explore the issues
relevant to businesses operating cross-border with China. It
should be noted, however, that the content of this publica-
tion is not intended as predictions or forecasts of Chinese
tax policies and should not be relied upon as such.

The key issues explored include:
•  The emerging international tax framework being devel-

oped at OECD/Inclusive Framework level, often
referred to as BEPS 2.0, and its implications for China

•  The new China trade facilitation policies being rolled out
against the backdrop of the changing and challenging
global trade environment;

•  A raft of new China double tax agreements which intro-
duce BEPS permanent establishment (PE) changes and
tax transparency provisions for partnerships;

•  The numerous tax challenges arising from China’s boom-
ing digital platform economy;

•  The transformed China individual income tax (IIT) com-
pliance environment in the wake of major reforms in 2018;

•  The evolving transfer pricing (TP) enforcement scene,
with strategic and compliance implications for inbound
and outbound activity;

•  Focused chapters on tax due diligence challenges for
inbound M&A, structuring trends for outbound invest-
ment, increasing scrutiny of China R&D tax incentive
claims, and trends in VAT system technology and design;
and

•  Dedicated chapters on Hong Kong SAR’s new TP rules
and challenges for fund structuring deriving from new
offshore economic substance rules.
The Year of the Pig brings to a close the 12-year cycle of

the Chinese zodiac, with a new cycle on the cusp of setting
off. It remains to be seen what this portends – will we see a
ground-breaking global compromise on BEPS 2.0, or a res-
olution to global trade issues? All will be revealed in the Year
of the Rat.

Lewis Lu
Partner, Tax
KPMG China

Shanghai
Tel: +86 21 2212 3421
lewis.lu@kpmg.com

Lewis Lu is the head of tax at KPMG China. He is
based in Shanghai and specialises in the financial
services and real estate industries. He specialises in
formulating entry and exit strategies for these clients
for the Chinese market and has assisted many for-
eign and domestic funds in structuring their invest-
ments in China. Lewis regularly undertakes tax due
diligence and advisory engagements on M&A transac-
tions. He also frequently assists foreign multination-
als in discussing tax policy matters with the Chinese
tax authorities.

Lewis is a frequent speaker at various international
tax fora. He teaches international taxation for the
master of taxation students at Fudan University.
He is a member of the Canadian and Ontario insti-
tutes of chartered accountants and is a fellow of the
Hong Kong Institute of Certified Public Accountants.
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Checklist of hot China tax issues
for MNEs in 2020

In 2020, taxpayers should be alert for the following China tax developments and trends.

•  Electric vehicles tax support – Electric vehicles are the future of the
automotive industry. While the government subsidies that boosted the
Chinese electric vehicle market in recent years are being withdrawn, a
‘dual-credit system’ will continue to support new energy vehicle
development and a range of corporate income tax (CIT) incentives
exist. These include, for high and new technology enterprises
(HNTEs), a lower CIT rate of 15% (reduced from 25%) and an
extended loss carry-forward period of 10 years (up from five years).
This, together with the CIT super deduction for R&D expenses and
other incentives, supports investment in the auto tech of the future.
At the same time, auto players must have systems and protocols to
ensure full compliance with relief conditions, as the tax authorities are
reviewing more thoroughly whether these have been met.

•  Auto financing – While the China auto leasing market is still in its
infancy, rapid growth is anticipated over the next 10 years. Auto
financing, by enabling more competitive pricing and accelerating the
car replacement cycle, boosts new car sales. Cars coming off-lease in
turn drive the expansion of China’s used car business. At the same
time, the market is becoming more defined, with different types of
players (OEM-affiliated, dealer-affiliated and internet-affiliated) and
different auto financing models. The latter includes lease-loan versus
standard leasing (from the product design perspective), and direct
leasing versus sale and leaseback (from an operational perspective). As
a rapidly expanding and increasingly diverse sector, tax challenges
arise, as do opportunities to realise potential tax savings as part of a
winning strategy; for example deductibility of financing cost for VAT
purposes, which is a tax refund when actual VAT liability exceeds 3%.
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•  Consumption tax (CT) reform – At present, CT on
autos is generally collected from manufacturers. New
reforms, announced in September 2019, would shift this
obligation to wholesalers or retailers. While details are yet
to be confirmed, enterprises in the auto industry should
follow this closely, given the potential impact on the
overall tax burden of the industry and the pricing strategy
among auto market players.

For more information, contact William Zhang, KPMG China auto sector
tax practice leader, william.zhang@kpmg.com

•  Proposed land appreciation tax (LAT) legislation – A
draft LAT bill was released for consultation in July 2019.
Real estate sector businesses will need to closely monitor
the progress of the LAT legislation in order to pre-emp-
tively assess and manage any arising risks. Major features
included within the scope of the LAT bill is the transfer
of collective land use rights and real estate, and clarifica-
tions on the timing of LAT obligations and tax payment
schedules.

•  Greater Bay Area (GBA) individual income tax (IIT)
preferential policies – Fiscal subsidies will be offered to
attract and retain talented foreign staff to work in nine
designated cities in the GBA. These include Guangzhou,
Shenzhen, Zhuhai, Foshan, Huizhou, Dongguan,
Zhongshan, Jiangmen and Zhaoqing. The subsidy is cal-
culated to reduce the effective tax burden on the eligible
personal income to less than 15%, and the subsidy itself is
exempt from IIT. Enterprises are already starting to
respond to the incentives with the planned deployment
of staff to the GBA.

•  Tax rulings for urban renewal in the GBA – Rapid
population growth and industrialisation in recent decades
means that much of the land in the GBA is already built
up. Consequently, redevelopment of existing towns and
industrial estates is necessary to unlock land resources for
new development. Commercial arrangements to acquire
the relevant land use rights can trigger complicated tax
issues, and the tax authorities in the GBA have been
attempting to resolve bottlenecks and ambiguities with
new guidance. Many complex tax issues remain, and real
estate enterprises should monitor developments with
these guidance and rulings to ensure full tax compliance
for urban renewal projects.

For more information, contact Ricky Gu, KPMG China real estate
sector tax practice leader, ricky.gu@kpmg.com

•  Bank asset management businesses – To ringfence risks
and drive specialisation, Chinese banking groups are
being encouraged to spin off and centralise their asset
management business as separate legal entities. This nec-
essarily gives rise to tax considerations in relation to the
selection of the incorporation location, portfolio transfer
from banks to subsidiaries, people relocation, related
party transactions and other restructuring implications. 

•  Financial services IT innovation – Large Chinese finan-
cial institutions have been looking to carve out their IT
functions into separate legal entities, with a view to cen-
tralising and commercialising technological develop-
ments. As a new IT subsidiary defines the business
relationship between itself, the rest of the financial institu-
tion, and external parties, transfer pricing issues will natu-
rally arise. The usage of R&D incentives, whether at the
level of the financial institution headquarters or IT sub-
sidiary, also need to be assessed to maximise tax benefits.

For more information, contact Tracey Zhang, KPMG China financial
services sector tax practice leader, tracy.h.zhang@kpmg.com

•  Energy and natural resources (ENR) outbound
investment tax risk – China’s national oil and gas com-
panies, oil service providers and engineering, procure-
ment and construction (EPC) enterprises, are highly
active outbound investors, particular in Belt and Road
Initiative (BRI) jurisdictions. Investments in new markets
and a changing global tax environment are exposing them
to a range of complex tax risk management issues, notably
for their holding and financing structures, transfer pricing
arrangements, and foreign tax credit management.

•  VAT refund opportunities – ENR enterprises commit
significant initial capital expenditure to their projects, to
which long investment recovery timeframes apply.
China’s VAT system, which limited the use of VAT input
credits, could significantly impact on cash flow and
return on investment. Recent reforms, allowing for input
VAT refunds, will enable better cash management and
enhanced returns on investment.

•  Consumption tax (CT) reform – The planned reforms
will shift collection obligations on oil processing from
consignment processors to wholesalers and retailers.
Enterprises in the oil and gas space need to follow this
closely, given the potential impact on the overall tax bur-
den of the industry.

For more information, contact Jessica Xie, KPMG China energy and
natural resources sector tax practice leader, jessica.xie@kpmg.com
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•  Rapid change in the digital space – Companies operat-
ing in the digital space stand at a crossroads.
Internationally, BEPS 2.0 is set to revamp the architec-
ture of the tax rules for the digital economy. The existing
Chinese tax, accounting and foreign exchange systems
may, however, create practical challenges for their imple-
mentation in China. Domestically, the Chinese govern-
ment is driving efforts to reduce taxes, modernise the tax
collection system and support China’s digital transforma-
tion. While the pace of change may be unsettling for
many companies, it is also an optimal time to voice con-
cerns and make suggestions, as policymakers are more
willing to listen than ever before. 

For more information, contact Sunny Leung, KPMG China technology,
media and telecommunication sector tax practice leader,
sunny.leung@kpmg.com
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No pain no gain: Tax challenges
in the China M&A market

This past year has seen heightened inbound M&A activity in hot sectors such as life sciences
and logistics, just as the Chinese tax authorities apply more sophisticated enforcement

approaches to M&A. Michael Wong, Chris Mak and Stella Zhang explain how to best prepare.

I n the inbound M&A tax space, a number of key issues stood out in
the past year. 
   Firstly, according to Ministry of Commerce (MOFCOM) data

released in October 2019, foreign direct investment (FDI) into mainland
China rose 2.9% year on year. Inbound M&A and green field investment
amounted to $100.8 billion for the period from January to September
2019. Within this overall figure it is understood that inbound M&A has
fallen, with more detailed data on the breakdown to become available
later in the year. The fall could be a reflection of the US-China trade dis-
pute, as well as investor concerns about the prospects for the China mar-
ket going forward. However, against this, M&A in advanced sectors such
as life sciences and logistics remain hot. Indeed, this is reflected in the
fact that, in the data to September 2019, foreign investment in high-tech
industries increased 39.8% year on year – it now accounts for close to 30%
of total FDI. Consequently, tax issues arising in connection with invest-
ment in these sectors have become a matter of keen interest.

Second, due to the lack of detailed Chinese partnership tax guidance,
there have long been areas of uncertainty for venture capital (VC) funds
taking partnership form. To address this, on January 10 2019 the
Ministry of Finance (MOF), State Tax Administration (STA), the
National Development and Reform Commission (NDRC), and the
China Securities and Regulatory Commission (CSRC) jointly released
the notice on individual income tax (IIT) policies for natural person part-
ners in VC partnerships (Circular 8). This constitutes a major break-
through in IIT guidance for partnerships, clarifying that VC partnerships
may be treated as ‘investment conduits’. 

A third issue that has come to the fore relates to offshore disposals. It
has been almost five years since the 2015 release of the revised indirect
offshore disposal rules in STA Announcement 7. The local tax authorities
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are getting more experienced and sophisticated in dealing
with the tax issues arising under these rules for cross-border
M&A transactions. In the past year, the STA has proactively
organised meetings between local tax authorities and profes-
sional bodies to discuss the technical issues and practical dif-
ficulties arising. Although no further formal regulations
have been released in the past year, it is hoped that more
clarity for uncertain areas, such as the calculation of the tax
cost base and qualification for safe harbour rules, will be
provided in the future. 

The most important issues to get to grips with in this
changing environment will be the typical tax due diligence
(TDD) issues, including the challenges and opportunities
in the logistics and life sciences sectors. Also of great
importance are the Circular 8 IIT preferential policy for
VC partnerships and the recent developments with
Announcement 7.

Logistics and life sciences 
In recent years, the Chinese logistics sector has seen rapid
development, driven by the development of online sales.
Non-vehicle operating common carriers (NVOCs) in partic-
ular, which arrange carrier services but do not themselves
carry out the delivery, have become particularly attractive for
M&A, with government support stimulating the growth of
such services. However, with NVOC business operating
models still at a developmental stage, the appropriate sales
revenue recognition approach and relevant tax treatment
remain unclear, meaning investors must pay close attention
to the potential tax risks.

The traditional model for express delivery services
involves a number of service elements, including: pick-up,
allocation, transportation, and delivery. NVOCs, in view of
their business models, regard themselves as being ‘agents’.
They consequently treat the delivery fee, which they receive
from customers, as being (minus the NVOC commission)
an amount payable to the enterprise carrying out the deliv-
ery; namely, the franchisee. That is, instead of the NVOC
booking the entire service fee as their own revenue, they
seek to book solely their commission as income. The follow-
ing non-exhaustive list of examples can, however, lead the
tax authorities to take a different position:
•  Where the service contract with the end customer is typ-

ically signed in the name of the NVOC, instead of using
the name of the franchisees;

•  Where the NVOC has the pricing latitude for the express
service; and

•  Where the conduct of the express service is under the
overall control of the NVOC. 
As NVOCs view themselves as agents, it is not uncom-

mon for them to report VAT on their commission income at
the 6% rate used for intermediary services. Two potential
VAT risks thus arise. As the final customer is paying the

NVOC a fee, covering the entire service provision (includ-
ing goods pick-up, allocation, transportation, and last-mile
delivery), the authorities may seek VAT to be accounted for
on the entire amount, rather than on just the NVOC com-
mission. As such, the NVOC may need to claim input VAT
credit (for the payments to the franchisees) against the larger
amount of output VAT. Additionally, the tax authorities may
characterise the activity as a transportation service, rather
than as an intermediary service, and seek to impose VAT at
the 9% rate.

For investors looking at targets in the Chinese logistics
industry, regard must be had to potential tax authority chal-
lenges based on disagreement over the appropriate tax char-
acterisation of the target’s business model. The potential
costs of changing the business arrangement for tax compli-
ance purposes, post-deal, may need to be examined. 

When it comes to life sciences, start-ups in the Chinese
life sciences sector continued to draw significant interest
from funds and corporate investors. This is in particular
because IPO exits are expected to increase with the launch
of the Shanghai Stock Exchange’s Sci-Tech Innovation

Michael Wong 
Partner, Tax
KPMG China

Beijing 
Tel: +86 10 8508 7085

michael.wong@kpmg.com

Michael Wong is a partner and the national leader of
deal advisory, M&A tax for KPMG China. He is based
in Beijing and focuses on serving state-owned and
private Chinese companies in relation to their out-
bound investments. 
Michael has extensive experience leading global

teams to assist Chinese state-owned and private
companies on large-scale overseas M&A transactions
in various sectors, including oil and gas, power and
utilities, mining, financial services, manufacturing and
infrastructure.
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Board. It is also because of government moves to imple-
ment healthcare reforms.

Typical tax issues, such as the use by target companies of
false tax invoices, which lack any underlying business sub-
stance, can arise for life sciences enterprises, especially for
pharmaceutical and medical device companies, as occurs for
traditional manufacturing companies. These may be sup-
porting fraudulent claims for VAT input credit, corporate
income tax (CIT) deductions, or IIT underpayment for
employees, and other such issues. 

For start-ups in the pharmaceutical and medical device sec-
tors, formal tax invoices may be difficult to obtain for pay-
ment of clinical trial expenses to agents or hospitals, speaker
fees for industry conferences, etc. This can be because of the
lack of tax-compliant invoice issuances by these third parties,
or regulatory restrictions obstructing such issuances. 

In some cases, false invoices may have been obtained
from illegal channels. In addition, certain expenses, such as
sponsorship, advertising and promotion expenses and enter-
tainment expenses, may be incorrectly classified into other
expense categories in corporate accounts. These expenses

are not permitted full CIT deductions, and consequently
this inappropriate classification may have resulted in deduc-
tions being claimed to which the enterprise was not entitled. 

These matters are focus areas during tax audits.
Therefore, reviewing service agreements signed with ven-
dors and sample vouching of tax invoices in respect of the
relevant expenses should be performed as part of TDD pro-
cedures, to assess whether the expenses deduction can be
supported, whether input VAT is creditable and whether the
CIT treatment of expenses is correct. 

Many life sciences tech start-ups apply for a high and
new technology enterprise (HNTE) certificate, allowing
them to enjoy a preferential 15% tax rate as a highly inno-
vative company. They may even make an application at an
early stage of operations, when they are still in a loss-mak-
ing position, as the tax losses can be carried forward and
offset for the following 10 years (this follows rule changes
for HNTEs in 2018). 

However, a common tax risk for target companies in the life
sciences industry is that their HNTE qualification may be
questionable. On review, it may be found that some of the
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 target companies do not satisfy all the HNTE criteria. These
include requirements for the HNTE to own its core intellec-
tual property (IP), meet the requisite R&D expense/ sales per-
centage, have sufficient qualifying revenue from high-tech
products/services and have a sufficient percentage of employ-
ees engaged in R&D-related activities, among other criteria. 

Finally, it is not uncommon for pharmaceutical companies
to provide gift bags to doctors during industry conferences
and events. The IIT should be withheld by pharmaceutical
companies on these gifts, and may be overlooked by the
pharmaceutical companies. Tax authority IIT enforcement
efforts have focused on this area, and the authorities have
used keyword searches (for ‘gifts’) on accounting journal
entries, the data for which they obtained within the frame-
work of the thousand enterprise initiative (TEI).

IIT for venture capital partnerships
The lack of detailed Chinese partnership tax rules mean that
uncertainty has existed for the tax treatment of funds in the
form of partnerships; a key area for consideration is the
appropriate IIT treatment for individual partners where the
partnership derives income from equity transfers. 

The local practice in certain locations in China was to
treat capital gains arising on such transfers as ‘other income’
for IIT purposes, separating it from the business income of
the partnership and applying the 20% IIT rate to the part-
ners. However, in 2018, some local tax authorities chal-
lenged this position. We saw cases across China where the
natural person partners were required to treat these capital
gains as part of the business income subject to progressive
IIT rates from 5% to 35%. This significantly increased tax
leakages for investors in the funds.

As noted above, Circular 8 was released in January 2019
to address these issues. VC partnerships can choose from
two calculation methods in respect of their natural person
partners’ income. The first is the individual investment
fund-based method. Under this method, the income
derived by VC partnerships from an equity transfer, and
received by natural person partners, can be accounted sepa-
rately from partnership business income and subject to the
20% IIT rate. The second is the overall annual income-based
method. This allows a natural person partner’s portion of
their income derived through the partnership to be desig-
nated as part of business income, and subject to progressive
IIT rates from 5% to 35%.

Highlights on the policy include the following:
•  Circular 8 is applicable for natural person partners of VC

partnerships that comply with record filing requirements.
•  For VC partnerships that select the individual investment

fund-based method, income derived from equity transfer
and dividend income are both required to be accounted for
separately. On exit from investment positions, taxable gains
on equity transfer are calculated as transfer consideration

minus investment cost and reasonable transaction
expenses. Gains and losses from different investment
projects can be net-off within a calendar year. However,
losses are not allowed to be carried forward.

•  For VC partnerships that select the overall annual
income-based method, the taxable income of the whole
VC partnership should be calculated on a calendar year
basis. Different income categories and different invest-
ment projects are not required to be accounted separate-
ly. Losses are allowed to be carried forward for the
following five years. 

•  Once a VC partnership selects a particular calculation
method, the option is not allowed to be changed within
three years.
As can be seen, Circular 8 allows VC partnerships to

decide whether or not to adopt ‘transparent’ tax treatment
in relation to income characterisation. It is advisable for VC
partnerships to conduct a tax cost analysis of both options,
based on the lifecycle of the investment projects and invest-
ment return expectations, together with overall expenses
such as management fees, to choose the most tax efficient
option. 

Announcement 7 
As noted at the beginning, local tax authorities are getting
more experienced and sophisticated in dealing with cross-
border M&A transactions under Announcement 7. For
Announcement 7 reporting, more local tax bureaus (at least
most of the tax bureaus in the Tier 1 and 2 cities) have set
up standard procedures, and are willing to issue official
acknowledgement receipts to confirm their acceptance of
the filing documents. The Announcement 7 reporting pro-
cedure is getting more straightforward at the initial filing
stage – this had raised significant challenges in the past. 

In addition, during the past few years, the STA has also
proactively collected questions received from local tax
authorities, with a view to fine tuning policy. The STA has
organised meetings between local tax authorities and tax
advisory firms to discuss the tax issues and practical diffi-
culties encountered when dealing with offshore indirect
disposal cases. 

One of the hot topics with respect to Announcement 7 is
the calculation of the tax cost base. As noted in the discussions
on M&A tax in the previous editions of China – Looking
Ahead, if no Chinese tax has been paid on the previous trans-
action (on the prior acquisition of the offshore indirect invest-
ment structure by the disposer), the offshore seller may
potentially suffer a higher tax cost. This is because local tax
bureaus may potentially only allow the Chinese subsidiary’s
paid up capital (specifically, registered capital and capital
reserves) to be deducted in calculating the taxable gain. 

In addition, issues could arise for investors who make
investments by subscribing to newly issued shares at an



I N B O U N D  M & A

                                                       W W W . I T R I N S I G H T . C O M 1 5

 offshore level where a share premium is in point. In such
cases, as earlier investors may have invested at a lower
price point (with no or a lower share premium), there will
be a difference between the percentage of the share capital
invested by the new investors, and the shareholding per-
centage they hold (which will be lower). Under existing
Chinese tax authority practices on cost base calculation,
the base cost granted to the new investors for tax purposes
will be reflective of their shareholding percentage (and
consequently can be much less than their actual invested
capital). This can lead to a higher tax liability for these off-
shore investors on exit.

The STA has sought, through the meetings arranged, to
build understanding and arrive at solutions to these issues.
It has also sought solutions for other matters, including
access to group restructuring relief, offshore disposal price
allocation between onshore and offshore entities, and tax
revenue allocation between tax bureaus in different loca-
tions. Although no conclusions have yet been reached on

these topics, now that the issues have been broached and are
becoming better understood at authority level, it is hoped
that more clarity will be forthcoming. 

Looking ahead 
While there is still little sign yet that the China-US trade dis-
pute will be resolved in the near future, with IPOs facilitated
by the Shanghai Stock Exchange’s new Sci-Tech Innovation
Board, the further expansion of China’s free trade zones,
and other promising regulatory and commercial develop-
ments, inbound M&A activity into China is still expected to
remain robust. 

In order to boost investor confidence for investments
into China, the Chinese government is understood to be
working on a revision of M&A tax rules to allow for more
complex deal arrangements and more tax efficient struc-
tures. Going forward, taxpayers look forward to greater clar-
ity on Announcement 7 and rules on partnership taxation
and restructuring.
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Adapting to a complex
world: The evolution of

Hong Kong SAR tax

The Hong Kong SAR government has continued its international focus, introducing incentives
to boost competitiveness while taking steps to address global tax avoidance, write Curtis Ng

and Ivor Morris.

M aintaining Hong Kong SAR’s position as an international busi-
ness hub remains a key objective of the Hong Kong SAR gov-
ernment. The government has identified a number of sectors

where it sees Hong Kong SAR having a significant role. In many of
these areas, Hong Kong SAR has already had tax rules designed to
encourage international groups to undertake activities in the jurisdic-
tion, but the rules have not always been as business-friendly as in other
parts of the world. As a result, substantial changes have been made
over the past year to both the funds exemption and the research and
development (R&D) incentive.

Falling short 
Hong Kong SAR has long been an important centre for the asset man-
agement industry but has historically suffered in the context of private
equity and real estate funds from not having an advantageous funds
regime. This has led to fund managers in Hong Kong SAR sometimes
adopting complex management structures and protocols in order not to
create a taxable presence for the fund.
An attempt was made to improve the position a few years ago by

introducing a revised offshore funds exemption, extending the scope of
the tax exemption to non-resident private equity funds, and also provid-
ing an exemption for special purpose vehicles (SPV) holding companies
on their gains on disposal. Unfortunately, the anti-avoidance provisions
around the legislation were drawn too tightly to make it commercially
practicable and the incentive remained largely unused.
The drive to amend the legislation came partly because of pressure

from the OECD over harmful tax practices. The previous legislation had
restricted the incentive to funds based outside Hong Kong SAR making
investments outside Hong Kong SAR. Following discussions with the
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OECD, this was amended to allow for Hong Kong SAR res-
ident funds and investments in Hong Kong SAR businesses
(although Hong Kong SAR real estate was still excluded).
The government also took the opportunity to take on

board some of the feedback from the industry. A particular
concern with the earlier legislation was that a single bad
investment could taint the treatment of the entire fund. This
has now been amended so that only income from the bad
investment in question is excluded from the exemption. It is
a welcome development.
However, it is still hard to avoid the conclusion that the

government has interpreted the phrase ‘private equity’ too
literally for the industry to be able fully to embrace it. The
restriction of the exemption from tax for SPVs to transac-
tions on shares in private companies will restrict those look-
ing to undertake a private or listing transaction. Similarly,
the focus on equity means that many common debt or trust
arrangements may fall outside the scope of the exemption.
In addition, the restriction on activities that may be under-
taken by a SPV remains so tight that it is questionable
whether the directors could comply both with their duties
under company law and the restrictions imposed by the
Inland Revenue Department (IRD).

A pattern repeated 
The tale with the R&D incentive is not dissimilar. Hong
Kong SAR has for several years had a specific provision in its
tax legislation specifying that a deduction may be taken for
R&D expenditure. Since a deduction may in any case, under
general principles, be taken for most revenue expenditure
incurred, its application had been limited to qualifying cap-
ital expenditure. In line with many other jurisdictions
around the world, and as part of wider measures to encour-
age R&D activity in Hong Kong SAR, the incentive has now
been expanded to allow qualifying R&D expenditure to
benefit from enhanced deductions of 200% to 300% of the
amount incurred.
R&D has been widely defined, meaning that a wide

range of businesses and activities potentially qualify. It
includes activities in the fields of natural or applied sciences
to expand knowledge, original and planned investigations
undertaken with the prospect of getting new scientific or
technical knowledge or understanding, and the application
of research or knowledge to a plan or design for producing
new or substantially improved materials, devices, products,
processes, systems or services.
The IRD has made it clear that any sector of the econo-

my, including financial services, may qualify for enhanced
R&D expenditure if it meets the criteria. Expenditure will
not qualify if it merely seeks to implement knowledge which
is public or readily deducible by a competent professional.
This means that simple adaptation of open-source data or
adapting existing tools to localised systems are unlikely to

qualify. Expenditure on feasibility or market studies or on
non-scientific aspects of bringing a product to market will
also not quality.
Unfortunately, there are a few restrictions that make the

incentive less flexible than in a number of overseas jurisdic-
tions. In order to qualify, expenditure must be incurred in
Hong Kong SAR and incurred in generating taxable profits.
More problematically, the right to the intellectual property
created must vest with the person incurring the expenditure
and claims are limited to expenditure on employment costs,
consumables used in the R&D process and payments to des-
ignated research institutions. This is considerably more
restrictive than in many other jurisdictions and fails to
address the commercial nature of how groups arrange their

Curtis Ng
Partner, Tax
KPMG China
Hong Kong SAR

Tel: +852 2143 8709
curtis.ng@kpmg.com

Curtis Ng is the regional tax partner-in-charge in the
Hong Kong SAR office of KPMG China. He joined the
Hong Kong SAR office in 1995 and became a tax part-
ner in 2006. He is also the head of real estate of the
Hong Kong SAR office. 
Curtis is well versed in the complexities of deliver-

ing compliance and advisory services to multinational
clients in various sectors. His experience includes a
depth of experience in cross-border business activi-
ties, and coordination and liaison with specialists to
provide the most efficient and effective services. 
Curtis received his BSSc degree in economics. He

is an associate member of the Hong Kong Institute of
Certified Public Accountants (HKICPA), CPA Australia
and Taxation Institute of Hong Kong. He is the vice
chairman of the executive committee of the Taxation
Faculty of the HKICPA. Curtis is also a certified tax
adviser (Hong Kong) and a member of the committee
on real estate investment trusts of the Securities and
Futures Commission.



H O N G  K O N G  S A R

1 8                                                    W W W . I T R I N S I G H T . C O M                                                       

businesses. For example, a group may have a bankruptcy
remote company taking on development risk while using
employees of another company to undertake the work. It
may decide to outsource some work to specialist consultants.
It may want to set up a joint-venture with another enterprise,
each bringing separate expertise to the project. Each of these
arrangements poses potential challenges in terms of being
able to claim expenditure that ought otherwise to be eligible.
Appropriate documentation will clearly be an important

aspect of substantiating any claim. Companies will need to
consider how to record staff time spent on projects, how to
document the process and risks involved and how to
demonstrate the innovative nature of the research.

Global demands
Sadly, Hong Kong SAR’s international endeavours over the
past year have not been entirely focused on developing incen-
tives, and on the opposite side of the scales, Hong Kong SAR

has had to move into line with international standards by
introducing a transfer pricing (TP) law. The new law places
Hong Kong SAR within the framework of country-by-coun-
try reporting, master files and local files, and for the first time,
mandates companies to deal with related parties at arm’s
length. There are exemptions for some domestic transactions
(where these do not result in a tax advantage) and some pre-
existing arrangements have also been grandfathered.
The new rules also bring in important changes to the tax-

ation of permanent establishments in Hong Kong SAR.
While the concept of a permanent establishment has for
many years been hidden away in the apocrypha of the IRD’s
rulebook, the central principle of Hong Kong SAR tax has
historically been that entities are taxable when they carry on
business in Hong Kong SAR and derive Hong Kong SAR
sourced income from that business. Under the new rules,
entities with a permanent establishment in Hong Kong SAR
are required to compute the income of that permanent estab-
lishment as though it were a separate entity from the main
company. This potentially results in a significant change to
the tax base of branches and permanent establishments oper-
ating in Hong Kong SAR.
The IRD has recently issued three particularly lengthy prac-

tice notes giving guidance on the new TP rules and setting out
their expectations in terms of documentation. It is clear that
even those companies that do not meet the thresholds for
mandatory reporting will still need to maintain documentation
that their transactions are computed at arm’s length if they are
to avoid penalties. The guidance notes are also reflective of the
increasing complexity of Hong Kong SAR’s tax system as it
evolves to meet an international environment in which the old
system of simple and low taxation is becoming harder to sus-
tain. They are also perhaps indicative of the fact that too much
is being left to the whims of the tax authority rather than being
unambiguously set out in legislation.
The IRD’s guidance reinforces the position that the

source principle still needs to be considered on top of the
TP position. Groups of companies should therefore consider
not only the arm’s-length pricing but also whether the
resulting income can rightfully be said to have arisen in
Hong Kong SAR. It will be interesting to see how this
evolves in practice as returns are submitted.

Ancillary changes
As part of the legislation affecting transfer pricing, a number
of less prominent changes that impact international taxation
were also enacted.
One of these was a provision for taxing income from

the development, enhancement, maintenance, protection
and exploitation (DEMPE) of intangibles. Where
DEMPE functions take place in Hong Kong SAR and the
intangible is subsequently transferred to a related offshore
company, any income arising in respect of that DEMPE
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function will remain taxable in Hong Kong SAR. The
widely drawn nature of the legislation means that com-
mercial arrangements with high tax jurisdictions are
potentially in the scope of the tax, and that certain trans-
actions may effectively be subject to double taxation. The
legislation also applies to transfers undertaken before the
legislation came into force, meaning that historical
arrangements may need to be addressed.
While the offshore transfer of intangible assets has

clearly been one of the concerns focused on by the BEPS
project, the legislation drafted seems a little indiscriminate
and risks undermining the efforts to develop the innova-
tion sector in Hong Kong SAR, which are spearheaded by
the R&D incentive.
Another change affected the legislation that governs the

credit or deduction of foreign taxes by setting out in greater
detail the approach to double tax agreements (DTAs). The
new legislation imposes separate tests for transactions with
DTA partners, where the treaty should apply, and non-DTA
partners, where domestic law tests will apply.
Using these changes, the IRD has published guidance

seeking to amend long-standing practice in respect of for-
eign withholding taxes. Case law in Hong Kong SAR has
stated that where an overseas tax is imposed on gross
income that is also taxed in Hong Kong SAR, then the with-
holding tax is deductible as an expense incurred in generat-
ing that income. Nothing in the legislation has overturned

the case law or updated the general principle on which the
Board of Review reached its decision.
Clearly, where a treaty is in place, a credit should be avail-

able for the overseas tax and is in many cases likely to give a
preferable outcome. In other cases, taxpayers will need to
decide whether to adopt the IRD guidance or apply the law
as it stands. It is unfortunate that they are being put in this
position; if the IRD wishes to amend the law it should either
legislate or take a case to a higher court for judgment. In any
case, taxpayers will need to look at the potential impact of
the changes on their tax positions.

Looking ahead
The years to come are likely to be dominated by similar pat-
terns to those recently seen, on the one hand making Hong
Kong SAR an attractive hub both internationally and within
the Greater Bay Area and, on the other, ensuring that its tax
profile remains compatible with increasingly restrictive glob-
al standards. 
Particular areas of focus may include developing a Hong

Kong SAR funds vehicle and addressing how Hong Kong
SAR’s low-tax, source-based approach is affected by the roll-
out of BEPS 2.0. The coming 12 months will also be a
chance to see how the IRD approaches the new legislation
in practice. Indeed, the ability to use the new legislation in
a commercial context will be key to enabling Hong Kong
SAR to cement its place as an international business centre.
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R&D tax incentives:
Continuous encouragement and

enhanced supervision

China has continued to improve access to tax incentives and provide new regulatory support
for innovation. At the same time, renewed rigour is being applied to ensure that tax incentives

are claimed appropriately. Bin Yang and Nicole Cao detail the landscape.

A s technological advancement becomes more crucial to economic
growth and competitiveness, countries around the world are focus-
ing their policy efforts, including their tax incentive policies, to

ensure that they are at the forefront of next-era advances. Attention is
focused on building leading positions in innovative technologies such as
genetic editing, quantum and artificial intelligence, information technol-
ogy, new energy and advanced manufacturing. 

Table 1 shows data from RDmag, a leading authoritative journal of
science and technology in the US, setting out R&D investment levels in
2018 in major jurisdictions; amounts are expressed in purchasing power
parity (PPP) terms. As can be seen, the US and China lead the table,
although China’s research and development (R&D) investment is grow-
ing at a faster rate.

This increased investment in technological innovation is yielding a
greater number of recorded patents worldwide. World Intellectual
Property Organisation (WIPO) data from 2018 showed that total new
patent application numbers, as recognised under the Patent Cooperation
Treaty (PCT), increased by 3% year-on-year. As shown in Table 2, the US
has the largest number of patent applications, with Japan second. China
is narrowing the gap, however, with its rapid growth rate.

China’s advances in this space are driven by its continually refined
innovation tax policies. Its two major innovation tax incentives, the high
and new technology enterprise (HNTE) incentive and the R&D expense
super deduction have, in 2019, entered their 11th year of operation.
Since 2018, the super deduction has been applied nationwide at 175% of
the incurred R&D expense; this followed an increase from 150% to 175%
for small enterprises in 2017. Many local tax authorities actively encour-
age applications for the R&D tax incentives, and the amount claimed
continues to rise. 
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Furthermore, in May 2019, China clarified that integrat-
ed circuit design companies and software companies can
continue to enjoy the so-called ‘two-year exemption and
three-year 50% reduction’ corporate income tax (CIT)
incentive, which has now been extended. Also in early 2019,
the Shanghai Stock Exchange’s Science and Technology
Innovation Board (STAR Board) for stock listing of tech-
nology enterprises was established. This provides a further
valuable access point to the capital markets for China’s high-
tech and strategic emerging industries.

These core incentives and new regulatory innovations are
complemented by an array of other policies, such as the pref-
erential VAT treatments (since 2016) for technology trans-
fers and technology development services, accelerated tax

depreciation for R&D fixed assets (since 2014), and a large
number of more localised policies, for example preferential
individual income tax (IIT) policies for highly skilled tech
staff in the free trade zones.

While the government has prioritised policies to stimulate
innovative activity, at the same time, and particularly from late
2018 onwards, a more rigorous approach has been taken in
policing the proper use of the HNTE incentive. In particular,
local departments of science and technology in various regions
are taking a more stringent approach to reviewing HNTE
recognition applications. This involves carrying out inspections
for existing HNTEs to see if the HNTE recognition had been
improperly granted in the past, and cancelling HNTE qualifi-
cations where they were found not to be merited. 

Table 1：The top five countries for R&D investment (PPP values）

Ranking Countries R&D investment (USD bn） Annual growth % of GDP % of global R&D investment

1 US 553.0 2.9% 2.8% 25.3%

2 China 474.8 6.7% 2.0% 21.7%

3 Japan 186.6 0.6% 3.5% 8.5%

4 Germany 116.6 1.5% 2.8% 5.3%

5 Korea 88.2 3.3% 4.3% 4.0%

Source: RDmag

Table 2: Top five countries for PCT applications Jan-Sep 2018
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Incentivising R&D and software 
In September 2018, the Ministry of Finance (MOF), the
State Taxation Administration (STA) and the Ministry of
Science and Technology (MOST) jointly issued a notice to
increase the R&D expense super deduction to 175% on a
nationwide basis. It was also provided that payments made
to overseas R&D contractors could qualify for the super
deduction. The super deduction can only be claimed in
respect of 80% of the actual amount incurred. Furthermore,
foreign outsourcing expenses must not exceed two thirds of
the qualifying R&D expenses incurred locally in China.
However, this is still a significant improvement on the prior
position whereby these expenses were completely excluded
from the super deduction.

According to STA data released in May 2019, the R&D
super deduction provided a total tax reduction of RMB
279.4 billion ($39.7 billion) for 2018. RMB 87.8 billion of
this is attributable to the increase in the deduction rate from
150% to 175%. 

In the past, the super deduction claim process required
advance project assessment by the local tax bureau, and
detailed record filing by the taxpayer. From 2018 onwards,
the process was changed and a self-assessment system now
applies. The focus of the tax authorities is no longer on up-
front assessment of the tenability of the claim. Rather,
authorities will conduct post-filing inspection and follow up
with the taxpayer where they have queries/concerns on the
relief claim. 

This new approach reduces the formalities companies
need to comply with to enjoy the tax incentives but also
imposes the risk on the taxpayer of tax authorities later dis-
puting claims made earlier. Claiming companies must be
sure that they fully understand the rules for the super deduc-
tion and have sound systems for the management, tracking
and classification of R&D projects and expenses. Where
post-inspection is failed, companies will have to pay back the
tax incentives received, with late payment surcharges. 

In practice, the post-inspection processes followed by local
tax authorities and local science and technology authorities
vary. Consequently, it is necessary for companies to remain
aware of local standards and processes to control filing risks. 

In the software industry, special CIT treatment has been
available for software companies for many years. This pro-
vides qualified new software companies that meet the
requirements with a CIT exemption for their first and sec-
ond years in business, and a 50% reduction on the CIT rate
for the third to fifth years (generally referred to as the ‘two-
year exemption and three-year 50% reduction’ incentive).
The existing policy was set out in the ‘Notice on CIT
Policies regarding Further Encouraging the Development
of the Software Industry and the Integrated Circuit
Industry’ (Cai Shui (2012) No. 27) and was set to expire
in December 2017.

Extension of this policy beyond 2017, while long discussed,
was only finally announced in May 2019 in MOF/STA
Announcement No. 68. While this covers companies that were
already profitable in 2018, it is still uncertain whether compa-
nies that become profitable (or are established) from 2019
onwards will be able to enjoy these CIT incentives.

Increasingly stringent supervision 
The HNTE incentive, now in its 11th year, continues to be
a success. Its principal advantage is that it provides for a low
15% CIT rate, compared with the standard rate of 25%. In
2018, 48,000 HNTEs were newly recognised, the highest
for any year to date. There were 180,000 in total by
December 2018, with Guangdong, Beijing and Jiangsu
ranked as the top three HNTE locations.

At the same time, the HNTE programme has entered an
era of more stringent supervision. Local departments of
science and technology in various regions are carrying out
inspections for existing HNTEs to see if the HNTE
recognition had been improperly granted in the past, and
cancelling HNTE qualifications where they were found
not to be merited. 

In April and May 2019, the Guangdong HNTE cancelled
the HNTE qualifications of 54 companies, including 24 busi-
nesses engaged in the electronic information industry and 14
in the manufacturing industry. This accounted for 44% and
26% of the total previously qualified enterprises, respectively.

There are six key criteria which must be satisfied to
obtain HNTE status:
•  Intellectual property (IP) ownership: The company must

own the core technological IP which plays the key role in
supporting its main products (services).

•  Industrial field: The main products (services) of the com-
pany should fall within one of the eight specified indus-
trial fields.

•  R&D expenses: The ratio of qualifying R&D expenses to
the total sales of the applicant in the preceding three fiscal
years should meet the relevant minimum ratio: 3%, 4%, or
5% for different sales volume levels.

Table 3: Growth of HNTEs

Year Total HNTEs Growth rate

2014 63,000 22%

2015 76,000 31%

2016 100,000 31%

2017 131,000 39%

2018 181,000 38%
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•  HNTE revenue: The proportion of the revenue derived
from high and new technology products (services) to
the total revenue of the enterprise is more than 60%.

•  Personnel: The ratio of science and technology person-
nel engaged in R&D and related technology innova-
tion activities should be no less than 10% of total
employees of the company for the year.

•  Innovation scorecard: A calculation of points is con-
ducted using four assessment criteria for the HNTE
candidate’s operations. A company needs 71 points or
more to qualify for the HNTE incentive.
In order to ensure the sustainability of HNTE claims, it

is imperative that enterprises maintain robust R&D man-
agement systems, allowing them to cope with new strict
application reviews and random inspections afterwards.

Support from the STAR Board
The establishment of the STAR Board in Shanghai in
2019 provides a significant boost to innovative Chinese
enterprises looking to raise capital for investment. The key
announcement in this regard was the issuance by the
China Securities Regulatory Commission (CSRC) of the
Implementation Opinions on Establishing a Science and
Technology Board and Pilot Registration System on the
Shanghai Stock Exchange on March 3 2019. The
regulations for listing demand evidence of the innovative
activities conducted by listing applicants. In this regard,

the R&D management systems used for supporting tax
incentive applications can prove themselves of double
usefulness.

In the Guidelines for Enterprises Listing on Shanghai
Stock Exchange’s Science and Technology Innovation
Board, companies in six high-tech sectors are considered eli-
gible for listing. This includes new generation information
technology, biomedicine, new materials, new energy, energy
conservation and high-end equipment. The guidelines clar-
ify the criteria used to assess the technological innovation
capability of applicant enterprises, for example applicant
enterprises must possess exclusive IP rights over the core
technologies used in their business. 

Listing review involves a strict audit of R&D investment
internal controls. Consequently, it is crucial to establish a
comprehensive R&D management system that can both
support access to tax incentives and meet the requirements
for listing on the STAR Board.

The Chinese government is steadily increasing its support
for R&D and innovation through R&D tax incentives, sub-
sidies, and a more supportive regulatory framework.
Accessing these increases the requirements for effective and
granular management of enterprise R&D activities. This
must be a focus for all enterprises seeking competitive
advantage through innovation.
The authors would like to thank Jacqueline Mai, KPMG China senior
manager, for her contribution to this article.



                                                       W W W . I T R I N S I G H T . C O M 2 5

Bonded zones and free trade
agreements: Optimising the

trade environment

In 2019, China has pushed reforms to customs supervision and expanded the role of bonded zones,
further intensified its use of TP documentation for customs purposes, and sought to refresh key

trade agreements. Eric Zhou and Rachel Tao explore the challenges and opportunities.

M easures to facilitate trading activity, which include enhancing
China’s bonded zones, and to clarify the use of the enhanced
China-ASEAN free trade agreement were released during the

course of 2019. This was paralleled by more granular guidance on cus-
toms impositions on royalties, as well as evolving practices in the inter-
action between transfer pricing (TP) documentation and customs
valuation approaches.

Bonded zones
Since 1990, China has introduced six types of special customs supervision
areas with different functions. These range from the early free trade
zones (FTZs), to the export processing zones, bonded logistics parks,
bonded ports, cross-border industrial zones, and the comprehensive
bonded zones (CBZs), which were introduced later. 
In principle, CBZs are the most advanced of the special customs

supervision areas and play an important role in promoting foreign trade,
attracting foreign investment, leading the emergence of new industries
and driving the comprehensive development of all the different types of
special supervision area. Over the past decades, some of the special super-
vision areas were gradually converted into CBZs, and others are planned
to be converted into CBZs. 
In 2019, the Chinese government released a number of policies to

institute a more facilitative business environment, especially from the trade
and customs perspective. In particular, to advance the promotion of the
CBZs, the General Administration of Customs (GAC), together with 14
ministry level departments including the State Taxation Administration
(STA) and the Ministry of Commerce, published a draft version of the
Opinions on Promoting High Standard Opening-up and High Quality
Development of Comprehensive Bonded Zones (the Opinions).
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The Opinions provide that the CBZs are to be devel-
oped into five types of centres. These include processing
and manufacturing centres; research, development and
design centres; logistics and distribution centres; inspec-
tion and maintenance centres; and sales and services cen-
tres. Guided by the Opinions, CBZs will extend their
focus from traditional functions, such as export processing
and logistics distribution, to other business areas, such as
research, development, innovation, inspection, testing
and sales services. This has the intention of cultivating
new advantages for China as a business hub in the inter-
national market. 
There are new measures to facilitate the movement of

goods through CBZs, as well as to enable CBZ enterprises to
make sales into the domestic market. For example, there is

now an exemption from automatic import licence require-
ments for certain types of products produced in CBZs, permis-
sion for bonded storage and display of imported automobiles
in CBZs, and other measures in this vein. These measures
complement efforts to reduce operating costs for businesses
operated in CBZs. For instance, materials consumed during
R&D activities are to be exempted from requiring import
licences, and bonded repair and maintenance of foreign made
goods are to be subject to a preferential supervision approach
in CBZs, with much lower operating costs.
The Opinions will allow CBZ enterprises to carry out

their manufacturing, trade, R&D and other activities more
conveniently and efficiently. These enterprises can follow up
with their in-charge customs authorities for details of specif-
ic changes planned locally. Businesses located in other
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 special supervision areas can also expect to enjoy the benefits
of the new policies, once their special customs supervision
areas are upgraded to CBZ status.

Evolving supervision methods: royalties
As noted in our previous publications, the Chinese authori-
ties have been highly assertive in imposing customs duties on
royalty payments, where the licensed intellectual property
(IP) is viewed as integrated in products imported in parallel.
New customs guidance in 2019 will further induce enterpris-
es to review their exposures and self-declare accordingly.
Since March 30 2016, three ‘confirmations’ have been

added to customs declaration forms: confirmation of special
relationship, confirmation of price impact and confirmation
of payment of royalties. Further official guidance has been
issued since then, in particular with regards to the filing
instructions on royalties. 
In two announcements made in January and March 2019

(Announcements No. 20 and No. 58), the GAC took steps
to clarify how China’s customs will enforce the collection of
customs duties on royalties, with detailed guidance on the
time of declaration, declaration method, and surcharges for
overdue tax payment. The biggest change is the stipulation
of a declaration period for dutiable royalties and the provi-
sion for late payment surcharges if an enterprise fails to
declare in time. 
In this regard, Announcement No. 58 states that only

dutiable royalties related to imported goods should be stat-
ed as ‘yes’, while those not dutiable and not related to
import goods should be stated as ‘no’. Compared with the
previous regulation, the new rule has been aligned with
Measures on Customs Valuation – this resolves the confu-
sion that previously existed among importing enterprises. It
has now been clarified that ‘yes’ should only be stated if roy-
alties satisfy both criteria (that royalties are “related” to
imported goods and “constitute a condition of sale”). 
Announcement No. 58 also stipulates that customs will

collect late payment surcharges at a daily rate of 0.05% of
underpaid import taxes, if the enterprise fails to declare and
make tax payment to customs within the prescribed period
(within 30 days after royalties are paid).
Considering the volume of documents to be included in

the package for submission, and the new requirement to
report within 30 days after remittance, it is recommended
that preparation should start once planning gets underway
for remittance of royalties. 
Affected enterprises should contact the in-charge cus-

toms authorities as soon as possible to make arrangements
for switching to the new declaration mode in order to avoid
surcharges arising. As surcharges can be mitigated for enter-
prises that make a self-disclosure, this may be of value for
enterprises with dutiable royalties who fail to make the initial
declaration deadline. 

Pioneer for new WCO practices 
At the end of 2017, the World Customs Organisation’s
(WCO) technical committee on customs valuation
(TCCV) published a valuation case submitted by the
GAC. This was entitled ‘Use of Transfer Pricing
Documentation When Examining Related Party
Transactions Under Article 1.2 (a) of the Agreement’
(case study 14.2), and was discussed in last year’s customs
chapter. Case Study 14.2 was the first official reference
document from China’s customs which has been accepted
by the WCO under the World Trade Organisation (WTO)
valuation framework. Since the WCO released this Case
Study 14.2 there has been a profound impact on China’s
customs valuation practices, as it has played a significant
role for China’s customs in valuation cases where related
party (special) relationships are in point. 
Transfer pricing (TP) documentation is now one of the

key reference documents requested during various customs
inspection processes (regular customs audits and price
inquiries). However, it should be noted that there are still
certain differences between TP and customs valuations,
from adopted methodologies to reviewed data. Taking lim-
ited risk distributors as an example:

In light of the above, where the customs authorities raise
inquiries on a company’s customs valuation by making ref-
erence to TP documentation, it is recommended that the
company align internally between its customs affairs depart-
ment and finance department, before responding to cus-
toms on their queries. 

Table 1

Reviewed items TP commonly
recognised
practice

Customs valuation
recognised practice

Adoptable pricing
methodologies

Transaction net
margin method
(TNMM) or resale
price method (RPM) 

Same or similar
product analysis, or
deductive price
method 

Profit indicator Operating margin Mainly focus on
gross margin 

Reference source
for pricing
comparison

Comparable
functions and risk
profile

Comparable
products

Selection of
comparable
companies

Tend to choose
Asia-Pacific region

Importing country
preferred
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In addition, considerations arise where special factor
analysis (for example, industry analysis, financial analysis and
adjustments) is set out in the TP documentation, such as
where the profit is lower than a reasonable range. It is also
recommended that the special circumstances be analysed
from a customs valuation perspective, if the profit is higher
than the inter-quartile range. Since customs authorities are
open to reviewing special adjustment factors, there is also
room to adopt a benchmarking study specifically for cus-
toms valuation purposes, with adjustable conditions, such as
the selected comparable companies, adopted TP methodol-
ogy and profit level indicator (PLI), etc.

New brick on the Belt and Road
On August 19 2019, the GAC released GAC
Announcement [2019] No 136: ‘the Publication of
Revised Measures of the Customs of the People’s
Republic of China for the Origins of Imported and
Exported Goods under the Framework Agreement on
Comprehensive Economic Co-operation between the
People’s Republic of China and the Association of
Southeast Asian Nations (ASEAN)’ (Announcement
136). This came into effect on August 20 2019.
The ASEAN-China Free Trade Agreement (ACFTA)

took effect in 2005 and has been the largest and most influ-
ential FTA signed by China. Negotiations to upgrade
ACFTA began in 2014 and after several rounds of negotia-
tions, China and the ASEAN countries completed all the
necessary domestic procedures for upgrading the FTA. It
was officially implemented on August 20 2019. 

The upgraded ACFTA contains major adjustments to its
rules of origin (RoO). For instance, previously only 500 six-
digit level HS code products were covered under the list of
product specific rules, but now 2,000 are covered; the PSR
list provides a list of products with specified HS codes,
which are governed by designated origin criteria. Many
more products in the leather, textiles, apparel, footwear, and
other categories will now be treated as originating goods
under ACFTA. This is so long as they can fulfill the change
of tariff heading (CTH) criteria, which means the first four-
digit HS codes of the ‘non-originating imported materials’
category are different from those of the finished products. 
Enterprises should carefully study the upgraded RoO

and the influence that these changes will have on the
determination of origin.
It should be noted that China’s customs has been increas-

ingly focusing on country of origin compliance during the past
years, especially with the experience gathered from recent
international trade frictions, and the new FTAs (China-Korea,
China-Australia, etc.) that China entered into over the past
years. Enterprises should therefore pay special attention to mit-
igating the risks posed by country of origin verification.
Import and export enterprises should fully understand and
apply the correct RoO, understand the changes in the applica-
ble RoO, follow the requirements in filling in certificates of
origin, and adhere to compliance management requirements.
Doing this will ensure that they correctly apply the preferential
RoO and conduct origin management in a compliant manner. 
The authors would like to thank Tony Chen, KPMG China manager, for his
contribution to this article.
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Offshore economic substance
laws: Implications for Hong

Kong SAR’s funds sector

The implementation of economic substance laws in offshore jurisdictions will impact funds
with management and advisory teams in Hong Kong SAR. Darren Bowdern and Johnson Tee

explain how these changes will prompt a revisiting of fund group holding structures.

E ffective from January 1 2019, entities established in recognised off-
shore jurisdictions will need to satisfy the new economic substance
laws (ES laws). These laws have been introduced in response to efforts

made by the OECD to enhance global tax transparency under Action 5 of
the BEPS initiative, as well as an investigation by the EU’s Code of Conduct
Group into certain low– or no–corporate income tax regimes. 
Offshore jurisdictions whose ES laws have come into effect include

the Bahamas, Bermuda, British Virgin Islands (BVI), the Cayman
Islands, Guernsey, the Isle of Man, Jersey, Mauritius, the Seychelles and
the Marshall Islands. 
In particular, the idea behind the ES laws is to align the location of

economic substance with the jurisdictions where profits are booked. If
profits are being booked in an offshore company, it should follow that
the business or profit-generating activities giving rise to those profits
should be situated in the same jurisdiction. Penalties will apply to entities
which breach the requirements, and if they continue to infringe, the enti-
ty may be deregistered. However, where an entity is registered as a tax
resident in another jurisdiction, the ES laws will not apply. 
Activities falling within the ES laws include banking, distribution and

service centres, finance and leasing, fund management, headquarter busi-
nesses, holding companies, insurance, intellectual property holdings and
shipping. For each of these activities, minimum core income generating
activities (CIGA) are required to be undertaken in the jurisdiction of
incorporation, with the level of activity required being a function of the
nature of the activity undertaken.
In the context of investment funds, with its tested regulatory

framework and familiarity with investors generally, the Cayman Islands
(and to a lesser extent the BVI) has long been seen in Asia as a pre-
ferred tax neutral jurisdiction. Structuring through these jurisdictions



H O N G  K O N G  S A R :  A S S E T  M A N A G E M E N T

3 0                                                    W W W . I T R I N S I G H T . C O M                                                       

allows investment returns to be efficiently distributed to
investors so that they may report investment returns in
their respective jurisdictions of domicile. 
In this regard, Cayman Islands investment funds, includ-

ing their investment special purpose vehicles (SPVs), are
excluded from the ES laws. This means that typical Cayman
Islands limited partnership funds, the general partners (GPs)
of those funds and Cayman investment SPVs established by
the funds, should fall outside the scope of the new rules.

However, fund management activities remain in scope,
which means that Cayman fund managers will be required
to meet the CIGA requirements.

Funds beware
A fund management business is defined as “the business of
managing securities as set out in paragraph 3 of Schedule 2
to the Securities Investment Business Law (2015 Revision)
[SIBL] carried on by a relevant entity licensed or otherwise
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authorised to conduct business under that Law for an invest-
ment fund”. ‘Managing securities’ means managing securi-
ties belonging to another person in circumstances involving
the exercise of discretion. 
Whilst most Cayman Island fund managers are not

licensed under the SIBL, under the SIBL (2019 Revision)
Act, fund managers will need to register for a licence by
January 15 2020. Having said that, the impact on fund
managers will vary depending on the operating model and
fund type. 
For hedge funds, if discretion for making investments is

exercised at the level of the onshore investment advisor – for
example by a licensed investment advisor based in Hong Kong
SAR – instead of at the level of the Cayman Island fund man-
ager, which would typically be the case, then technically the
fund manager should not be regarded as conducting a fund
management business subject to the ES laws. Conversely, for
private equity, real estate and private credit funds, if the discre-
tionary investment decision powers are exercised at the
Cayman Island fund manager level, then the ES laws would
apply. The upshot of this is that such funds may need to con-
sider shifting their fund management activities to the GP, so as
to fall within the investment fund exclusion.
As already mentioned, SPVs established by Cayman

Island investment funds should fall outside the scope of
the ES laws. Although the ES laws and guidance do not
specify the level of ownership required, on a strict reading
of the rules, even if the fund invests in a minority stake in
a Cayman SPV, the SPV should still be regarded as being
part of the investment fund.
As the definition of an investment fund only covers

Cayman Island entities, the definition does not extend to
BVI companies owned by the fund. While BVI ES require-
ments will need to be analysed separately, the substance

requirements in the BVI for a pure equity holding company
should mean that such entities should continue to be able to
be used in fund structures.
The upshot of all of this is that fund groups should be able

to continue with their Cayman Island platforms, but modifi-
cations may need to be made in certain circumstances.

Requirements likely to expand
For companies established on or after January 1 2019 in
either the Cayman Islands or BVI, compliance with the sub-
stance requirements is mandatory from the time they start
conducting the relevant activities. Existing companies as at
December 31 2018 had a six-month transition period (that
is, until July 1 2019) to comply with the rules. 
Starting in 2020, entities will have annual reporting obli-

gations to the Cayman Island and BVI authorities in respect
of their compliance with the new rules. There are heavy penal-
ties for failing to satisfy the economic substance test, with a
fine for non-compliance of approximately $10,000 applicable
to the initial year, and up to $100,000 in subsequent years. 
For continuing non-compliance, the entities may also be

struck off the Registrar of Companies. This is a good oppor-
tunity to revisit the wider fund groups’ holding structure
and the purpose behind it, as well as the costs and benefits
of maintaining such offshore entities.
As a final point, given the development of the global tax

environment towards greater transparency and the clamping
down on harmful tax practices, economic substance require-
ments are likely to expand to even more jurisdictions, par-
ticularly those which have very low or no taxation. While
existing operating structures may still be viable under cur-
rent laws, management should keep a close eye on new
developments and be prepared to make appropriate changes
in response to such changes. 
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IIT reform: Paving the future of
personal income tax compliance

in China

In 2019, the major individual income tax (IIT) reform initiated in 2018 was reinforced with a
string of clarifications. Chinese tax residents and foreigners with exposure to Chinese IIT are

coming up to speed with the changes. Michelle Zhou explores the issues.

F ollowing six months of public consultation and discussion between
representatives of the National Peoples’ Congress (China’s parlia-
ment), in late 2018 China’s IIT Law was amended for the seventh

time since its inception. This major overhaul led to an overall reduction in
the personal income tax burden for low and middle-income earners, while
also instituting new safeguards on the integrity of the national tax base. 
The revenue impact was immediate. According to statistics from the

State Taxation Administration (STA), IIT collection between January
and May 2019 was down by CNY 259.4 billion ($36.8 billion) compared
with the same period in 2018. Approximately 109 million taxpayers were
treated as IIT exempt, as their salary and wages income fell under the
annual personal exemption threshold of CNY 60,000. 
While taxpayers and their advisors are still digesting the implications

of the IIT rules, further innovations have been made. For example, IIT
and Chinese corporate income tax (CIT) incentive policies are being
rolled out in the Greater Bay Area (GBA – the cluster of cities in South
China including Guangzhou, Shenzhen, Hong Kong SAR and others) to
attract talented staff and investment into the area. Other local govern-
ment authorities, such as the Lingang free trade zone in Shanghai have
also followed suit with equivalent incentives.
The counterweight to reductions in the tax burden for low and middle-

income taxpayers is the strengthening of enforcement efforts by the STA.
Beginning in June 2019, tax authorities across the country launched
enhanced IIT audit activities, with a view to applying the anti-avoidance
rules contained in the new IIT regime. 
Prior to 2019, solely the CIT law contained a robust and comprehen-

sive set of anti-avoidance rules, while the IIT law lacked comprehensive
provisions of this sort. Furthermore, since the inception of the IIT law in
the 1980s, the Chinese tax authorities have always relied heavily on tax
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withholding mechanisms; this has meant that the focus has
been on collecting personal income tax revenue from wage
earners for whom the employer could act as the withholding
agent. By contrast, the collection of IIT on other non-wage
income, lacking straightforward withholding mechanisms,
was relatively weak. 
The introduction of the new IIT anti-avoidance rules is

expected to close some of the loopholes which existed under
the old system and strengthen the administration of IIT. In
view of the progressive rollout of a ‘social credit rating’ sys-
tem in China, the IIT changes should prompt individual
taxpayers to place paramount importance on their personal
tax compliance in order to maintain their personal credit rat-
ing and minimise potential negative effects on their future
business dealings.
During 2019, China activated social security totalisation

agreements (SSTAs) with Luxembourg and Japan – in May
and June 2019, respectively – and concluded a new SSTA
with France, in September 2019. China has now extended
its SSTA network to cover 11 countries including: Germany,
Korea, Denmark, Finland, Canada, Switzerland, the
Netherlands, Spain, Luxembourg, Japan and France. The
SSTA eliminates duplicate contributions to the social securi-
ty systems for international workers in both China and their
home countries. It also improves the competitiveness of
treaty countries with foreign operations by reducing their
cost of doing business in China. The development will be
largely welcomed by foreign companies as a stimulus to
invest in China. 

Alignment with international conventions
With the 2018 IIT reform, the STA sought to align certain
Chinese rules and practices with those typical international-
ly, as well as bringing in new innovations, including:
•  International standard ‘183-day’ test adopted for deter-
mination of tax residency;

•  Taxpayer identification number formally introduced to
facilitate IIT administration for individual taxpayers and
enable the sharing of personal information among vari-
ous government authorities; and

•  Individual taxpayer’s tax compliance status, which will be
a factor in the assessment of an individual’s personal cred-
it rating.
The new IIT anti-avoidance rules encompass the arm’s-

length principle for the pricing of related-party transactions,
a controlled foreign companies (CFC) rule, and a general
anti-avoidance rule. These rules are not new in the context
of China CIT but are very relevant to IIT as observed in
recent personal income tax evasion cases. 
As China and its nationals continue to expand their foot-

print around the globe, we envisage that the following areas
are likely to be scrutinised by the STA in coming years to
safeguard the integrity of the national tax base. 

One is the determination of tax domicile. Over the past
decade, wealthy Chinese entrepreneurs have been targeted
by foreign countries with favourable migration policies. For
many Chinese nationals, acquiring a foreign passport means
a reduction in their personal tax burden, as some of these
destination countries adopt lower personal income tax rates.
Even if these individuals remain in China after acquiring a
foreign passport, they could still benefit from China’s pref-
erential tax policies for foreign nationals. 
However, such individuals are often unaware that acquir-

ing a foreign passport does not automatically shield them
from Chinese taxation. Article 10 of the new IIT law puts
the onus on individuals to perform tax clearance procedures,
prior to cancelling their China household registrations when
emigrating overseas. At this juncture, it is unclear whether
the tax clearance procedures under the new IIT regime will
be the first step to introducing an ‘exit tax’ for individuals
relinquishing Chinese citizenship. However, the introduc-
tion of the new clearance requirements has inevitably drawn
the attention of those who have retained their household
registration, after obtaining a foreign passport, when they
seek to assess their personal tax planning options and go-for-
ward tax compliance status. 
Pending further STA guidance on the disclosure details

demanded under the tax clearance procedures, individuals
who have changed their citizenship, or intend to do so,
should review their tax domicile and tax residence status on
a regular basis (annually at the very least). This is a key step
for them to assess their compliance with the tax laws in
China and relevant tax jurisdictions.
A second area will be that of special purpose vehicles

(SPVs) in offshore jurisdictions. Indirect transfers of equity
in Chinese companies by Chinese tax resident individuals
has been more closely monitored by local Chinese tax
authorities in recent years. These are cases where, say, a
Chinese resident holds equity in a Chinese company
through two layers of companies in the British Virgin
Islands (BVI). The upper tier BVI company disposes of the
lower tier BVI company, thereby indirectly transferring the
Chinese investment but leaving the proceeds overseas. Cases
have been reported in Shenzhen, Beijing and Jiangsu where
China IIT was assessed on indirect transfers prior to the
introduction of the new IIT rules. With the IIT anti-avoid-
ance rules being implemented progressively, there will be
firm legal basis for Chinese tax authorities to dissect indirect
transfers and assess IIT where inappropriate tax benefits are
suspected to be derived. 
Under the new IIT CFC rules, Chinese tax authorities can

assess Chinese IIT on an offshore company share transfer
where they determine that income has been pushed up into
a controlled company overseas (for example, the upper tier
BVI company described above), and there are no reasonable
operational needs for retaining it there over repatriating it to
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China. The introduction of these rules, together with the
new economic substance requirements being rolled out in
several offshore jurisdictions, are prompting wealthy Chinese
individuals to reassess their existing investment arrange-
ments. See Offshore economic substance laws: Implications for
Hong Kong SAR’s funds sector for more on the latter rules.

Only the beginning 
The recent introduction of anti-avoidance rules into the
Chinese IIT law may be viewed as the first step on a longer
journey. Chinese tax policymakers are looking closely at
other measures used internationally, which they may later
consider for adoption into domestic law. 
Mechanisms such as voluntary disclosures or amnesty

programmes are important features of some countries’ tax
systems. These mechanisms allow for taxpayers to report and
settle outstanding taxes with a reduction in, or even an
exemption from, fines and interest, rather than having to
carry the risk of much greater tax and penalty exposure if the
tax authorities detect non-compliance. 
In China, tax compliance in the entertainment sector has

been a key focus in recent times, with cooperation on his-
toric non-compliance advisable for mitigation of penalties,
though more formalised systems would be a worthwhile
policy innovation going forward. 

Information transparency and exchange 
In 2010, the US Congress passed the Foreign Account Tax
Compliance Act, which stipulated that all US citizens living
in the US but holding overseas assets worth more than
$50,000, or US citizens and green card holders who reside
outside the US and have $200,000 or more in overseas
assets, must declare and file tax returns to the US govern-
ment. Any refusal to do so is considered as intentional tax
evasion and exposed to fines of up to $50,000. All non-US
financial institutions must identify and disclose the account
details of their US clients to the US tax authorities and
undertake withholding obligations, if any. 
On the international front, automatic exchange of informa-

tion (AEOI) on financial accounts is improving tax compli-
ance. It is delivering concrete results for governments
worldwide and is proven to be effective at improving trans-
parency. By mid-June 2019, more than 90 jurisdictions partic-
ipating in the OECD’s common reporting standard (CRS)
since 2018 have exchanged information on 47 million offshore
accounts, with a total value of around €4.9 trillion ($5.4 tril-
lion). The AEOI initiative, implemented through 4,500 bilat-
eral agreements to date, represents the largest exchange of tax
information in history and the largest collective international
effort to counter tax evasion in over more than two decades.
In order to maintain the integrity of the CRS, the

OECD continuously analyses actual and perceived loop-
holes that have been brought to their attention and tried
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to determine appropriate actions to close these loopholes.
Moreover, the OECD has analysed more than 100 resi-
dence and citizenship by investment schemes, known as
golden passports or visas, offered by CRS-committed
jurisdictions, and identified schemes that potentially pose
a high-risk to the integrity of the CRS.
As of May 2019, mainland China has activated 67

exchange relationships with respect to more than 100 juris-
dictions committed to the CRS; the STA’s first exchange
with Hong Kong SAR occurred in 2018. As the economy
becomes increasingly globalised and cross-border activities
become more prevalent, relying solely on domestically col-
lected information on taxpayers will not suffice to ensure
taxpayer compliance. China’s recent IIT reform, its active

participation in the CRS to date and its investment into the
Golden Tax System will establish the appropriate legal,
administrative and technological framework to verify tax-
payer compliance, and bring national tax administration in
line with the globalised economy. 

Paving the way for the future
The 2018 China IIT reform is only the beginning of a long
journey to a much more sophisticated Chinese tax system
for individuals in future. The full effect of the recent changes
will only become fully evident once full substantive and pro-
cedural guidance is rolled out and implemented. 
The author would like to thank Lina Hu, KPMG China senior manager, for
her contribution to this article.
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Managing China’s wealth:
Rich pickings for foreign asset

managers

The steady growth of China’s middle class is increasing the demand for asset and wealth
management services for domestic institutions and individuals. Henry Wong explores the

commercial and tax implications of these developments.

I n 1998, there were only six fund management companies in China
with RMB 10 billion ($1.4 billion) of assets under management
(AUM). Since then, the Chinese asset management industry has

grown to more than 120 fund management companies with more than
RMB 51.4 trillion of AUM. The expansion of China’s middle class will
drive the industry further forward in the future; it is among the most
attractive parts of the Chinese financial services industry for foreign play-
ers. Foreign assets managers can bring their years of international asset
management experience and global market perspective to Chinese
investors, and win business on this basis.

The loosening of the foreign ownership restrictions in the sector has
created a recent opportunity for foreign asset managers to operate an
asset management business directly within China, rather than being lim-
ited solely to investing in China’s capital markets from overseas through
the QFII/RQFII/Stock Connect channels (see China capital markets
open up: New opportunities bring fresh tax challenges).

Establishing an asset management company in China enables foreign
fund managers to raise funds directly in RMB in China, and serve wealthy
Chinese individuals directly. Since the release by the Asset Management
Association of China (AMAC) of ‘Answers to Relevant Questions
Regarding the Registration and Filing of Private Funds (No.10)’ in 2016
(FAQ 10), a total of 21 foreign-invested private fund managers (PFM) have
registered with the AMAC, with 46 registered products and RMB 5.4 bil-
lion of AUM as of August 2019, according to a previous AMAC statement.

Looking ahead, foreign asset managers will need to pay attention to
competition from domestic players such as securities companies, bank
wealth management (WM) subsidiaries and insurance companies partici-
pating in the asset management market. In addition, domestic tech giants
are progressively taking advantage of their strong distribution channels
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over the internet to enter the asset management scene in
force. On the regulatory front, the Guiding Opinions on
Regulating Asset Management Business of Financial
Institutions (New AM Rules) entered effect in 2018, setting
stricter requirements for asset managers. Foreign partici-
pants need to pay close attention to this.

Asset management and foreign managers
For foreign investment managers seeking to raise a securi-
ties investment fund in mainland China, there are two
main options. 

One of them is the joint-venture fund management com-
pany (FMC JV). Among the existing FMC JVs, most foreign
investors only hold minority shares. This is because of long-
standing regulatory restrictions on the percentage of shares
that may be held by foreign investors in an FMC. However,
in 2017 the State Council (the cabinet) announced that these
restrictions would be removed within three years. Since
then, the holding limit has been raised from 33% to 51%,
and foreign companies have started to increase their hold-
ings to this level. Subsequently, in October 2019, the China
Securities Regulatory Commission (CSRC) made an
announcement that the original deadline would be brought
forward from 2021 to as early as April 2020. This means
that, in principle, foreign investors will be able hold 100% of
an FMC from next year. 

An FMC JV facilitates the issuance of a broad range of
fund products, including both publicly and privately raised
funds. However, a foreign asset management firm entering
the Chinese market may not necessarily want to partner with
a Chinese JV partner or pay a substantial amount of premi-
um to increase its ownership share in an existing JV. There
is, therefore, another other option for entering China’s asset
management industry, and this is the private securities fund
management company (PFM). 

PFMs give foreign managers 100% control of all aspects
of operations. The same sort of tax issues also present them-
selves for each option.

Since June 2016, foreign asset managers have been
allowed to incorporate onshore wholly foreign owned enter-
prises (WFOE), which they can register with the AMAC as
private securities fund managers. Through PFM WFOEs,
fund managers can raise money from Chinese investors
directly and make independent investment decisions on
their behalf. AMAC-issued FAQ 10 confirms that PFM
WFOEs can make investments in securities on secondary
markets in mainland China. In August 2019, the AMAC
further announced that foreign PFMs could apply to con-
duct retail mutual fund businesses. Prior to this, PFMs could
only raise private fund products and sell to high-net-worth
individuals or institutions through private offering.

The PFM WFOE registration rules require that its foreign
shareholder (and ultimate foreign controller) must be a finan-

cial institution licensed by the financial regulatory authorities
in its home jurisdiction. The securities regulatory authorities
of that jurisdiction must have signed a memorandum of
understanding on securities regulation cooperation with the
CSRC, or other institutions recognised by the CSRC.
Furthermore, the PFM and its foreign shareholder (ultimate
controller) must have not been subject to any material penalty
by a regulatory or judicial department in the past three years.

China asset management operations – tax perspective
From a tax perspective, the most relevant issue for both
FMC JVs and PFMs is the VAT on asset management prod-
ucts. The relevant guidance provides that the manager of
asset management products will be treated as the VAT payer,
to the extent that the latter falls within the VAT charge. The
applicable VAT rate is 3%, charged under the simplified
method; namely, without the ability to claim any input cred-
it. The relevant guidance is provided in Circular Caishui
[2016] No. 140, Circular Caishui [2017] No. 2 and
Circular Caishui [2017] No. 56. 

It is notable that China decided to impose the VAT filing
and payment obligations for asset management products on
the fund/asset manager, instead of imposing it on the
issuance vehicle of the products itself. The main reason is
that most, if not all, asset management products existing in
China are structured as contractual funds and not as legal
entities or partnerships. Contractual asset management
funds cannot be registered as taxpayers under the existing
tax administration system and therefore cannot directly pay
the VAT.

As VAT rules for asset management products deem the
fund/asset manager to be the taxpayer, complicated VAT fil-
ing and calculation issues arise when that manager is manag-
ing multiple products at the same time. For example, the
trading of financial commodities like listed securities, for-
eign exchange, and derivatives is subject to VAT, with the
ability to offset gains and losses within a VAT reportable
year. However, what if asset management product ‘A’ realis-
es net gains on trading of financial commodities, while asset
management product ‘B’ realises a net loss? In such a case,
the manager will need to decide how to allocate the net VAT
liabilities to each product – the manager must aggregate all
the VATable activities together and pay the VAT on behalf
of all of the products under its management. 

So far, there is still no clear guidance on how to deal with
the allocation of VAT cost across different products. It is
therefore at the manager’s discretion to decide what is the
most acceptable method for the investors from a business
standpoint.

Another issue is how to deal with the trading gains
obtained by different types of securities funds, if the same
PFM is raising both private and public securities investment
funds – assuming the PFM upgrades its licence to include a
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public mutual fund business. Currently, there is a VAT
exemption available for public securities investment funds
on gains derived from trading of shares and bonds. As this
tax preference policy cannot be applied to private securities
funds, PFMs will need to be careful in selecting IT systems
capable of conducting sophisticated VAT calculations. This
will have to be able to manage the different applications of
VAT for different financial instruments, different income
types, and different types of fund registration (for instance,
public vs private products).

According to Circular 140, gains from redemption, where
assets are held to maturity, are not within the scope of VAT.
However, according to Circular 36, any transfer of the own-
ership of financial commodities will be subject to VAT. This
leaves a question over whether a fund unit redemption should
be subject to VAT or not. In particular, it is quite common for
a public fund product to be issued without any fixed maturity
date, so there is never a concept of ‘held to maturity’. On the
other hand, one would argue that the fund unit will not exist
after the redemption directly with the fund manager, meaning
that there is no transfer per se. This differentiates the situation
from trading, which involves buying and selling of a fund unit
with another third party in the market. It remains uncertain
whether fund redemption is subject to VAT or not.

Another issue for PFMs is that China now implements
the common reporting standard (CRS) on tax information
exchange with other jurisdictions. The key guidance here
was set out in May 2017 in Administrative Measures on Due
Diligence Checks on Tax-related Information of Non-resi-
dents’ Financial Accounts. Foreign investors operating
PFMs in China must fulfil the obligations set out in this
guidance, including:
a)  Due diligence on financial account: designing and imple-

menting a due diligence process to identify reportable
accounts (for example, non-resident account).

b) Information collection and reporting: collecting
reportable information, such as the tax residency country
of the account holder, completing the CRS filing in a
timely manner and submitting a written annual report.

c)  Continuous compliance: establishing an ongoing moni-
toring mechanism, following up with the implementation
of the CRS compliance obligations and replying to the
examinations of regulatory authorities.
Failure to fulfil CRS compliance obligations may lead to

punishment by the regulatory authorities, including
impaired assessment of taxpayer creditworthiness, opera-
tions suspension, revocation of business permits, and cance-
lation of the accountable senior management personnel’s
appointment qualifications.

Given the opening up of the retail mutual-fund business
to foreign PFM WFOEs, a series of issues need to be carefully
considered. These include, the capability of the IT systems to
monitor the valuation, bookkeeping, VAT determination on
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the increased numbers of fund products being raised by the
PFM, and meet compliance requirements cyber-security and
data privacy rules, operational risk and regulatory rules, and
human resource arrangements.

China’s new asset management rules 
Regulatory efforts have recently been made to unify the
oversight of the asset and wealth management sectors in
China and ensure that they do not stray too far from their
core social purpose. 

These new measures are intended to remove the percep-
tion among Chinese investors that asset management prod-
ucts issued by banks provide ‘implicit guarantees’ on their
returns and principal amounts. Chinese financial regulators
have expressed increasing concern that many fund products
raised in the market are investing in non-standard assets
(such as credit and lending) that lack transparency and could
have liquidity problems, or involve arbitrage that further
promotes shadow banking activities. In this regard, since
April 2018, the China Banking and Insurance Regulatory
Commission (CBIRC) and People’s Bank of China (PBOC)
have issued several regulations.

These include the New AM Rules, Measures on
Supervision and Administration of Wealth Management
Business of Commercial Banks (WMB Measures) and
Administrative Measures on Wealth Management
Subsidiaries of Commercial Banks (Subsidiaries Measures). 

These rules will impact all asset management institu-
tions in China, including domestic, foreign-invested and
JV institutions. The New AM Rules emphasise that asset
management business activities should stick to “managing
the assets entrusted by others”. Asset managers should not
branch out from this to raise asset management products
that could be seen as involving cash pooling, provision of
guaranteed payments or redemptions, or use multi-level
structures that disguise underlying lending activities (for
instance, products that compound shadow lending imbal-
ances in the financial system).

Requirements are set out in the New AM Rules to limit
the promotion of products that provide principal or redemp-
tion guarantees. Investor education by financial institutions
must draw their attention to investment risks, and wean
investors away from the belief that investment products will
always provide principal or redemption guarantees.

From the tax perspective, VAT rules stipulate that returns
on investments that provide “fixed, guaranteed or principal-

protected” returns, should be treated as interest on a loan,
and subject to VAT. However, in practice, there are still
many ambiguities on the meaning of “fixed, guaranteed or
principal-protected” returns. It is not clear whether a sub-
stance-over-form approach needs to be applied, or whether
the ‘form’ set out in the explicit terms of contracts or con-
tract equivalent documents should be followed. As the New
AM Rules no longer allow asset managers to provide guar-
anteed redemption on its products, theoretically speaking,
all asset management products governed by the New AM
Rules would not provide “fixed, guaranteed or principal-
protected” returns. However, if the Chinese tax authorities
eventually take a substance-over-form approach to deter-
mine whether a financial or investment product is principal-
protected or not, investors will need to pay close attention
to the specific nature of the investment. In particular, they
will need to pay attention to any special arrangements in
new product contracts based on the existence of credit or
income enhancement arrangements. These could be seen, in
substance, as providing guaranteed or principal-protected
returns, such that VAT is due on the income received.

Regarding valuation approaches for asset management
products, the New AM Rules encourage application of the
fair market value recognition method by asset managers.
This may result in changes to the existing valuation methods
used for asset management products. In order to reflect the
asset value fairly, potential VAT and related surcharges on
unrealised investments will also need to be considered for
accrual. This will add further complexity to VAT calculation
work, raising requirements for IT system upgrades.

Foreign asset managers that are planning to establish
their first PFM WFOE, or to update their existing one to tap
into the public mutual fund market, should pay close atten-
tion to all these regulatory developments.

What’s next?
As can be seen, there are increasing opportunities for foreign
institutions to participate in asset management business in
China. At the same time, the issuance of a series of new asset
management rules have set higher requirements for asset
managers. Many uncertainties and ambiguities persist in the
tax space, with further clarity hoped for in the coming years
as the market matures.
The author would like to thank Aileen Zhou, KPMG China senior manager,
and Wendy Ding and Hans Hu, KPMG managers, for their contributions to
this article.
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China capital markets open up:
New opportunities bring fresh

tax challenges

China’s capital markets continue to expand and open up, offering a range of innovative new
investment channels. Henry Wong explores the tax challenges arising under each of these

channels.

C hina’s capital markets have grown exponentially in recent decades
and are now steadily opening up to foreign investors. 
   Notable recent developments include the China A-shares mar-

ket, which has been progressively added to many leading international
stock indexes such as MSCI, S&P Dow Jones and FTSE Russell. Its
weight in these stock indexes is continuously increased. 
The domestic Chinese bonds market was also added to the

Bloomberg Barclays Index Aggregate in April 2019. Meanwhile, in June
2019, the Shanghai-London Stock Connect was officially launched, cov-
ering both the primary and secondary markets. This complements the
earlier Stock Connect schemes between Hong Kong SAR and Shanghai/
Shenzhen. The Shanghai-London Stock Connect allows Chinese compa-
nies to list on the London Stock Exchange (LSE) – an arrangement not
facilitated by the Shanghai-Hong Kong Stock Connect scheme.
The Shanghai Stock Exchange Science and Technology Innovation

Board (STAR Market) was opened in July 2019. It mainly attracts tech
start-ups and is an attempt to replicate the successes of the US NASDAQ
stock market. Then more recently in September 2019, the Chinese gov-
ernment announced that the quota limitation on the qualified foreign
institutional investor (QFII) and RMB qualified foreign institutional
investor (RQFII) programmes is now completely abolished. As such,
qualified foreign asset managers are free to choose between the
QFII/RQFII or Stock Connect channels to invest in China’s capital mar-
kets directly without quota limitation.
Finally, in parallel with these developments, the steady growth of

China’s economy and increase in the middle-class population has
meant that the demand for asset and wealth management services for
domestic institutions and individuals is also growing significantly. The
commercial and tax implications of these developments are explored



C A P I TA L  M A R K E T S

                                                       W W W . I T R I N S I G H T . C O M 4 3

Table 1

Investment channels Eligible investors Regulatory bodies Eligible investments Investment currency

Stock Connect
(Shanghai-Hong Kong,
Shenzhen-Hong Kong)

All foreign investors
including individuals
(but only institutional
professional investors
for SZSE ChiNext
shares)

People's Bank of China
(PBOC), China
Securities Regulatory
Commission (CSRC),
Hong Kong Securities
and Futures Commission
(HKSFC)

– Approximately 1,260
stocks as of
September 6 2019:

– 578 Shanghai Stock
Exchange (SSE)
shares: Constituents of
SSE 180 Index and 380
Index and dual SSE-
Hong Kong Exchanges
and Clearing (HKEX)
listed shares

– 680 Shenzhen Stock
Exchange (SZSE)
shares: Constituents of
SZSE Component
Index and SZSE
Small/Mid Cap
Innovation Index and
dual SZSE-HKEX listed
shares

Offshore RMB, HKD and
USD

Bond Connect Foreign financial institu-
tions (commercial
banks, insurance com-
panies, securities com-
panies, FMCs and other
asset management insti-
tutions) and investment
products issued by
them, other medium-
and long-term institu-
tional investors (like
pension funds, charita-
ble foundations etc.) as
approved by PBOC

PBOC, Hong Kong
Monetary Authority
(HKMA), China
Government Securities
Depository Trust &
Clearing Co, China
Securities Depository
and Clearing Company.

All bonds traded in the
CIBM

Onshore RMB, offshore
RMB

China Interbank Bond
Market (CIBM) Direct

PBOC, Ministry of
Finance (MOF), State
Administration of
Foreign Exchange
(SAFE)

All cash bonds and other
products permitted by
the PBOC.

Foreign institutions can
also invest in repos,
bond borrowing and
lending, bond forwards,
IRS, FRA, etc.

Onshore RMB, offshore
RMB
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further in Managing China’s wealth: Rich pickings for for-
eign asset managers.
On the tax front, China has progressively rolled out a

series of tax exemption policies to encourage the develop-
ment of the capital markets. However, the Chinese financial
service sector’s unique tax environment still presents signif-
icant challenges and tax uncertainties for investors and
industry players. In this article, we consider the major busi-
ness and tax challenges presented for the leading types of
investment channels into China, to enable foreign asset
managers to be better prepared when investing into China.

Investing into China’s capital markets 
Without any establishment in mainland China, foreign asset
management institutions can still directly participate in
China’s capital markets via different channels, mainly the
QFII/RQFII (just announced to be fully opened up to all
qualified investors), CIBM Direct (China Interbank Bond

Market), Stock Connect and Bond Connect, among others.
Set out in Table 1 and below is a snapshot of the eligible
investors, regulatory institutions, eligible investments and
investment currencies of different channels.

Stock Connect 
The Stock Connect programme was first launched in 2014
between the Shanghai and Hong Kong SAR exchanges, and
was extended in 2016 to encompass a link between the Hong
Kong SAR and the Shenzhen market. It allows mainland
Chinese investors to purchase Hong Kong SAR and Chinese
companies listed in Hong Kong SAR. At the same time, it allows
foreign investors to buy listed China A shares, without having
to apply for a licence to invest through QFII/RQFII channels. 
Stock Connect covers both individual and institutional

investors and is the easiest way for foreign investors to invest
in the China A share market, with no need to open a bank
account in mainland China. Instead, investments can be

Table 1 (continued)

Investment channels Eligible investors Regulatory bodies Eligible investments Investment currency

QFII Foreign institutions
meeting the following
requirements:

– Commercial banks: ≥
10 years operation, ≥
$5 billion AUM, ≥ $300
million Tier 1 capital

– Securities companies:
≥ 5 years operation, ≥
$5 billion AUM, ≥ $500
million capital

– Asset management
institutions, insurance
companies and others:
≥ 2 years’ experience,
≥ $500 million AUM

CSRC, PBOC, SAFE – All securities listed on
SSE/SZSE

– Cash bonds in inter-
bank market

– Securities investment
funds, including close-
ended, open-ended
and ETFs

– Index futures
– FX derivatives (for

hedging purposes
only)

– Other products
approved by CSRC

USD or other FX (convert
to RMB onshore)

RQFII Foreign institutions in
(including asset manage-
ment institutions, securi-
ties companies,
commercial banks, insur-
ance companies and
overseas subsidiaries of
China FMCs)

CSRC, PBOC, SAFE Offshore RMB
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made via Hong Kong SAR stock brokers. This being said,
foreign investors are limited on their selection of investable
securities. As of September 2019, only 578 securities listed
on the SSE and 680 securities listed on the SZSE are eligible
for trading under Stock Connect.
In the most recent development, Shanghai-London

Stock Connect was officially launched in June 2019, and it
covers both primary and secondary markets. Investors can
trade depositary receipts in the secondary market. For ‘west-
bound’ listings, Shanghai Stock Exchange-listed companies
can use newly issued shares to issue global depositary
receipts (GDRs) and to achieve primary market security
issuance on the LSE. This differs from the existing
Shanghai-Hong Kong Stock Connect, which is only a sec-
ondary market trading mechanism.
Preferential Chinese tax treatments have been provided to

attract foreign investment through Stock Connect. Foreign
investors are temporarily exempt from corporate income tax
(CIT) and VAT on trading gains arising on transfer of A-
shares. However, dividends from A-shares, paid to foreign
investors, are subject to 10% withholding tax (WHT). While
treaty relief can be available to certain investors such as sover-
eign wealth funds (SWFs), the tax treaty relief application and
tax reclaim processes remain inefficient, and industry groups
continue to lobby for a streamlined approach. 
While investors can technically apply for WHT refunds to

the in-charge tax bureau of the listed company which paid
the dividend, in practice the application procedure is cum-
bersome and time-consuming. There is inconsistency
between the WHT refund documentation requirements of
different local tax authorities; foreign investors consequently
need to liaise closely with each listed company and their spe-
cific in-charge tax authorities to secure refunds. 
We also observe that most tax authorities require the offi-

cial seal of the listed company on the application documents
and that listed companies may take different approaches to
providing their official seal to investors. For example, listed
banks generally require that the share certificate, usually
held by the offshore custodian bank of the foreign investor,
be notarised by an authorised public notary and certified by
the Chinese embassy in the country of incorporation. This is
very onerous and takes a of lot time; investments in multiple
listed companies result in a heavy workload for WHT refund
applications.

Bond Connect 
Similar to Stock Connect, Bond Connect is a mutual market
access scheme that allows eligible investors from mainland
China and overseas (through Hong Kong SAR) to trade in
each other’s bond markets. Through Bond Connect,
launched in 2017, foreign investors can trade in the second-
ary market and subscribe for CIBM bonds in the primary
market through Bond Connect, meaning they can trade all

CIBM bonds. At the end of 2018, the China Foreign
Exchange Trade System (CFETS) and Bloomberg together
launched access channels to China’s interbank bond market.
This allows foreign investors to obtain bids and quotes data,
as well as trade onshore Chinese bonds via the Bloomberg
terminals, making investment activity more efficient. Similar
to Stock Connect, Bond Connect may now be the most
convenient channel for foreign investors who are otherwise
not qualified to use CIBM Direct access (discussed further
below), to participate in China’s bond market.
As regards to the Chinese tax treatment, Caishui [2018]

No. 108 (Circular 108) provides for a three-year exemption
from CIT and VAT for interest income derived by foreign
institutional investors investing in Chinese bonds; this runs
from November 7 2018 to November 6 2021. However,
there still remains a number of tax ambiguities. Three in par-
ticular stand out:
•  Do asset backed securities (ABS) qualify as ‘bonds’?
There are various types of tradable debt instruments
available to foreign investors in the Chinese bond market,
including ABS, asset-backed notes (ABN) and interbank
certificates of deposit (CD). However, Circular 108 does
not provide a clear definition of ‘bonds’. There is some
uncertainty as to whether the VAT and CIT exemptions
for bond interest can be applied to income from special
debt instruments, for example ABS, ABN and CD, or
whether it is limited to plain-vanilla bonds, such as gov-
ernment bonds, government-supported institution
bonds or corporate bonds. While ABS and ABN can be
traded in the interbank bond market and are considered
‘bonds’ by many financial institutions, they differ in
terms of issuance and trading mechanisms. The origina-
tor will first transfer the underlying assets to a special-pur-
pose vehicle (SPV) set up for issuance of a specific asset
management product. The manager of the SPV will over-
see the ABS and issue securities to investors. 

•  Do ABS returns qualify as ‘interest’? Circular 108 pro-
vides a CIT exemption for ‘interest income’ with the def-
inition cross-referencing the CIT Law. The CIT Law
defines ‘interest income’ as being derived by an enterprise
from the provision of funds for use by others, where this
does not constitute equity investment – it specifically lists
(non-exclusively) deposit interest, loan interest, bond
interest, and arrears interest. It is unclear whether the
income derived from holding ABS should be treated as
interest income and therefore qualify for the Circular 108
exemption. A tax administrative point to note is that, at
present, an asset management product cannot be regis-
tered by the manager or the sponsor with the tax bureau.
Consequently, the manager or the sponsor cannot act as
the withholding agent for foreign investors, in the same
way as corporate bond issuing companies would.
Therefore, ‘interest’ arising on ABS investments, while
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not yet subject to Chinese withholding tax as an admin-
istrative matter, may not necessarily be entirely free of lia-
bility to Chinese tax as a legal matter. As such, this creates
an additional tax exposure for foreign investors who wish
to invest in these investment products.

•  Is there VAT on returns from asset management prod-
ucts? An asset management product is regarded as a
‘financial product’ from a Chinese VAT perspective.
Income from a financial product may be subject to VAT
if it is regarded as a principal-protected product.
However, VAT regulations are unclear on the meaning of
principal-protected product and different tax bureaus
take varied and inconsistent positions on the matter.

CIBM Direct Access
Before the launch of the Bond Connect scheme in 2017,
certain foreign institutional investors were able to invest in
China’s interbank bond market through an application to be
eligible investors with CIBM. 
Tracing the history of this investment channel, in 2010 the

PBOC launched a pilot scheme allowing foreign central banks
or monetary authorities, RMB settlement banks in Hong
Kong SAR and Macau SAR, and cross-border RMB settle-
ment participating banks in Hong Kong SAR and Macau
SAR, to trade and settle bonds in the CIBM. In December
2011, QFIIs and RQFIIs were allowed to apply for approval
and quota to invest in the CIBM via a bond settlement agent.
The PBOC from July 2015 allowed foreign central banks,
monetary authorities, international financial organisations and
SWFs to invest in the CIBM without approval requirements
and quota limits. From 2016 onwards, more types of foreign
institutional investors were allowed to invest in the CIBM,
including commercial banks, insurance companies, securities
firms, fund management companies and other asset manage-
ment institutions, as well as their investment product vehicles.
This was in addition to pension funds, charity funds, endow-
ment funds and other mid-term or long-term institution
investors recognised by the PBOC. 
CIBM Direct has higher qualification requirements than

Bond Connect for investors to be eligible, but it also pro-
vides a wider scope of investment opportunities. This
includes repos, bond borrowing and lending, bond for-
wards, interest rate swaps (IRS), and forward rate agree-
ments (FRA), among others, for hedging purposes, which
brings certain advantages in terms of risk management.
In respect of the bond investment, the tax issues that

foreign investors face under CIBM Direct Access are simi-
lar to those faced for investments via Bond Connect.
However, given the wider range of investment types acces-
sible, there are even more tax uncertainties that arise. For
example, take the tax treatment of derivative transactions.
Technically speaking, according to relevant VAT
 regulations, gains derived from derivative transactions are

subject to VAT. However, in practice, the Chinese transac-
tion counterparty will generally not withhold VAT arising
in relation to foreign investors because of the lack of a rel-
evant withholding mechanism. 

QFII/RQFII programmes
A QFII is a foreign institutional investor that meets certain
qualification criteria and is approved by the CSRC. It can
invest in a range of securities products, and was in the past
subject to an investment quota approved by the State
Administration of Foreign Exchange (SAFE). As of August
2019, the total quota of 292 foreign institutions stood at
$111.38 billion.
The RQFII programme is a modified version of QFII

that facilitates foreign investment in mainland China via off-
shore RMB accounts. It was also similarly subject, in the
past, to an investment quota approved by the SAFE. As of
2018 year-end, the total RQFII quota amounted to RMB
1.940 trillion.
With the opening up of China’s capital markets and

financial services sector underway, it was recognised that the
existing rules of the QFII and RQFII schemes would no
longer meet the demands of the new market environment.
In response, in early 2019 the CSRC issued the ‘Notice on
Public Consultation for the Measures for the Administration
of Domestic Securities and Futures Investment by QFII and
RQFII and the Provisions on Issues Concerning the
Implementation of the Measures for the Administration of
Domestic Securities and Futures Investment by QFII and
RQFII’ (the CSRC consultation papers).
The QFII/RQFII programmes already have a more

comprehensive investment scope than Stock Connect or
Bond Connect. The scope will now be further expanded by
the CSRC consultation papers to cover private fund invest-
ments, and will also be permitted to invest in stocks listed on
the New Third Board (the National Equities Exchange and
Quotations System Co), financial and commodity futures,
and bond repos.
In parallel with the release of the CSRC’s consultation

papers, the SAFE firstly abolished investment quota restric-
tions for QFII/RQFII in September 2019 and secondly,
simplified FX settlement rules. The latter changes provide
that: 1) the 20% annual limit on the repatriation of principal
and profit by the QFII is now removed; 2) the three-month
lock up period on repatriation of principal for QFII/RQFII
is now removed; and 3) QFII/RQFII is now allowed to
hedge exchange rate risk through entering into FX deriva-
tive transactions. 
While these changes facilitate remittances for QFII/

RQFIIs, a requirement for tax clearance remains. QFII/
RQFIIs needs to perform a record filing with the local tax
bureau and submit tax record filing forms, with the local tax
bureau’s stamp, to the remitting bank before net income
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and net trading gain proceeds can be repatriated from
China. This makes profit repatriation less convenient com-
pared with other channels. The tax record filing takes time
and effort, and uncertainties exist in relation to the applica-
tion procedure requirements (in the absence of any relevant
nationwide guidance), and local tax authority practices. In
particular, many tax authorities only accept an application
on a yearly basis. This means that profits realised by a
QFII/RQFII at the beginning of the year can be repatriated
no earlier than the middle of the following year subsequent
to the submission of application documents. 
Furthermore, where there are sub-accounts set up under

QFII/RQFII master accounts, there can be challenges in
separately repatriating profits from these sub-accounts. In
practice, the tax authority may only accept a repatriation
application at the whole QFII/RQFII account level. This
means that a foreign asset manager that uses a sub-account
structure should plan in advance on profit repatriation.
Preferential tax policies for QFII/RQFII provide tempo-

rary CIT and VAT exemptions for gains on trading of equity
investment assets, including shares. However, tax uncertain-
ties exist, and will increase with the scope expansion of the
QFII/RQFII programme:
•  VAT treatment of corporate bond interest: Bond interest
is subject to VAT since the May 2016 implementation of
VAT reform, meaning that QFII/RQFII licence holders
must conduct VAT filing and settlement for profit repa-
triation. While Circular 108 provided a tax exemption for
bond interest, it is not clear how to treat interest arising
before the circular became effective on November 7
2018. Uncertainty exists in particular for corporate
bonds in the absence of an effective VAT withholding
mechanism. There is also uncertainty on the treatment of
bond interest arising before the May 2016 VAT reform
rules entered into effect (namely, the application of pre-
viously existing business tax). The practice adopted by
local tax authorities is also inconsistent.

•  Tax treatment of fund distributions. According to
Caishui [2008] No. 1, distributions from security invest-
ment funds are exempt from CIT. However, it is not clear
if this applies to non-resident taxpayers such as
QFII/RQFII, and the practices adopted by local tax
authorities are inconsistent. On the other hand, VAT
rules stipulate that for investments that provide returns
that are “fixed, guaranteed or principal-protected”, the
returns should be treated as “interest on a loan”, and be
subject to VAT. However, in practice, there are still many
ambiguities on the meaning of fixed, guaranteed or prin-
cipal-protected investment returns. Distributions from
funds that invest in bonds are treated, in practice, as bond
interest by some local tax authorities and subject to VAT.

•  VAT treatment of FX gain/loss of QFII principal.
According to the relevant FX regulations, a QFII must
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provide principal for investment in foreign currency and
then convert it into RMB for investment. If a QFII wants
to remit funds out of China (including both profit and
principal), it has to convert its RMB into foreign curren-
cy. It is unclear whether the FX gains derived from these
conversions of the principal should be subject to VAT.
Technically speaking, realised gains from FX trading are
subject to VAT. However, the QFII is not ‘actively’
engaging in FX trading and the conversions are made
pursuant to a regulatory requirement. FX gain/loss is
only realised during the currency conversion at the time
of repatriation. In practice, some local tax authorities may
impose VAT on the above-mentioned realised FX gain of
the principal.

Making the most of the opportunities
With all these exciting new developments opening up China’s
capital markets, tremendous opportunities are now available
to foreign investors, and these are expected to  proliferate in

the near future. However, as with other industries and sectors
in China, as regulatory rules are relaxed and new opportuni-
ties present themselves, tax rules necessarily have to do some
catch-up. This is crucial so that the new policies are, in prac-
tice, effective at encouraging fresh foreign investment into
China, and are not stymied by tax uncertainties. 
We certainly hope that the Chinese tax authorities will

continue to clarify rules on the taxation of foreign invest-
ment into the Chinese capital markets. In the meantime,
investors are recommended to seek appropriate advice from
tax professionals, keep a close watch on tax rules develop-
ment, and fully understand market practices and local tax
authority interpretations. In addition, active participation in
asset management industry associations is crucial for raising
suggestions for improvement to the relevant China regula-
tory bodies.
The author would like to thank Aileen Zhou, KPMG China senior manager,
and Wendy Ding and Hans Hu, KPMG managers, for their contributions to
this article.
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Going out: China outbound
investment faces new tax

challenges

While global FDI levels sag and China ODI falls, Chinese investment in BRI jurisdictions
continues to grow. However, a range of tax challenges face Chinese MNEs in BRI countries and

other locations, write Michael Wong and Joseph Tam.

R ecent years have seen a reduction in foreign direct investment (FDI)
flows across the world. China’s inbound FDI has held up reason-
ably well, but outbound direct investment (ODI) has reduced. 

In 2016, Chinese ODI reached its peak to-date ($196.1 billion), with
a drop in 2017 ($158.3 billion) and 2018 ($129.8 billion); in 2019 $78.5
billion of non-financial ODI was recorded from January to September. As
noted in the Financial Times (The story of China’s great corporate sell-off,
September 20 2019), Chinese companies in 2019 became net sellers of
global assets for the first time since they became major players in global
M&A. The record sell-off has totalled approximately $40 billion for the
year-to-date, according to data from Dealogic. This being said, there are
a number of fields in which Chinese ODI continues to grow.

In 2018, the China Ministry of Commerce (MOFCOM) statistics
indicated that Chinese enterprises invested $15.6 billion in jurisdictions
covered by the Belt and Road Initiative (BRI), meaning an increase of
8.9% on the prior year. Key investment destinations include Singapore,
Laos, Vietnam, Indonesia, Pakistan, Malaysia, Russia, Cambodia,
Thailand and the United Arab Emirates. 

While MOFCOM figures show BRI accounting for 13% of total
mainland China ODI, this does not capture the very significant amount
of mainland China-BRI investment that goes via Hong Kong SAR and
several Caribbean jurisdictions. Certain economic research institutes
estimate the figure could now be as high as 21.6%. Growth has
appeared to continue, both in terms of ODI in the BRI countries and
in terms of the number of new engineering, procurement and construc-
tion (EPC) projects; there were 3,642 new BRI EPC contracts new
signed in 2019 to-date, according to MOFCOM.

Of significant concern is that there are some key uncertainties that are
looming over Chinese outbound tax planning. Tax certainty means that
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enterprises have the capacity to make an accurate assessment
of the tax and compliance costs associated with an invest-
ment in a country over its lifecycle. High levels of tax uncer-
tainty are seen to raise risk premiums and hurdle rates for
investments – to the extent that Chinese outbound investing
enterprises face deeper tax uncertainty, this means that
potentially worthwhile investments may not be undertaken.

The past year has seen a number of developments in both
the tax and non-tax arenas that may raise uncertainty and
impact the investment plans and operating structures of
China multinational enterprises (MNEs), among others.
The most significant in this regard include:
•  The new economic substance requirements in various

offshore jurisdictions, which have been used extensively
by Chinese MNEs for their overseas investments;

•  The EU Mandatory Disclosure Regime, which impacts
planning arrangements by Chinese MNEs in relation to
their extensive investments in the EU;

•  Brexit and its implications for significant Chinese invest-
ments in the UK; and

•  The BRI Tax Administration Cooperation Mechanism
(BRITACOM), as a basis for addressing tax uncertainty
in China’s most promising investment locations for the
future.
Other key issues impacting on Chinese outbound

investment, including developments with the China
mutual agreement procedure (MAP), advance pricing
agreements (APA), and the emerging new global tax
framework, are explored in the transfer pricing (TP) and
international tax articles in this edition. 

Offshore uncertainties
The first uncertainty comes in the form of the new econom-
ic substance requirements in offshore jurisdictions.

Chinese MNEs investing overseas, frequently set up
entities in low-tax offshore jurisdictions as vehicles for
investment in target markets. This is done for a variety of
commercial and legal reasons. For example, a holding
company could be set up in the Cayman Islands with the
aim of facilitating a future initial public offering (IPO) in
either the US or Hong Kong SAR. Holding companies
may be set up in United Arab Emirates (UAE) to facilitate
the regional management of the business and/or invest-
ments in the Middle East. For certain sectors (technology,
media and telecoms (TMT), energy, etc.), entities in the
Cayman Islands are used to hold intellectual property, or
as a firewall to separate the potential legal risk of the
underlying operations/assets from the Chinese companies
or their immediate holding entities. 

In recent times, however, the traditional low-tax juris-
dictions have been compelled to introduce economic sub-
stance requirements. This is due to both the
establishment of the EU blacklist of non-cooperative

jurisdictions, and the expansion of OECD/Forum on
Harmful Tax Practice peer review under BEPS Action 5 to
cover low substance arrangements in offshore jurisdic-
tions. The details of the new rules are explored in further
detail in Offshore economic substance laws: Implications for
Hong Kong SAR’s funds sector.

Jurisdictions where new and stringent substance compli-
ance requirements must be met include Bermuda, the
British Virgin Islands (BVI), Cayman Islands, UAE,
Guernsey and Jersey. Entities in these jurisdictions may need
to increase their local physical presence, in terms of activi-
ties, local expenditure, and recruitment of local employees,
in order to comply with the new requirements.

While there are local variations in the requirements, they
are broadly equivalent across each of the offshore jurisdic-
tions. Substance requirements took effect from January 1
2019, with a six-month grace period given to existing enti-
ties to meet the requirements. Chinese investors that have
intermediary holding companies in those jurisdictions (espe-
cially BVI or Cayman Islands), should evaluate, on an ongo-
ing basis, the use of such jurisdictions in their
investment/operating structures and apply cost-benefit
analysis to assess possible needs for adaptation. 

The EU is still reviewing the legislation enacted by the
various offshore jurisdictions to test whether their new sub-
stance measures meet the EU’s ‘fair taxation’ principles. As
such, additional guidance notices may be issued in relation
to the implementation of these rules. Furthermore, interna-
tional efforts to establish a new global tax framework are
examining the potential to deploy a global minimum tax
across all countries (pillar two of the Inclusive Framework
global consensus solution to the tax challenges of digitalisa-
tion). If these rules are instituted, it would have an even
more profound effect on the use of offshore jurisdictions
than the substance requirements noted above. Chinese
enterprises would need to give refreshed consideration to
their structures at that point; for more detail, read BEPS 2.0:
What will it mean for China?.

Tax reporting and Brexit
The EU Mandatory Disclosure Regime (MDR) brings a
new dynamic for Chinese enterprises which have opera-
tions/ investments in Europe. The MDR aims to combat
aggressive tax planning/structures mainly driven by tax con-
siderations, and Chinese businesses will need to consider the
potential impact on their existing structures. 

The EU directive establishing MDR (Directive
2011/16/EU, referred to as DAC6) entered into force in
June 2018, and requires EU member states to have national
regulations in place by December 2019, with information
exchanges to commence from October 2020. The MDR
requires intermediaries, such as tax advisors, accountants
and lawyers, to disclose potentially aggressive tax planning
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arrangements. It also establishes the means for tax adminis-
trations to exchange information on these structures. 

However, not every cross-border arrangement would be
reportable; the obligation is limited to arrangements that fall
within a set of so-called ‘hallmarks’ and a ‘main benefits’
test, which are set out in DAC6. In certain cases, if there are
no intermediaries that are responsible for the required
reporting, the reporting obligation would shift to the tax-
payers themselves. 

Nevertheless, it is worth noting that the disclosure require-
ments have retroactive effect: reportable cross-border arrange-
ments (where the first steps are implemented between the date
when DAC6 enters into force – during the period June 25
2018 to July 1 2020) must also be reported during July 1
2020 and August 31 2020. In this connection, it is imperative
for intermediaries and taxpayers (including Chinese enterpris-
es) to start reviewing and assessing the requirements of
DAC6, even in the absence of a specific transposition law. 

Any reportable or potentially reportable arrange-
ments/ transactions should be documented as a precau-
tionary measure to comply with the retroactive reporting
obligations. Alternatively, Chinese enterprises should also
consider whether any changes to their structures (which
fall within the above reporting requirements) should be
made or not. 

In relation to Brexit, the UK has long been viewed as a
highly attractive destination for Chinese investment. In
2018, the UK was reportedly the largest recipient of
Chinese ODI worth $4.9 billion, followed by $4.8 billion in
the US and $4 billion in Sweden. The tax implications of
Brexit are being followed closely by Chinese investors keen
to mitigate the impact on their European operations run out
of the UK and the value of their investments. Potential tax
implications being focused on by Chinese investors: 
•  Where EU directives, including the Parent-Subsidiary

and Interest and Royalties Directives, no longer apply to
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UK enterprises, the latter may need to rely on double tax
agreements (DTAs) to reduce WHT exposures. 

•  Possible limitations on the free circulation of goods
between the UK and other EU member states, and new
technical and administrative complications for VAT and
customs, are being followed closely by Chinese enter-
prises, along with transitional arrangements negotiated.
Chinese MNEs are reviewing the exposures of UK enti-

ties they have established or acquired to see if structure
adaptations are required.

BRITACOM
In last year’s article Tax opportunities and challenges for
China in the BRI era, we detailed initial efforts to drive tax
administrative collaboration between BRI countries. These
efforts were motivated by a number of particular challenges
for investors from China and other BRI countries.

These included uncertain tax policy design and tax
administrative practices. For example, tax uncertainties aris-
ing from poorly drafted, unclear or complex tax rules,
unpredictable or inconsistent treatments by tax authorities,
and high levels of bureaucracy for tax compliance, etc. 

We also noted an inconsistent approach to applying inter-
national tax standards. For example, in the application, by
local tax authorities, of cross-border tax rules in a manner
inconsistent with international tax standards, including per-
manent establishment (PE) assertions and profit attribu-
tions, or TP adjustments, etc. In addition, we highlighted
issues with dispute prevention and dispute resolution mech-
anisms, such as a lack of access to rulings, APA and MAPs,
and lack of resources to administer, etc.

In April 2019, the BRI governments sought to take
these efforts further with the first BRI Tax Administration
Cooperation Forum Conference (BRITACOF), held in
Wuzhen, China. This was attended by heads of tax
administrations and representatives of international
organisations, academia and the business community, and
saw the launch of BRITACOM as a structured
institutional solution to establish a sound and friendly
BRI tax environment. 

BRITACOM has set out five dimensions for tax coop-
eration, being: (i) following the rule of law in taxation;
(ii) expediting tax dispute settlement; (iii) improving tax
certainty; (iv) streamlining tax compliance and digitalising
tax administration; and (v) enhancing administration.

The governance structure of BRITACOM consists of the
Council, Secretariat, BRI Tax Administration Cooperation
Forum (BRITACOF), BRI Tax Administration Capacity
Enhancement Group (BRITACEG) and the Advisory Board
(see Figure 1):
•  The Council is the decision-making body and in charge

of personnel arrangements, strategic decisions, and coor-
dination of BRITACOF and BRITACEG;

•  The Secretariat supports the routine operations of the
Council, BRITACOF and BRITACEG (e.g. regulation
drafting, internal administration issues);

•  BRITACOF is the annual meeting of BRITACOM, and
a permanent platform of dialogue on tax matters;

•  BRITACEG is a network consisting of BRITACOM
member competent tax authorities and certain observers.
It is intended to drive collective tax policy research,
mutual technical assistance and tax training; and

Figure 1 – The governance structure of BRITACOM
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•  The Advisory Board includes representatives of the busi-
ness community, international organisations and academ-
ics. It provides strategic advice drawing on international
expertise and experience.
At present, Chinese investment in the BRI countries is main-

ly focused in the infrastructure sector. With the steady improve-
ment of BRI infrastructure and interconnectivity over time, it is
anticipated that BRI countries will attract further investment in
other traditional and emerging sectors, for example consumer
markets, innovative financing, and TMT. Early moves through

BRITACOM, including the policy research and coordination
efforts of BRITACEG, to resolve intra-BRI tax frictions and
uncertainties should lay the groundwork for this coming stage
of investment. This may include efforts to encourage and sup-
port the adoption of international tax standards across BRI
countries, updating of BRI tax treaties, streamlining tax admin-
istration, and enhanced mechanisms to deal with tax dispute
prevention and resolution. 
The authors would like to thank Yi Zhang, senior tax manager in the
Beijing office, for her contribution to this article.
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China transfer pricing
enforcement: Modernised

approach matures

China has seen the continued evolution of its transfer pricing (TP) enforcement towards a
data-based administrative approach, and away from the more aggressive audit approach of

earlier years. Xiaoyue Wang and Choon Beng Teoh explore the latest trends.

I n last year’s eighth edition of China – Looking Ahead, the article Now
that we got data, what are we gonna do with it? – TP challenges and
opportunities discussed the following three broad issues.
The first was TP compliance. The Chinese tax authorities, to fur-

ther drive TP compliance, had introduced a multi-criteria profit mon-
itoring mechanism for large multinational enterprises (MNEs), as well
as for taxpayers with complex related-party transactions. In 2018, the
Jiangsu Provincial Tax Bureau rolled-out the profit monitoring mech-
anism for 150 large MNE taxpayers. This risk-based profit monitoring
mechanism leverages big data analysis tools and provides the tax
authorities with multiple sources of obtaining information on taxpay-
ers. The mechanism was later introduced in other cities and provinces
by the State Taxation Administration (STA).

The second was ‘non-trade’ transactions. The Chinese tax authorities
continued to centre their enquiries and investigations on non-trade trans-
actions, such as outbound royalty and service fee payments. In particular,
greater scrutiny was applied to taxpayers paying large sums of fees over-
seas despite having a mainly domestic supply chain.

The third was international disputes. The STA increased its
resources and efforts to resolve international disputes through priori-
tising mutual agreement procedure (MAP) cases in line with China’s
commitment to the BEPS Action 14 minimum standards recommen-
dations. As a result, the STA and competent authorities resolved a sub-
stantial number of MAP cases in 2018. There was significant progress
in the advance pricing agreement (APA) negotiations with competent
authorities as well.

In the absence of significant new TP policy or regulatory changes in
China in 2019, these three trends have remained the priorities of the STA.
At the same time, the STA and the local tax authorities have  exhibited a
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pragmatic approach to TP monitoring and enforcement, in
view of the challenging economic environment. 

There are still some important enforcement trends in
2019, which we examine here. The sister chapter Outbound
investment and TP: A more robust framework emerges also
looks at advances with the MAP and APA programmes, par-
ticularly in the context of assisting outbound investment. A
further chapter, Hong Kong SAR’s new TP rules:
Convergence with global norms, looks at the 2018 introduc-
tion of the TP rules, and the comprehensive guidance set
out in 2019.

China’s TP enforcement environment 
In last year’s edition of China – Looking Ahead, the article
Seeing the tax trees from the data forest – managing tax
administration in the digital age explained the steps taken
by the STA to transform the Chinese tax authorities and
make them more tax service oriented. From a TP perspec-
tive, the STA has been redirecting its effort from an inves-
tigative approach to a preventative approach, referred to as
the ‘administration/management’ approach. 

At present, the administration/management divisions
of the tax authorities are primarily responsible for inspect-
ing contemporaneous documentation and related-party
transaction filing forms, while the investigation divisions
conduct TP audits. The planned transition aims to reduce
the relative role of TP formal audits. Going forward, these
are not seen as key tax revenue collection tools for the
Chinese tax authorities and instead a more significant role
pivots to administration/management division reviews and
follow-up queries. 

At the same time, the STA and local tax authorities have
moved away from focusing on the amount of tax collected
as a key performance indicator (KPI) for tax officers. We
observe that tax inspectors in Tier 1 cities are becoming
more commercially aware in their understanding of TP
issues, and are more understanding and reasonable when
conducting TP assessments and audits. The tax authorities
in smaller cities, nonetheless, remain aggressive towards TP
audit targets, especially where local circumstances put them
under pressure to raise tax revenues.

In some audit cases, complications arise in practice over
which tax authority division (the tax inspection division or
the international tax/TP division) should manage TP
audits. TP cases are usually dealt with by the international
tax/TP division, but in some local authorities this can some-
times overlap with other divisions. Where a tax inspection
division asserts its authority, the arguments may not be fully
focused on TP technical matters, which complicates life for
taxpayers. 

A further difference is that tax adjustments imposed by
the international tax/TP division would typically carry less
severe penalties than tax adjustments made by the tax

inspection division. The adjustments made by the interna-
tional tax/TP division are usually subject to payment inter-
est, whereas the adjustments made by the tax inspection
division can carry late tax payment fines, a much heavier
penalty. Having said that, cases initiated by the tax inspec-
tion division, in many instances, would be passed over to the
international tax/TP division if sufficient explanation is pro-
vided to the tax inspection division during the process to
demonstrate that the disputed matters are, in fact, solely TP
related. 

Taking a high-level view, the overall picture is that the
amount of additional taxes collected from formal TP audits
dropped in recent years. It is understood that in 2018 this
was approximately RMB 3.5 billion ($494 million), a reduc-
tion of 30% compared to 2017. The administration/man-
agement approach, conversely, brought in additional taxes
of approximately RMB 54.4 billion in 2018, and is about 8%
higher than in 2017. 

Under the administration/management approach, the
Chinese tax authorities’ focus is on strengthening the
administration of related-party transaction filings and TP
documentation reports to encourage compliance and to
nudge taxpayers to proactively adjust their profits (and tax
paid) to meet the arm’s-length standard. This ‘cooperation
model’ is viewed as a key development area by the STA, and
they are focused on fostering frequent communication
between tax authorities and taxpayers to strengthen tax
administration in China.

The emphasis on TP compliance is evident in the profit
monitoring mechanism, launched in 2018 for large MNEs
and enterprises with complex related-party transactions.
This was discussed at length in the TP chapter of the eighth
edition of China – Looking Ahead. In the Jiangsu province,
where the mechanism was first introduced, the tax authori-
ties have selected a further 70 taxpayers in 2019 to be sub-
ject to the mechanism, bringing the number of taxpayers
under monitoring to a total of 220. The selected taxpayers
have been requested to complete multiple forms, some quite
onerous, so that the tax authorities will be able to provide
specific feedback to taxpayers on improvements/modifica-
tions to their tax risk management systems and TP policies.
The process is not yet complete but, once completed, the
results will be communicated to the relevant taxpayers. 

The Guangdong and Sichuan provinces are adopting the
same approach with support from the Jiangsu province
authorities and the STA. 

Spotlight on service and royalty fees 
The long-standing focus of the Chinese tax authorities on
non-trade related-party transactions continued into 2019. 

The Chinese tax authorities traditionally hold the view
that inter-company cross-border service fee and royalty pay-
ments are high-risk transactions from a TP perspective. The
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authorities still make a point of reviewing transactions of
this type, conducted by Chinese subsidiaries of MNEs, even
where the profit margin left in China remains high follow-
ing deductions for the payments. Of particular interest to
the tax authorities are taxpayers with largely domestic sup-
ply chains, such as automotive parts manufacturers and

 distributors, that source most of their components/materi-
als within China and sell to Chinese customers. The
Chinese tax authorities question the rationale for (and value
of) the support/technology received by the Chinese entity
from overseas related parties, irrespective of which service
fees/royalties arise. 
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To give a sample of recent instances where the Chinese
tax authorities reviewed outbound non-trade payments
made in 2017 and 2018, we might point to the following: 
1) The Shenzhen tax authority’s anti-avoidance branch,

established after the merger of the local and state tax
bureaus in 2018, initiated a preliminary information and
data collection on more than 300 enterprises with large
outbound non-trade payments. It required these enter-
prises to perform self-assessment and make adjustments,
as appropriate; 

2) The Beijing tax authorities, in 2019, have also similarly
increased their efforts on conducting reviews on out-
bound payments; and

3) The Tianjin Port free trade zone tax bureau also issued
review notices to 14 companies that have significant out-
bound payments.
While self-assessments have become a more common

tool used by the Chinese tax authorities, there are various
audit cases we have become aware of through business
engagement or reports in the public domain. 

In an example of a formal audit case, the Anhui tax
authorities reported in December 2018 on their conclusion
of a TP audit on a large outbound payment of service fees
(approximately RMB 120 million), made from a local
Chinese entity to its overseas headquartered company. The
Chinese entity has been making above-average operating
profits for its sector, even after paying these fees. 

In the past, many companies would have thought that
leaving above-average margins in China would give them
some measure of protection. The Anhui tax authorities,
nevertheless, initiated an investigation and focused on the
substance of the intragroup service arrangement. After a
comprehensive fact-finding exercise, the Anhui tax
authorities concluded that the Chinese entity had its own
well-resourced management system and operated its busi-
ness relatively independently. Consequently, payment for
the services from the headquarters could not be reason-
ably justified on substance grounds. The Anhui tax
authorities further revealed that the Chinese entity actual-
ly paid the service fee amount based on a general cost allo-
cation from the headquartered company, and argued that
part of the service charges failed to pass the ‘benefits test’.
The Anhui tax authorities disallowed the deduction for a
portion of the service fees, resulting in a tax adjustment of
RMB 8.2 million.

The Ningxia Yinchuan economic and technical develop-
ment zone’s (ETDZ) tax authorities reported, in September
2018, of a case where a Chinese-based taxpayer, as a service
recipient, entered into service agreements with two service
providers (one with a Hong Kong SAR related party and
another with a second related-party entity) for similar consult-
ing services. During the investigation, the Yinchuan ETDZ
authorities concluded that the Hong Kong SAR entity did

not have sufficient technical capability and business substance
to be able to provide the consulting services noted in the serv-
ice agreement. The authorities disallowed the deduction for
the fees paid to the Hong Kong SAR entity, resulting in a tax
adjustment of approximately RMB 1.4 million.

With respect to licensing transactions, MNEs should
ensure that royalty fee recipients have the necessary sub-
stance to control and perform development, enhancement,
maintenance, protection and exploitation (DEMPE) func-
tions related to intangibles. This is crucial to sustaining the
position that the recipients are entitled to the royalty fee as
intangible asset legal/economic owner. The DEMPE analy-
sis framework was introduced into the OECD TP
Guidelines for Multinational Enterprises and Tax
Administrations issued in July 2017 (OECD TP Guidelines)
following the BEPS project and adopted by China in
Announcement 6, also in 2017. 

From the point of view of sustaining the taxpayer TP
position vis-a-vis the Chinese tax authorities, it is generally
preferable to align legal ownership with the control and
performance of DEMPE functions and substance.
However, it can be acceptable to the authorities that the
legal owner of the intangible and the entity performing
DEMPE functions are different entities. In this regard, the
Chinese tax authorities can accept that MNEs may prefer
to centralise legal ownership of the intangibles in one enti-
ty for ease of tracking, for example in the headquarter enti-
ty, but that the substance and the actual performance and
control of DEMPE functions are in the operating entities.
However, for such cases, the Chinese tax authorities take
the position that the entity with such centralised legal
ownership should be located in the same jurisdiction as
those conducting substantive activities, so that there is no
tax advantage to be gained from separating legal owner-
ship from performance of DEMPE. 

Substance requirements are now being further raised
across the world, with offshore jurisdictions such as the
Cayman Islands having enacted economic substance laws in
response to peer review demands by the forum on harmful
tax practices, which continues to pursue action on harmful
tax practices pursuant to BEPS Action 5. The EU code of
conduct group is making even greater demands. Commonly
seen holding, finance and IP management structures located
in the Cayman Islands and elsewhere will have adapt to these
economic substance laws or otherwise be ‘structured out’.
MNEs – and especially Chinese ‘going-out’ enterprises – are
consequently having to revisit their structures, not only
merely in response to economic substance laws but also for
overall TP risk management purposes. As noted above,
structures that lack substance are already under pressure
from a TP perspective. Details of these economic substance
laws are discussed in the chapter, Offshore economic substance
laws: Implications for Hong Kong SAR’s funds sector. 
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Equity transfers
In the TP chapter of China – Looking Ahead’s eighth edi-
tion, we noted that more equity transfer TP audit cases are
being reported. This trend has continued in 2019, with sev-
eral reported cases detailed below. 

A recently concluded equity transfer case was reported
by the TP team of Changchun tax authority in March
2019, published on the website of the China TP News. A
joint-venture (JV) set up in Changchun had incurred con-
secutive losses for a number of years, and its foreign
investor decided to divest and sell all of its JV equity to the
domestic investor. Both parties held the position that no
gain should be recognised on the equity transfer, noting
the sustained business losses. 

However, the Changchun tax authority’s TP team found
that the value of the land use rights controlled by the JV had
increased enormously over the 10 years they had been held
(they had originally been purchased at a relatively low price).
The land value was reported in the books of the JV using the
cost method. The authorities rejected this as a valid measure
of arm’s-length value for determining the equity transfer
price, and demanded market valuations be obtained. A val-
uation was later performed by professional firms, and a tax
adjustment of approximately RMB 50 million was made.

An enforcement case was also reported in relation to an
equity transfer in Kunshan, Jiangsu province (reported in
Jiangsu Economic News in July 2018). In this case, the tax
authorities initiated an investigation regarding the equity
transfer of a Chinese entity with a multi-level overseas own-
ership structure, headquartered in the British Virgin Islands
(BVI). The subsidiaries were all registered in tax haven juris-
dictions. As required by the TP regulations, the transfer of
equity was disclosed in the TP local files and this attracted

the attention of the tax authorities. Accordingly, the author-
ities prepared a comprehensive analysis and concluded that
this intra-group equity transfer was not priced at arm’s
length. After several rounds of discussions and negotiations,
the Chinese entity and the authorities mutually agreed with
a tax adjustment of more than RMB 20 million.

As with all the equity transfer cases, a tax valuation report
is often important evidence to demonstrate that there have
been adequate studies undertaken by taxpayers on the trans-
fer, and the values have been appraised using the most
appropriate valuation methods. The local tax authorities
now routinely expect such tax valuations to be performed. 

Looking ahead
In China, the increasing sophistication of the STA and the
local tax authorities, in terms of their TP knowledge and the
enhanced tools at their disposal, means that taxpayers are
constantly on the surveillance radar. As noted in this chap-
ter, non-trade payments and equity transfers are key transac-
tions that will constantly be reviewed by the Chinese tax
authorities. However, at the same time taxpayers expect bet-
ter tax services from the STA and local tax authorities, and
the latter are seeking to respond to this demand. 

It is imperative for MNE taxpayers, outbound and
inbound alike, to be able to defend their TP models and
have strong documentation in place. The cooperation
model advocated by the STA encourages frequent commu-
nication between the taxpayers and the STA, as well as the
local tax authorities. This will hopefully smooth the relation-
ships between the parties and may make future investiga-
tions and interactions less confrontational. 
The authors would like to thank Alfred Wang, KPMG China senior manager,
and Lino Lv, KPMG China manager, for their contributions to this article.
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Outbound investment and TP:
A more robust framework

emerges

China outbound investment is now taking place against the backdrop of an increasingly robust
and supportive TP framework. Xiaoyue Wang, and Choon Beng Teoh examine issues for
enterprises, the MAP and APA programmes and their relevance to BRI investments.

I n recent times, there has been an increasing focus by the Chinese tax
authorities on outbound investment and business activity by MNE
groups with their headquarters in China. One of their first priorities is to

examine whether the headquarter entities charge any service fees to group
subsidiaries outside China. If services have in fact been rendered, and the
service recipients benefit from these services, the transfer pricing (TP) reg-
ulations require that such costs be charged out by the service providers.

Based on our experience, Chinese outbound companies do not usually
charge out the costs they incur for supporting the wider group (for
example finance, human resources, legal, IT and other corporate head
office costs). If they do charge out it is sometimes done haphazardly. For
these groups to get up to speed with proper TP compliance, intragroup
charging arrangements need to be appropriately designed and imple-
mented. This includes identifying the appropriate cost base, determining
the manner in which corporate support is provided to each overseas sub-
sidiary, calculating the service charges either via direct charges or indirect
charges, and applying arm’s-length mark-up rates for each of the services.
Both the Chinese and overseas tax authorities responsible for the group
subsidiaries are equally interested that service charges are set appropriate-
ly among group companies.

As a further point, many ‘going-out’ enterprises have large-scale oper-
ations that meet the threshold for the preparation and submission of
country-by-country (CbC) reports. China made mandatory the annual
submission of CbC reports when it adopted the OECD BEPS Action 13
three-tier documentation, with State Taxation Administration (STA)
Announcement 42 issued in 2016. 

The CbC report contains information on large MNE groups’ oper-
ational footprint, breaking down a group’s revenue, profits, tax and
other attributes by tax jurisdiction. The Chinese requirements are in
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line with the OECD requirements. Groups with consoli-
dated annual revenue of at least RMB 5.5 billion ($778
million), with their ultimate parent company in China (or
a Chinese entity appointed by its group to file the CbC
report), must file the CbC report in China by May 31: five
months after the close of the financial year end of the
group. This, in effect, means that enterprises filing the
CbC reports in China have a rather small window of time
between the closing of the financial books and the prepa-
ration and submission of the CbC reports.

The Chinese tax authorities have indicated that the qual-
ity of the CbC reports they have received is less than satis-
factory. Given the importance of the submission, and the
potential for them to be exchanged with other tax authori-
ties around the world (who may query inconsistencies or
anomalies), it is imperative for taxpayers to ensure that the
CbC reports meet the necessary standards. The preparation
of the CbC reports should follow the guidance provided by
the Chinese tax authorities and that issued by the OECD.
Furthermore, taxpayers should ensure that that their report-
ing systems are able to extract the relevant financial informa-
tion and data required by the CbC report. This should
ensure minimal human intervention to reduce risk of errors. 

To date, the Chinese tax authorities have activated the
multilateral exchange of CbC reports with 44 tax jurisdic-
tions, largely through the CbC Multilateral Competent
Authority Agreement (MCAA). Such a large exchange net-
work increases the potential tax exposures of Chinese out-
bound MNEs in foreign jurisdictions. 

The Chinese tax authorities, having received the informa-
tion contained in the CbC report, proceed to conduct vari-
ous analyses to identify the TP risks of the MNE group. The
analyses are generally conducted at the level of the local tax
authorities and the results are shared with the STA. The STA
is the conduit for cross-border exchange in the event that
any of the information needs to be exchanged with overseas
tax authorities.

The OECD has published a handbook, The Country-by-
Country Reporting: Handbook on Effective Tax Risk
Assessment, and it explains how this can be done. This takes
into account the different approaches to tax risk assessment
applied in different countries, the types of tax risk indicator
that can best use the information contained in CbC reports,
and the challenges that may be faced by tax authorities in
interpreting and applying the risk assessment results. It
shows that CbC reports can be a very important tool for the
detection and identification of TP risk and other BEPS-
related risks, used alongside other information that a tax
administration typically holds, and gives the authorities leads
for further enquiries. However, it also cautions on the risk
that simplistic and misleading conclusions may be drawn if
CbC reports are used in isolation. The guidance is generally
used as a reference by the Chinese tax authorities in practice.

The OECD handbook identifies 19 risk indicators that
could be derived from the information contained in the
CbC report. The OECD emphasises that none of these
potential indicators should be taken by themselves to sug-
gest that a group poses an increased tax risk in a jurisdiction.
Rather, they may be combined in different ways to build an
overall picture of the level of tax risk posed by a group. The
19 risk indicators are: 
1)  The footprint of a group in a particular jurisdiction;
2)  A group’s activities in a jurisdiction are limited to those

that pose less risk;
3)  There is a high value or high proportion of related party

revenues in a particular jurisdiction;
4)  The results in a jurisdiction deviate from potential com-

parables;
5)  The results in a jurisdiction do not reflect market trends;
6)  There are jurisdictions with significant profits but little

substantial activity;
7)  There are jurisdictions with significant profits but low

levels of tax accrued;
8)  There are jurisdictions with significant activities but low

levels of profit (or losses);
9)  A group has activities in jurisdictions which pose a

BEPS risk;
10)A group has mobile activities located in jurisdictions

where the group pays a lower rate or level of tax;
11)There have been changes in a group’s structure, includ-

ing the location of assets;
12)Intellectual property (IP) is separated from related activ-

ities within a group;
13)A group has marketing entities located in jurisdictions

outside its key markets;
14)A group has procurement entities located in jurisdic-

tions outside its key manufacturing locations;
15)Income tax paid is consistently lower than income tax

accrued;
16)A group includes dual resident entities;
17)A group includes entities with no tax residence;
18)A group discloses stateless revenues in Table 1 of the

CbC report; and
19)Information in a group’s CbC report does not corre-

spond with information previously provided by a con-
stituent entity.
Chinese outbound enterprises are, therefore, reminded to

extract data as accurately as possible in completing the CbC
reports and assess the risks that may arise to minimise risk of any
potential future tax challenges by the authorities. For example,
as noted in the sister TP chapter, China transfer pricing enforce-
ment: Modernised approach matures, the CbC report is one of
the data sources leveraged for conducting risk assessment under
tax authority profit monitoring mechanisms. Consequently,
it is important that the output of the risk assessment is not
influenced by the inconsistent data from the CbC report.
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Further, in light of various factors such as global trade
tensions, the rise of costs operating in China, the impact of
economic substance rules on group structures, and the
impending changes to the international tax rules through
BEPS 2.0, it is important to reflect the arrangements of the
MNE group in the CbC report accurately and to tell a con-
sistent story to all tax authorities, including in China.

Mutual agreement procedures
China is acutely aware that a swift response to international
tax disputes, along with the provision of tax certainty to tax-
payers, are vital to maintaining the flourishing international
trade promoted by the country’s leadership. 

In a global climate that has seen some major economies
taking a backward step by erecting protectionist measures,
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China has been unrelenting in advocating enhanced global
trade, not least through its Belt and Road Initiative (BRI).
In this regard, China is committed to ensuring efficient
resolution of international tax disputes through judicious
use of mutual agreement procedures (MAPs), and aims to
meet the MAP minimum standards set out in the BEPS
Action 14 paper. It also seeks to provide tax certainty
through an enhanced advance pricing agreements (APA)
programme. These programmes are intended to support
certainty for outbound and inbound investment. In 2018,
the STA facilitated cross-border tax settlements and con-
ducted bilateral consultation with 11 treaty partners across
167 cases. A total of RMB 3.6 billion of double taxation
was eliminated for taxpayers.

MAP caseloads have been increasing dramatically world-
wide. According to OECD statistics, the opening inventory
of TP-related MAP cases in 2018 was 1,132 cases, excluding
backlog cases that started before January 1 2016. A total of
930 cases were newly started in 2018, while 394 cases were
closed. The end-2018 inventory of TP-related MAP cases
was 1,668. 

In China, the 2018 statistics (excluding backlog cases
that started before January 1 2016) show that there were 44
TP-related MAP cases at the start of 2018. Throughout
2018, the STA started 13 TP cases and concluded 20 TP
cases, bring the TP-related case closing inventory at the end
of 2018 to 37. For cases started before January 1 2016, the
average time to close TP cases was 46.89 months, whereas
for cases started from January 1 2016, the average time to
close TP cases was 17.76 months.

The tax authorities in China and elsewhere have accel-
erated their negotiation and conclusion of MAP cases,
adding more resources to MAP teams. A critical aspect of
BEPS Action 14, spurring on tax authority MAP efforts,
is the peer review process, whereby the effectiveness and
efficiency of a jurisdiction’s MAP processes are assessed by
peer jurisdictions. 

The seventh batch of dispute resolution stage one peer
reviews was launched at the end of 2018, which included
mainland China and Hong Kong SAR, and was performed in
the first half of 2019 – the results are still pending. Stage one
peer review assesses countries against the terms of reference
of the BEPS Action 14 minimum standard, according to an
agreed schedule of review. The subsequent stage two peer
review focuses on monitoring tax authority follow-up on any
recommendations set out in the stage one peer review report.

A MAP case completed by Chinese and Indian tax
authorities last year provides a good example on the willing-
ness of the competent authorities to swiftly resolve tax dis-
putes. The taxpayer in question was a large-scale
outbound-investing Chinese MNE, which had been operat-
ing in India for more than 10 years. The Indian local tax
authorities asserted that the Chinese MNE had an Indian

permanent establishment (PE) and sought to impose a sig-
nificant tax liability on the basis of large attributed profits.
Through successful MAP negotiations, the final adjustment
agreed by both competent authorities was significantly
reduced. The MAP case resolution only took one round of
negotiations and four months from application to open the
MAP to the conclusion of the case. The successful conclu-
sion of the MAP had a crucial impact on the client, by effec-
tively giving it tax certainty in relation to its existing Indian
operations, as well as setting a solid basis for the future
development of its Indian market activities.

In addition to speeding up the conclusion of MAP
cases with competent authorities, China is also consider-
ing other mechanisms to supplement MAP that can dis-
pose of cases efficiently. The MAP article of the double
tax treaties entered into by China does not include a
mandatory arbitration mechanism. China’s long-standing
view has been that permitting a third party to resolve tax-
ation matters would weaken its sovereignty over tax col-
lection. However, at present various ideas for improving
dispute resolution are being floated and discussed by the
STA and wider tax community.

Ideas of interest were raised at a China-France tax author-
ity-sponsored seminar on BRI tax dispute resolution mech-
anisms, held in summer 2019 at the Taxation Research
Institute of the STA. France is an observer country within
the BRI Tax Collection and Cooperation Mechanism
(BRITACOM), and so was keen to support this. Experts at
the seminar agreed that innovative BRI dispute mechanisms
are needed to ensure that budding BRI economic partner-
ships are not hampered by tax disputes, which can be exac-
erbated by unclear or complex tax rules, excessive
documentation requirements, and unpredictable tax treat-
ments. In particular, TP rules and administrative practices in
many BRI emerging economies are still at a developing
stage, and aggressive TP adjustments can frequently be
observed. As BRI tax authorities can be resource-strapped,
resolution of TP adjustment-related double taxation can
take a long time. 

Panellists from China at the seminar, which included rep-
resentatives from the Chinese tax authorities and university
professors, suggested that the MAP clause in BRI double tax
treaties could be strengthened by inserting a clear timeline
for the resolution of disputes. One of the panellists suggest-
ed including arbitration as a supplemental method, to be ini-
tiated when the MAP fails to resolve a particular tax dispute.
However, they suggested that clear parameters for initiating
an arbitration proceeding would need to be established. The
panellists also explored the idea of including mediation as
part of the resolution process. 

The openness of the panellists signals China’s commit-
ment to facilitating trade and investment among the BRI
economies. So far, to our knowledge, there has not been
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any further indication directly from the STA regarding its
position on arbitration or other measures to speed up the
resolution of MAP cases. However, as can be seen from the
above, all possibilities are up for debate. 

Advance pricing agreements 
Similarly, the STA has maintained its focus on steadily pro-
moting the work of bilateral APA negotiation with compe-
tent authorities. The progress made in the past few years on
the APA programme is in line with the STA’s commitment
to prevent double taxation and providing certainty to tax-
payers. As noted in last year’s TP chapter, there was a signif-
icant increase in STA resources for APA and MAP work in
the previous two to three years, which means that more
Chinese and foreign MNE taxpayer APA/MAP arrange-
ments can be expected to be facilitated, going forward.

The latest statistics in the 2018 Annual Report published
by the STA, show that the total cumulative number of APAs
signed by the STA with the taxpayers between January 1
2005 and December 31 2019 reached 156, consisting of 89
unilateral and 67 bilateral APAs. 

In 2018 alone, two unilateral APAs and seven bilateral
APAs were concluded and signed. Of the seven bilateral
APAs, five were concluded with Asian countries, one was with
a European country and another was with a North American
country. In contrast, 2017 saw a total of eight APAs signed
with the STA, consisting of three unilateral APAs and five
bilateral APAs. Most of the APAs signed in 2018 involve the
manufacturing industry, a similar trend seen in the past years. 

The 2018 Annual Report also described the number of
APAs concluded between 2005 and 2018 by transaction
type and agreed TP method. The largest portion of trans-
actions involved the transfer of the right to use or owner-
ship of tangible assets, which appeared in 136 concluded
APAs. For the most part, taxpayers requesting APAs were
manufacturing entities. The second largest grouping
involved the transfer of the right to use or ownership of
intangibles, which appeared in 31 concluded cases, fol-
lowed by the provision of services, which was covered in
42 concluded APAs. The 2018 Annual Report states that
the STA expects the share of tangible-asset transactions to

decrease relative to other transaction types, with an
increasing number of service companies deciding to apply
for APAs in light of China’s tertiary industry development.

APAs are known to take a relatively long time to con-
clude, depending on the complexity of a particular case and
how collaborative the competent authorities are at the nego-
tiation table. However, APAs can also be concluded relative-
ly quickly, even for bilateral APAs, as evidenced in Table 1.
The table was extracted from the 2018 Annual Report and
shows the time taken from application to conclusion for the
nine APAs signed in 2018. 

Taxpayers can choose to apply for a unilateral APA which,
in theory, can be resolved quicker. However, it does not
fully resolve double taxation in all cases. Therefore, in decid-
ing whether to file for a unilateral or bilateral APA, taxpayers
should take into account the following:
a)  If the related-party transaction amount is not large and

the types of transactions are not extensive, a unilateral
APA may be sufficient to obtain tax certainty. 

b) If the transaction amount is large, and the nature of the
transaction or the business model is complex (for instance
if the transactions involve intangible assets and group
services), applying for bilateral APAs can greatly reduce
TP risks for enterprises and avoid double taxation.
The STA has indicated that it will prioritise certain APA

requests taking into account the following factors: 
a)  First come, first served. Therefore, taxpayers should

make early preparations to get a head start if they are
interested in an APA.

b) The quality of the submission package. The submission
package should include answers to the following ques-
tions: Have all the required documents been submitted?
Has sufficient documentation clearly evidencing the
transactions throughout the entire value chain been pro-
vided? Is the proposed TP policy and methodology rea-
sonable and justifiable? Are the calculations correct?

c)  The STA may consider whether the applicant is in a spe-
cific industry or located in a specific region that merits
prioritised attention.

d) For a bilateral APA request, whether the bilateral APA
partner country (or region) has the intention to accept

Table 1

Type From application to conclusion (with respect to APAs signed by China in 2018)

1 year
(including 1 year)

1 – 2 years
(including 2 years)

2 – 3 years
(including 3 years)

More than 3 years Total

Unilateral 2 0 0 0 2

Bilateral 1 0 1 5 7
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the case and pursue the bilateral APA will also be an
important factor for consideration. 
Among the four factors above, tax authorities value the

quality of the submission package the most. Additionally,
the tax authorities have been exploring other appropriate TP
methods apart from the traditional and widely adopted
transactional net margin method (TNMM). The TNMM
was the most common approach applied in both unilateral
and bilateral APAs concluded between 2005 and 2018.
Therefore, a submission that proposes an innovative applica-
tion of TP methods (for example, the residual profit split
method) is likely to merit the STA’s prioritised attention. 

Similarly, high quality quantitative analyses for intangi-
bles (particularly local market intangibles), cost savings or
market premium, issues that are close to the heart of the
STA and often used as arguments for allocating more MNE
profits to China, are very much welcomed by the STA.

Apart from clarifying the requirements that taxpayers
should meet in pursing an APA application, the STA and
local tax authorities, in their bid to provide more stream-
lined taxpayer services, are also developing a simplified APA
application approach. 

The Shenzhen tax bureau is already piloting such an
approach, and there are indications that the Beijing tax
bureau may also introduce the simplified APA application
approach. The simplified APA application approach under
the pilot programme is made available to taxpayers with sim-
ple and clear related-party transactions and functional pro-
file, and to taxpayers whose profile is familiar to the
Shenzhen tax bureau. Under the trial, the Shenzhen tax
bureau will select a small number of cases to establish some

precedent cases. The feedback received is expected be used
to further enhance the process and the STA may replicate
the process across all regions in China. 

Looking ahead
For cross-border disputes that need to be resolved through the
MAP and APA processes, the increased resources at STA level
and its pro-activeness will certainly facilitate more cases to be
resolved for past disputes and secure future tax certainty. The
STA has been open to matters concerning international coop-
eration. Consequently, the results of the OECD stage one peer
review on China’s MAP process will be much anticipated. 

On managing future TP risks through the APA pro-
gramme, the STA welcomes quality submission APA pack-
ages with analyses that include local market intangibles and
location specific advantages. With the STA also piloting a
simplified application process, the STA is making the APA
more accessible to taxpayers, particularly those with relative-
ly simpler transactions. 

As discussed in the chapter, BEPS 2.0: What will it mean
for China?, efforts to update the global international tax
framework may result in fundamentally new approaches to
international profit allocation (at least for large in-scope
enterprises) and increased demands on China’s dispute pre-
vention and resolution capacities. As details emerge of this
new framework (assuming global agreement can be
achieved), renewed assessment will need to be given by the
STA and by the tax community as to how tax certainty can
be achieved in future.
The authors would like to thank Alfred Wang, KPMG China senior manager,
and Lino Lv, KPMG China manager, for their contributions to this article.
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Hong Kong SAR’s new TP rules:
Convergence with global norms

In 2018, Hong Kong SAR enacted TP legislation, a significant step in aligning its tax rules with
international standards. Karmen Yeung, Irene Lee and Tanya Trantallis set out the key features

of the rules and their compliance requirements.

H ong Kong SAR has seen considerable changes in its taxation land-
scape in recent years. One of the most notable and significant
changes was the enactment of its TP legislation on July 13 2018.

This came in the form of Inland Revenue (Amendment) (No. 6)
Ordinance 2018, which was subsequently added as part of the Inland
Revenue Ordinance (the IRO). 
This enactment affirms the Hong Kong SAR’s Inland Revenue

Department’s (IRD) commitment to align the territory with the interna-
tional tax landscape and to implement the measures under the OECD
BEPS Action plan. It codifies the arm’s-length principle into the IRO. 
Following the enactment, the IRD also published three departmental

interpretation and practice notes (DIPNs) on July 19 2019, which are
DIPN 58: TP Documentation and Country-by-Country Reports, DIPN
59: TP Between Associated Persons, and DIPN 60: Attribution of Profits
to Permanent Establishment in Hong Kong. These provide further guid-
ance to taxpayers on the interpretation of the TP rules within the IRO. 

IRO’s key mandates
The IRO mandates implementation of the arm’s-length principle as the fun-
damental TP rule in Hong Kong SAR. The IRO empowers the IRD to
adjust profits or losses where a transaction between two related parties
departs from the transaction that would have been entered into between
independent persons, in cases in which this has created a tax advantage (TP
Rule 1). DIPN 59 further explains the application of the arm’s-length prin-
ciple and reiterates that the IRD generally follows the OECD TP Guidelines.
Domestic related-party transactions that meet certain criteria and

transactions that were entered into or were effected before the com-
mencement date of the relevant TP provisions within the IRO (July 13
2018) are exempt from the application of TP Rule 1. 
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The IRO mandates taxpayers to prepare three-tiered TP
documentation, which consists of a country-by-country
(CbC) report, master file and local file. The requirements
and information to be included in this TP documentation
are in line with the OECD TP Guidelines, without any sig-
nificant deviations or peculiarities as such. 
Hong Kong SAR entities are required to prepare master

files and local files for accounting periods beginning on or
after April 1 2018, unless they meet the exemption thresh-
olds specified within the IRO. There are two exemption cri-
teria under the IRO, focusing on both the business size of
the entity and the quantum of related-party transactions. 

The Hong Kong SAR exemption threshold has referenced
certain elements of mainland China’s TP requirements, but
is comparatively one of the more lenient requirements with-
in the Asia-Pacific region. 
Hong Kong SAR taxpayers that are not subject to TP

documentation rules are nevertheless encouraged to keep
on file documentation to illustrate that reasonable effort has
been made in determining the arm’s-length price for relat-
ed-party transactions. 
It is the IRD’s view, that having robust TP documenta-

tion that is in full compliance with the Amendment
Ordinance will place taxpayers in good stead when it comes

to tax or TP audits. The documentation will serve as the first
line of defence in any tax or TP examination and allow the
taxpayer to demonstrate that it has made reasonable efforts
to ensure that the related-party transactions entered into are
in compliance with the arm’s-length principle. In this
respect, having a comprehensive and robust TP documenta-
tion can serve as basis for penalty waiver to some extent. 

CbC, IP and PE 
Groups with an annual consolidated revenue exceeding
HK$6.8 billion will be required to file CbC reports for
accounting periods beginning on or after January 1 2018.
Hong Kong SAR is a signatory to the Multilateral
Competent Authority Agreement (MCAA) and has acti-
vated exchange relationships of CbC reports with various
tax jurisdictions worldwide (57 jurisdictions). These
exchange relationships are expected to expand over time,
thereby increasing the TP risks for operations in Hong
Kong SAR. 
The IRO has also introduced a new specific deeming pro-

vision (section 15F) to align TP outcomes with value cre-
ation in the context of IP. This has significant implications
for taxpayers that carry out value-creating DEMPE func-
tions in Hong Kong SAR which contribute to any IP held
by an overseas related party. The effective date of section
15F has been deferred for 12 months: for the year of assess-
ment beginning on or after April 1 2019. Taxpayers should
ensure compliance with the arm’s-length principle and
properly document the TP position supporting their IP
strategy in case of any challenges from the IRD. 
Provisions covering permanent establishment (PE) were

also set forth in the TP legislation. TP rules are applicable to
any non-resident which has a PE carrying out a trade, pro-
fession or business in Hong Kong SAR. DIPN 60 provides
guidance as to how profits should be attributed to a PE –
the income or loss is to be determined through use of the
authorised OECD approach (AOA). The AOA is a two-step
profit attribution approach that firstly hypothesizes the PE
as a separate enterprise by way of functional analysis, and
secondly identifies the key entrepreneurial risk taking
(KERT) functions (for financial institutions (FI))/signifi-
cant people functions (for non-FI). DIPN 60 states that the
master file and local file are equally applicable to a PE. 

Looking ahead
The enactment of Hong Kong SAR’s TP rules affirms the
IRD’s commitment to enhancing the Hong Kong tax sys-
tem’s compatibility with international tax standards. The
IRD has indicated that it is likely to carry out site visits
during TP examinations, which is very different from the
past desktop-style investigations. This means that proper
and accurate documentation (in particular functional
analysis) will be very important. 

Master and local files exemption criteria
Taxpayers will NOT be required to prepare master file (MF) and
local file (LF) if they meet either one of the following two exemp-
tion types:

a) Based on size of business (any two of three criteria)
    •   Total annual revenue ≤ HK$400 million ($51 million) 
    •   Total assets ≤ HK$300million ($39 million) 
    •   Average number of employees ≤100

OR

b) Based on related party transactions (for that particular
category of transactions)˟

    •   Properties (excludes financial assets/intangibles) ≤
HK$220million ($28million)

    •   Financial assets ≤ HK$110million ($14million)
    •   Intangibles ≤ HK$110million ($14million)
    •   Any other transactions (e.g. service income/royalty

income) ≤ HK$44million (6million)

* Specified domestic transactions between associated persons
will not be taken into account when determining whether the
exemption thresholds in respect of the four categories of relat-
ed party transactions are met.
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While the IRD has not indicated any particular indus-
tries as audit targets, certain industries (for example, asset
management) have in the past generated interest and
attention from the tax authorities. Companies with relat-
ed-party transactions, such as service transactions, financ-
ing transactions, intangibles, and other, will also generate
attention from the IRD. Taxpayers should ensure reason-
able effort has been exercised in determining and defend-
ing their TP policies. 
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Tanya is a member of CPA Australia, has a bache-
lor’s degree in commerce (accounting and finance) at
the University of Melbourne and a master’s degree in
business administration at the Hong Kong University
of Science and Technology.

Irene Lee
Partner, Tax
KPMG China

Hong Kong SAR
Tel: +852 2685 7372
irene.lee@kpmg.com 

Irene Lee is a partner in the Hong Kong SAR transfer
pricing team, focusing on the financial services indus-
try. She has more than 13 years’ experience providing
TP services to leading regional and multinational
groups, including banking, insurance and asset man-
agement, consumer and retail market, technology
and start-up businesses. 
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Tax administration and
compliance management:

Steady progress follows reforms

China merged its previously separate state and local tax authority systems in 2018. This has
provided a basis for improvements in tax administration and services, and required taxpayers

to adapt. Michael Li, Tracey Zhang and Fang Wei explore the changes. 

I n last year’s eighth edition of China – Looking Ahead the article
Adding wings to a tiger: Data in tax enforcement in China looked at a
number of significant changes in the structure and organisation of

Chinese tax administration. Of particular importance was the merger of
the thousands of local tax bureaus (LTBs) and state tax bureaus (STBs),
which previously existed in parallel in each individual tax district within
China. Another important development was the abolition of tax ‘pre-
approval’ and ‘recordal’ requirements, as part of China’s transition to a
more self-assessment-based tax system; this was coupled with the issuance
of detailed guidance on the on-file documentation taxpayers would need
to keep in order to support their tax positions on audit. 
This year we detail how the latest tax administration improvements

have sought to build on the 2018 changes, and how enterprise in-house
tax management practices have sought to keep pace.

The government’s new priorities 
Building on the STB-LTB merger in 2018, the national government has
identified a number of new focus areas for further enhancing tax adminis-
tration efficiency and taxpayer services. These interlink with the govern-
ment’s broader multi-year programme of reducing red tape and regulatory
burdens and improving the overall Chinese business environment; for
example, by reducing the time it takes to establish/liquidate companies,
etc. This has already resulted in China’s ranking in the World Bank’s 2019
Doing Business report rising from 78th to 46th, out of 190 countries. 
In the latest announcement, Premier Li Keqiang outlined a series of

priorities in June 2019 that were subsequently set out in the official
notice Guo Ban Fa [2019] No. 39 (Circular 39). On the tax side, these
interlink the Fang-Guan-Fu programme, translated as ‘one service stan-
dard, one administrative procedure, and one rule for law enforcement’.
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It requires the State Taxation Administration (STA) and
other government agencies to draft and implement detailed
regulations to achieve the following, in many cases by the
end of 2019: 
•  Implementation a ‘one-stop shop’ process for new enter-
prise set-up. This is to cover the plethora of various
licences and registrations needed for a new company,
which previously required applications to multiple sepa-
rate authorities. These include the business licence, com-
pany stamp, official tax invoice arrangements, tax control
equipment, social security registration, housing funds
registration, and others. The processes have already been
consolidated to a certain degree, as noted in last year’s
chapter. The goal now is to complete the consolidation
process. Pursuant to Circular 39, in September 2019 it

was announced (in Guo Ban Fa [2019] No. 89) that pilot
reforms in this space in Beijing and Shanghai would be
rolled out nationally.

•  Implementation of ‘one-website’ processing of enterprise
de-registration, so that the process can be completed
simultaneously with all the relevant agencies (tax, social
security, commerce, customs, etc.). 

•  Establishment of a national unified digital tax invoice
platform to provide free e-invoice issuance service to tax-
payers. E-invoicing is to be expanded from general tax
invoices (for example, for CIT deductions) to special tax
invoices (for VAT input credits) within a short timeframe.
Building on Circular 39, in August improvements to the
invoice management system were outlined in
Shuizonghan [2019] No. 223 and No. 243, with more
to follow.
The launch of a national unified digital tax invoice plat-

form is of particular importance. It helps to further reduce
risk of invoice fraud (for example, fraudulent VAT input
credits, CIT deductions and more), by allowing more effec-
tive cross-checking by the tax authorities. It also provides
useful statistical data on economic performance to the gov-
ernment policymakers.
The platform also facilitates further integration of enter-

prise in-house tax management systems with tax authority
invoicing systems. This could drive automation of output
VAT special invoice issuance to customers, the verification of
the input VAT special invoices received from vendors, and
the integration of accounting systems/e-filing systems.

Post STB-LTB merger 
We have observed developments in tax administration prac-
tices following last year’s STB-LTB merger. In many cases,
these constitute a continuation of new trends which had
emerged in recent years.
In last year’s chapter, a trend was noted whereby Tier 1

city (Beijing, Shanghai, Guangzhou, etc.) tax authorities
had in many cases become more ‘reasonable’. For taxpayer
cases where complex commercial arrangements were in
point (for instance, cross-border restructurings) the author-
ities appeared to being showing more commercial sophisti-
cation and sensitivity in deciding on the tax treatment. At
the same time, it was noted that in lower tier cities the tax
authorities were becoming more aggressive. This was driven
by the greater pressure these cities were under to raise tax
revenues and, in some cases, the grounds on which tax was
imposed could be quite unreasonable.
Increasing ‘reasonableness’ amongst Tier 1 city tax

authorities has been observed in a number of contexts:
•  Tier 1 tax authorities are becoming more open to listen-
ing to taxpayer and tax advisor interpretations of tax rules
in complex cases – for instance, restructuring cases falling
under the Announcement 7 indirect disposal rules. Tier 1
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city authorities have been seen to adopt a certain degree
of flexibility, such as where it is difficult to say whether
the very strict literal terms of the Announcement 7
restructuring safe harbour have been met.

•  Some Tier 1 tax authorities have been seen to adopt rea-
sonable approaches in seeking to understand and accom-
modate companies facing economic difficulties. This has
particularly been seen to be the case in the context of the
China-US trade frictions. An example is where companies
restructure to deal with the economic challenges, and
make taxable intragroup transfers of assets and entities for
which valuations are required. In some cases, tax author-
ities in Tier 1 cities have been seen to accept valuations,
put forward by taxpayers, which show future profit pro-
jections lower than current and historic levels. The eco-
nomic stresses of the current era are being acknowledged
by the authorities in a commercially sensitive way, and in
a way that was less often seen in the past.

•  For treaty relief cases, there is a mixture of increased
rigour of enforcement, coupled with an increasing degree
of commercial sensitivity for treaty relief evaluations. In
some Tier 1 cities, the authorities have taken a more
open-minded view that was the case in the past. Rather
than simply dismissing treaty relief applications out of
hand where the overseas treaty claimant has limited per-
sonnel, the authorities have been seen to encourage tax-
payers to set out their position why they thought relief
was justified, in the context of the commercial arrange-
ments supporting their specific business model.
Of course, there are still plenty of instances in which tax

authorities in Tier 1 cities take harsh and unbending posi-
tions, but the overall trend is seen as positive. At the same
time, a less favourable position is often seen in Tier 2 and 3
cities, whether in terms of services, coordination or admin-
istrative approach. For example, some Tier 2 and 3 city local
tax authorities still heavily review the application for treaty
relief, instead of implementing the current lighter record fil-
ing procedures. This is despite the changes made under STA
Announcement 60 already being several years old. 
Turning specifically to the effects of the STB-LTB merg-

er, this is seen to have produced some positive results. We
have noted efforts made by the merged tax authorities to cut
red tape and improve services. In many cases they have
achieved significant time improvements, and lessened docu-
mentation and procedural requirements, for new company
setup, inter-district relocation of companies, record filings
for tax relief, and liquidation/deregistration. We have also
noted that tax bureaus are eager to burnish their credentials
in the area of providing taxpayer services. For example, the
Shenzhen tax authority is piloting a simplified APA applica-
tion approach, and they are also working closely with local
customs authorities to coordinate pricing for royalties paid
in connection with goods imported.

The STB-LTB merger has also given rise to some draw-
backs. We have noted that in some cases, there was a greater
divergence of tax official opinions, on the tax treatment of
similar issues, due to the differing backgrounds and under-
standings of former STB and LTB officials. 
A further noted outcome of the STB-LTB merger process

is that while the merger was underway last year, it had led to
some disruption of normal activities, such as in relation to the
review and audit of indirect transfers and cross-border service
fee and royalty payments. Now that the new post-merger
arrangements are more firmly in place, cross-border tax mat-
ters are being actively picked up on once more. There was also
a backlog of transfer pricing (TP) audit cases left outstanding
following the disruption of the LTB-STB merger period;
some authorities are now rushing to wrap these up with rea-
sonable adjustments, in line with the timelines for conclusion
set under their key performance indicators (KPIs).

STA’s tax technology strategy
The STA is setting its tax technology strategy for the next
three to five years. According to the tax technology planning
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tender document, released by the STA in November 2018,
strategic planning is focused on the following areas:
•  Integration and enhancement of tax app systems (both
for desktop and mobile interfaces);

•  Data governance and use;
•  IT infrastructure and security;
•  Government information sharing and collaboration; and
•  New technology use and innovation.
As shown in the last bullet point, in addition to enhanc-

ing the national tax administration system, the Golden Tax
III system, the STA is also eager to explore the use of new
technologies. These include blockchain, cloud computing,
big data, mobile internet, face/voice recognition and artifi-
cial intelligence. For many of these technologies, the STA is
drawing on experience with pilot programmes by provincial
tax authorities, such as the blockchain pilot in Shenzhen (see
We need to talk about platforms: Ongoing tax challenges in
China. In general, the STA takes an open approach to
understanding potential applications for new technologies,
and is engaging extensively with industry in refining its tech-
nology strategy.

Corporate tax management best practice 
On the corporate side, large enterprise taxpayers are making
significant efforts to upgrade their corporate tax manage-
ment to match changes at tax authority level.
Many large enterprises in China are planning to institute

more systematic corporate tax management frameworks.
These give top management a clearer sense of priority areas for
improvement, allowing them to set roadmaps and action plans
and allocate sufficient resources for improvement over time.
The frameworks encompass the enterprise tax management
strategy, preferred and applicable corporate tax governance
models, tax team structure, and tax management tools (for
example, tax management measures, manuals and templates).
For large Chinese enterprises with overseas investments

or operations, the China-based headquarters are increasingly
keen to have tax management frameworks in place to govern
their overseas businesses. Concerns have mounted in recent
years over the lack of overseas tax expertise, insufficient
focus on potential overseas tax exposures, and deficiencies in
the timely collection of overseas tax information.
Headquarters consequently see a need to fix guidance on
the segregation of duties between headquarters and over-
seas entities, and on the prioritisation of tax matters or tax
information for close headquarters attention. We have seen

several large enterprises make this a research focus for 2019,
and they have reached out to advisors for input on designing
optimal overseas tax management frameworks. 
On tax technology, ever more taxpayers have chosen to

perform a tax IT planning and tax data governance review.
They are increasingly aware of the challenges involved in tax
management system integration with ERP and financial sys-
tems, and in the coordination of different tax management
modules. They are determined that their tax technology
investments should facilitate alignment with the STA’s sys-
tems. They are also concerned that, in many cases, data
inputs from upstream systems into the tax management sys-
tem may not be ready in terms of quality and granularity. As
these issues could significantly impair the degree of system
automation that can be achieved, reviews and analyses are
being prioritised before kicking off any system construction.
Looking ahead, we expect that these best practices in cor-

porate tax governance and tax technology will be followed
by ever more Chinese companies. 
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China double tax arrangements:
New paths emerge

The past year has seen a further evolution in China’s tax treaties, in particular in integrating
impactful BEPS permanent establishment (PE) changes. The maturity of work on global tax

reforms hints at more profound changes ahead, write Chris Xing and Conrad Turley.

O ver recent years there had been something of a lull in the signing
of significant tax treaties by China. This situation shifted in 2018
and 2019, with China signing new treaties, and entering protocols

to existing treaties, with a number of jurisdictions. These included India,
New Zealand, Italy, Spain, Angola, Argentina, Congo and Gabon, as well
as a substantial new fifth protocol to the Hong Kong SAR double tax
agreement (DTA). 

A number of key developments are in evidence, and these are best
understood in tandem with the accompanying article: The age of
reason(ableness): Economic shifts impact China’s cross-border tax
enforcement. 

BEPS PE updates
As noted in last year’s publication, while China did sign the BEPS mul-
tilateral instrument (MLI) in 2017, it opted to make the minimum
updates possible: namely, the principal purpose test (PPT) and associated
new DTA preamble. Notably, China did not opt for the BEPS PE
updates. However, in the new treaties and protocols entered into recent-
ly, many of the BEPS PE changes have been adopted, though in a fairly
hotchpotch manner.

Examples of this mixed approach are much in evidence:
•  Take the BEPS PE provision requiring case-by-case substantive evalu-

ation of whether activities conducted are truly preparatory and auxil-
iary in nature. This analysis overrides the ‘specific exclusions’ in Article
5(4). It has been adopted in the new China treaties with Congo,
Gabon, Spain, Argentina, and New Zealand, but not for the other
new agreements. 

•  The treaties with India and New Zealand adopted the contract-split-
ting rule for construction PE, while the preparatory and auxiliary
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activity anti-fragmentation rule was adopted solely in the
treaty with Spain. 

•  Meanwhile, the BEPS dependent agent PE (DAPE) rule
appeared in treaties with Spain, Argentina, India and
New Zealand, and the arrangement with Hong Kong
SAR. However, the updated independent agent concept,
associated with the new DAPE rule, has only been adopt-
ed in the arrangements with Italy and Hong Kong SAR.
The PE provisions in Chinese treaties are already quite

diverse, and these changes add yet another layer of complex-
ity. It further raises the question of how Chinese treaty pol-
icy on PE will develop going forward, both in terms of
inclusion of BEPS PE changes in future bilateral treaty
changes and in terms of China’s position, going forward, on
its reservations on the MLI PE provisions. 

Of the PE provisions above, by far the most interesting is
the new DAPE wording, particularly as adopted in the
arrangement with Hong Kong SAR. As is well known,
Hong Kong SAR is the portal through which much of main-
land China’s overseas direct investment (ODI) flows, and
through which much of the country’s foreign direct invest-
ment (FDI) enters. Ministry of Commerce of the People’s
Republic of China (MOFCOM) data to the end of 2018
indicates that 54% of mainland China’s FDI stock, $1.1 tril-
lion, comes through Hong Kong SAR. At the same time,
the stock volume of mainland China’s non-financial ODI in
Hong Kong SAR reached $622 billion, making it the prin-
cipal channel for outbound investment.

The BEPS DAPE rule is explained in the updated OECD
model tax commentary as focusing on whether a local rep-
resentative of a foreign enterprise “convinced” local market
customers to enter into contracts with the enterprise. This is
clearly a lower threshold than the existing rule, which focus-
es on whether the foreign enterprise “authorised” the local
representative to enter into contracts binding on it. In light
of this, existing Hong Kong SAR-based arrangements for
marketing support and distribution into mainland China
may need to be re-examined. 

The new definition of “independent agent” also requires
refreshed consideration on whether local China marketing
support subsidiaries may be excluded from its scope. It
should be noted that China typically applies deemed profit
approaches for the calculation of PE profits, which in the
case of selling agents may be calculated as a percentage of
sales. As such it cannot be assumed that, if a local marketing
support subsidiary receives an arm’s-length consideration,
that there will be no further profit to tax. The STA is yet to
provide guidance on the application of the new PE rules in
the Hong Kong SAR arrangement and the other treaties
mentioned above, and this will be highly anticipated.

By the same token, Chinese enterprises operating
in/through Hong Kong SAR will also need to consider any
additional exposures under the new PE threshold. New

Hong Kong SAR tax guidance on PE profit allocation prin-
ciples was set out in Departmental Interpretation Practice
Notes (DIPN) 60, issued in July 2019, which will be rele-
vant in this regard.

A final notable trend in the PE space, emerging in the
new treaties, is the inclusion of special PE profit allocation
clarifications. The protocols to the Italy, Gabon, Congo and
Argentina treaties provide that where a construction/instal-
lation PE arises, only profits attributable to the activities
conducted by the PE will be attributed to it, not the total
value of the construction/installation contract. The
Argentina protocol further elaborates, for the specific case of
EPC contracts, that revenue from cross-border sales of
equipment, which occur parallel to but separate from the
services rendered via the construction/installation PE, will
not automatically be attributed to the PE. 

The increased use of such clauses reflects the challenges
that Chinese EPC projects were facing in many countries;
with the planned refresh of many treaties with Belt and
Road Initiative (BRI) countries, it is to be expected that
these clauses will be drawn into further treaties.

Transparency and SWF treaty provisions 
A key feature of the new/updated treaties is that most of
them include provisions dealing with transparent entities.
This is the case for the agreements with India, New Zealand,
Italy, Spain, Argentina, and Congo. These provide that to
the extent that the country of establishment of the relevant
entity (for example, the partnership) allows for transparent
treatment (attributes income of the partnership through to
the underlying partners), then the country of source, includ-
ing China, will adopt the same treatment. These treaties join
the China-France treaty of 2015, which up to now was the
only China treaty to provide for such transparency.

These provisions start to address an issue that was height-
ened last year by STA Announcement [2018] 11
(Announcement 11). The latter provided that unless there are
specific provisions in a given treaty dealing with partnership
transparency, then foreign partnerships themselves must qual-
ify for the treaty benefits in their own right. However, most
foreign partnerships will not be registered overseas as tax res-
idents, and will not be in a position to claim relief. As
Announcement 11 otherwise blocks any look-through to the
underlying partners to allow them to claim treaty benefits in
their own right, this has become a major issue. 

However, welcome as these changes are, the lack of
inclusion of such provisions in the new protocol with Hong
Kong SAR, as the major channel for investment in mainland
China, is unfortunate. It might also be noted that much
investment in China comes via the Cayman Islands and
British Virgin Islands (BVI) partnerships. As these jurisdic-
tions have no tax treaties with China, there is no foreseeable
resolution to this issue for partnerships in these jurisdictions.
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Another notable area relates is sovereign-related treaty
benefits. Earlier in the 2010s a number of treaties (for exam-
ple with France, the Netherlands, Switzerland and the UK)
were updated to include various tax rate reductions and exclu-
sions for sovereign-controlled entities. These joined earlier
treaties (with Saudi Arabia, UAE and Kuwait) with similar
exclusions. This trend continues with the latest treaties,
reflecting the importance of Chinese sovereign wealth funds
(SWFs) and state-owned entities (SOEs), and the emergence
of new bodies linked to the BRI, such as the Silk Road Fund. 

In addition to an exemption from withholding tax
(WHT) in most of the treaties for interest paid to state-
owned banks, including the national pension fund (NSSF),
China Investment Corporation (CIC) and the Silk Road
Fund, many of the treaties offer lower/zero WHT for divi-
dends paid to state controlled entities (Argentina, New
Zealand, Congo). In the case of Argentina, this goes further
to also cover capital gains. Given how important Chinese
state-controlled entities are to BRI investment, the BRI
treaty refresh is likely to work in many more such provisions.
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Beyond the matters outlined above, the new and updated
treaties include various BEPS provisions, including: the
PPT; the new BEPS treaty preamble; the residence tie-
breaker on the basis of mutual agreement; and the mod-
ernised exchange of information and MAP articles. These
are in line with the changes that are set to be made across
Chinese treaties via the MLI. The latter is set to update 63
Chinese tax treaties and rising, with the adherence of further
China treaty parties to the MLI. However, it is still not clear
when China will have completed domestic procedures to
ratify the MLI.

The treaties also tweak WHT rates for various types of
income and the timeframes for construction PEs.
Interestingly, the Argentina treaty incorporates a ‘most-
favoured nation’ (MFN) clause, which will ‘automatically’
alter WHT rates in the treaty where Argentina signs a more
favourable treaty with another country. This is the second
Chinese treaty that includes such a clause, after the China-
Chile DTA of 2015.

Treaty relief administration updated
In October 2019, new treaty relief administration guidance
was set out in STA Announcement [2019] No. 35
(Announcement 35). This will take effect from January
2020 and replaces the existing guidance in Announcement
[2015] No. 60 (Announcement 60). The guidance is in line
with a broader government programme to reduce regulato-
ry burdens and red tape for businesses, and moves China
further in the direction of a full self-assessment-based tax
system. There are two main changes:
•  Announcement 60 required treaty relief claimants or

WHT agents, when notifying the tax authorities of a
relief claim, to submit upfront extensive supporting doc-
uments. This could be highly burdensome.
Announcement 35 now simply requires that supporting
documents are kept by the relief claimants on their files
for review. Solely a short notification form is sent to the
authorities, either directly from the relief claimant or via
the WHT agent.

•  A further change alters WHT agent tax exposures. The
Announcement 60 system obliged the WHT agent to
ensure that the materials (relief form and supporting doc-
uments) are complete. The WHT agent also had to
ensure that the assertions made by the relief claimant in
the form (as supported by the documents) corresponded
to the qualifying conditions for treaty relief. This could
lead to liabilities for WHT agents for underpaid tax or
penalties, where it was later determined by the authorities
that relief was not merited. This naturally made many
WHT agents quite cautious when it came to applying
reduced treaty WHT rates upfront, and pushed relief
claimants into making cumbersome refund applications
instead. Announcement 35 makes clear that the WHT

agent’s responsibility is just to check that the claimant has
fully filled out the form, and should facilitate upfront
grant of relief.
While these clarifications are welcome, many deficiencies

and uncertainties remain for China treaty relief administra-
tion. For example, WHT refund processes should in principle
take 30 days, but local tax authorities can spin these out for a
long period by making repeated requests for additional sup-
porting documentation and explanations; there is no hard
‘stop the clock’ rule. There is a lack of clarity on the extent of
WHT agent obligations to the tax authorities in relation to
obtaining supporting documents from the relief claimant.

Relief claimants continue to face a lack of clarity on the
precise documentation needed to support their DTA posi-
tions, and this is compounded by the continued absence of
a tax rulings system in China. It remains to be seen in 2020
how effective this new guidance will be in practice, and
whether the STA can make any positive moves to address
these other issues.

The calm before the storm?
As covered in greater detail in BEPS 2.0: What will it mean
for China?, China has been heavily engaged in the
G20/OECD project on overhauling international tax rules
through the Inclusive Framework (IF) on BEPS. As a steer-
ing group (SG) member, and as home to many of the
world’s largest companies in the digital space, China has a
key role in the process. The IF is striving to agree on a new
architecture for international tax rules by January 2020,
with work on detailed rule design to follow. 

The work is based on two pillars. Pillar 1 aims to
change the fundamental building blocks of international
tax by introducing a non-physical remote taxable presence
threshold (alongside traditional physical presence PE) and
formulary rules for profit allocation, which would operate
at an MNE group level in conjunction with traditional
entity-to-entity transactional arm’s-length principle-based
TP rules. 

At present it is understood that a wide range of large
MNEs could fall under this scope, especially those which
rely heavily on marketing intangibles for their business oper-
ations. This could capture highly-digitalised businesses as
well as leading branded goods firms. MNEs, inbound and
outbound from China, could face new tax exposures across
their market jurisdictions, and would require significantly
overhauled tax accounting and compliance systems to calcu-
late and allocate profits. 

Pillar 2 aims to introduce a global minimum tax, relying
on an income inclusion rule and an undertaxed payments
rule. This would call into question the use of low-taxed
intermediaries in distribution, finance and IP structures, as
well as impact the value of tax incentives obtained in coun-
tries of operation. 
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The expectation is that, if the IF project succeeds in
achieving consensus, the Pillar 1 rules could become a glob-
al minimum standard (adopted widely across countries),
while the Pillar 2 rules might become best practice (perhaps
adopted by a smaller number of countries). 

At a policy level, China has seen few new CIT rules of
significance this year, just minor measures such as the
exemption for China depositary receipts and clarified tax
treatment for perpetual debt. However, in view of the

magnitude of the changes that could come with Pillar 1
and 2, this could be taken as a temporary lull before sig-
nificant changes set in. Chinese tax policymakers and busi-
nesses operating in China are conscious that the new
international tax rules would be coming into effect in par-
allel with a rapidly changing global trade environment,
meaning that tax and tariff changes would need to be con-
sidered in parallel for structuring of global supply and
value chains. 
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The age of reason(ableness):
Economic shifts impact China’s
cross-border tax enforcement

In the context of a changing global trade and investment environment, and China’s economic
slowdown, tax enforcement approaches are evolving and maturing. Chris Xing and Conrad

Turley trace the latest trends.

T here are a number of key dimensions to the current changes in the
economy and trade and investment climate that are impacting
China’s tax and regulatory policies and enforcement approaches.

In the domestic dimension, the Chinese economy grew by 6.6% in
2018 and is on course for growth of 6.2% in 2019, the lowest rate in 30
years. This has given further impetus to structural reforms, including an
accelerated liberalisation of restrictions on inbound investment, as well as
efforts to cut red tape and improve the business environment.

In terms of inbound investment, a ‘negative list’ system governs
investment limitations. The government reduced nationally restricted
sectors from 63 to 48 in late 2018, and then further to 40, effective from
July 2019. They reduced restricted sectors in the free trade zones (FTZs)
even further, to 37. The changes open up sectors that were previously
off-limits to foreign investors. It also removes, for certain sectors already
partially open to foreigners, the requirements for them to have Chinese
joint-venture (JV) partners. 

There is a strong focus on drawing investment into services and high-
tech manufacturing, and the liberalisation covers transport, logistics and
wholesale, ship and aircraft building and services, professional services,
energy and transport infrastructure, telecoms, auto manufacturing and
financial services. July 2019 saw announcements that the liberalisation of
the latter would be accelerated from 2021 to 2020, with ownership limits
on foreign investors to be scrapped by next year. These changes have the
effect of both encouraging further greenfield foreign direct investment
(FDI) and opening up potential M&A opportunities.

Commensurate with these changes, FDI has been further increasing.
Indeed, FDI hit a historic high of $139 billion in 2018, meaning that FDI
once again overtook outbound direct investment (ODI) for the first time
since 2015. It has grown further in 2019, with growth of 2.9% for the first
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three quarters of the year. Official statistics also show FDI in
the FTZs to be rising even faster than the national level.
China’s tax policies in 2019 have aimed to support this liber-
alisation, such as with a 15% corporate income tax (CIT) rate
announced in August 2019 for certain activities in the
Shanghai and Shenzhen (Qianhai) FTZs.

Even against the backdrop of existing challenges in the
China-US economic relationship, US FDI in China
increased (to $6.8 billion) in the first half of 2019, accord-
ing to data from Rhodium Group. Investment now increas-
ingly takes the form, in the words of Amcham China, of ‘in
China, for China’, as opposed to manufacturing investment
in China as an export hub, as in the past. In this context, the
reduction in investment restrictions is clearly playing a role
– witness in this regard Tesla’s new Shanghai factory, which
will be the first wholly foreign-owned auto plant in China.

The second focus is cutting red tape. China has been mak-
ing concerted efforts to cut red tape and reduce regulatory
burdens, for example for establishing/liquidating companies,
etc. This resulted in China’s ranking in the World Bank’s
Doing Business report rising from 78th in 2017, to 46th in
2018, to 31st in 2019, out of 190 countries. This means that
China has now surpassed France, the Netherlands and
Switzerland as a place to do business. These efforts continue to
be intensified, with central government monitoring of a large
number of Chinese cities that have been set key performance
indicators (KPIs) for further improvement; for example, a tar-
geted three-day period for new enterprise establishment. 

A major element of these efforts is lessening the administra-
tive hassles associated with tax compliance. By way of example,
this includes the elimination of requirements for taxpayers to
file large amounts of documentation with the authorities up
front when claiming reliefs/incentives (documentation may be
kept on file for future audit). It also includes improved proce-
dures for issuance of tax residence certificates, and facilitation
of most interactions with the authorities online. Furthermore,
for complex international transactions, the tax authorities in
Tier 1 cities are showing themselves increasingly commercial-
ly-sensitive and facilitative in obtaining reasonable tax out-
comes (for instance, in treaty or restructuring reliefs).

The global dimension
In 2019, it became more apparent that greater global uncer-
tainty on tariff levels (US-EU, US-China, etc.), as well as
increased national restrictions on exports and corporate acqui-
sitions based on sensitivities around technology, may become
lasting features of the international economic landscape. This
could have several impacts in the international tax space.

The first consideration is customs. In past decades, multi-
national enterprise (MNE) corporate tax planning could
take a generally stable global trade environment, with a ten-
dency towards progressive reduction of tariff levels. It might
be said that the relatively low profile of tariffs raised the sig-

nificance of international tax rules in driving the structure of
MNEs. If higher tariff levels and greater volatility in the set-
ting of tariffs become entrenched, then MNEs may need to
reconsider, and in some cases restructure, their supply and
value chains, and perhaps retain a flexibility to do so with
greater frequency. 

The emergence and deepening of regional trade pacts,
such as the regional comprehensive economic partnership
(RCEP) in Asia-Pacific, may impact the shape of new arrange-
ments. It is understood that the Chinese tax authorities are
looking at possible improvements to existing guidance on
restructuring relief and indirect offshore indirect disposal
rules, which could be highly relevant for the emerging world
of tomorrow.

It is also worth considering the outbound investment
environment. In 2016, Chinese ODI reached its peak to-
date ($196.1 billion). It dropped from this level in 2017
($158.3 billion), 2018 ($129.8 billion) and in 2019. Key
factors behind the reduction were China’s tightened regula-
tions on ODI, which restricted investment in foreign real
estate, sports clubs and other areas, and efforts to rein in
highly leveraged acquisitions. Another factor was the stricter
review by several governments, in particular the US, of for-
eign inbound acquisitions. 

In consequence, Chinese ODI into the US, including
M&A and greenfield, fell by 95% between 2016 and 2018.
Since 2016, China ODI has swung further towards the 65 Belt
and Road Initiative (BRI) countries. It is estimated by some
research institutions that BRI-directed ODI increased from
16.8% in 2016 to 21.6% in 2018; 60% of mainland China’s
ODI goes through Hong Kong SAR and several Caribbean
jurisdictions, so a tracing exercise needs to be conducted.
Further increases to BRI investment are anticipated in 2019.

China’s policy efforts in the international tax space have
mapped this change, with the BRI Tax Administration
Cooperation Mechanism (BRITACOM) established at the
first conference of the BRI Tax Administration
Cooperation Forum (BRITACOF) in April 2019. The tax
authorities of 34 countries and regions signed up as
BRITACOM council members (with more expected to join
subsequently). They have done so with a view to working
collectively to resolve tax administrative deficiencies and tax
rule frictions, which could frustrate planned investment
projects and limit the ability of the BRI to achieve its full
potential. Initial collaboration plans have been set for the
next two years, including sharing best practices on rule
design and administration, providing capacity building sup-
port (for example in tax compliance system automation),
setting up mechanisms for dispute resolution and achieving
greater consistency in treaty application. 

In the context of the broader trends mapped out above,
2019 has also seen a number of significant Chinese treaty and
policy developments, covered in the article China double tax
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arrangements: New paths emerge. However, more signifi-
cant change awaits the emergence of a new international
tax consensus at G20/OECD level, expected early in
2020. This is dealt with in the article BEPS 2.0: What will
it mean for China?

Enforcement 
The question of enforcement is also unavoidable in this con-
text. The past few years have seen an evolution in China’s
approach to tax enforcement and an associated change in the
tone and content of public communications to taxpayers.
This was observed already in last year’s chapter, where we
noted that WeChat and website updates by the State
Taxation Administration (STA) and provincial tax authorities
focus on providing service and assistance to taxpayers, for
example by facilitating access to incentives. 

This is a change from the prior approach, where many
enforcement cases were highlighted with a view to raising
taxpayer awareness of tax audit effectiveness and penalty
strictness, in order to encourage compliant behaviour. 

The last year has further seen a fall-off in the number
enforcement cases reported in the Chinese tax-specialist
media, principally by China Taxation News (CTN). There
were also, in contrast to earlier years, no notable court deci-
sions on cross-border tax matters. 

Our round up of enforcement developments this year
draws to a greater extent on the KPMG China client team’s
experience in the field. Assisting this is KPMG’s internal
insight sharing system, whereby client teams pool notable
cases and their manner of resolution. 

Treaty relief
As we noted last year, in 2018 the STA issued revised guid-
ance on the interpretation of beneficial ownership for treaty
relief cases. In STA Announcement [2018] 9
(Announcement 9), the STA decided to retain the commer-
cial substance-driven concept of beneficial ownership, which
has been used for the past decade since the issuance of STA
Circular [2009] 601 (Circular 601). This interpretation
treats the beneficial ownership test as a type of anti-abuse
concept. This brings it beyond solely looking at whether the
income recipient has real control over the disposal of that
income and related assets – the aspects central to its inter-
pretation in a number of developed countries (for example,
in the Indofoods and Prevost Car cases). However, it is
notable that in the 2019 European Court of Justice (ECJ)
decision in the Danish beneficial ownership cases, the ECJ
linked beneficial ownership with anti-abuse objectives. This
decision, and developments in the application of beneficial
ownership in other countries, have (arguably) brought the
rest of the world more in line with China on this matter.

What is noteworthy then, against this backdrop, is how
the Chinese tax authorities have been becoming, at least in

Tier 1 cities, more commercially sensitive and reasonable on
treaty relief in many instances.

Announcement 9 introduced a form of ‘derivative bene-
fits’ test, whereby a treaty relief applicant could reference the
commercial substance at the level of 100% direct and indi-
rect parents to access treaty relief for dividends. Specifically,
relief would be granted if the parent company would have
passed the beneficial ownership test and was tax resident in
a jurisdiction whose treaty with China gave equivalent tax
relief. While helpful for MNEs, this was not considered to
be of much use to fund structures. Furthermore, the STA
guidance that accompanied Announcement 9 set out illus-
trative examples of activities that would be considered ‘sub-
stantive’ for investment management activities; for instance,
management of investments in 50 companies in 10 coun-
tries and significant staff at the level of the treaty relief
claimant. This was considered as setting the bar rather high. 

However, in practice, some authorities have been willing to
take a more pragmatic stance. For real estate investment trusts
(REITs) and aircraft leasing structures, in cases seen in prac-
tice, certain authorities have been willing to have regard to the
commercial substance at the level of REIT managers/leasing
companies in the same jurisdiction. This is despite the fact that
the latter would not necessarily be the parent of the treaty relief
claiming SPVs, or indeed have any equity holding relationship
with the SPVs. In these instances, the authorities appear to
acknowledge that this is the commercial nature of such busi-
ness arrangements, and apply the guidance flexibly. However,
such treatment may be denied by other local authorities and
for other types of structure; for instance, PE funds would gen-
erally be thought to have a harder time making such a case.

Tax authorities in some cases have been seen to take more
holistic views of taxpayer arrangements when considering
whether treaty relief should apply. For example, for dividend
treaty relief, Announcement 9 provides a safe harbour under
which a subsidiary of a listed company, tax resident in the
same jurisdiction, would automatically qualify for relief. While
this does not extend to interest per se, in practice, cases have
been seen where the authorities were willing to consider the
fact that a group finance company had a listed parent in the
same jurisdiction, together with the existence of a modicum
of decision-making substance at entity level, as a basis for
agreeing that treaty relief should apply. 

A more reasonable stance by the authorities can be combined
with increasing comprehensiveness in case review. For exam-
ple, the Shanghai tax authorities subject outbound dividend
payments, involving treaty relief worth RMB 5 million
($706,000) and above, to follow up review. However, whereas
in the past (and still in many places in the country) treaty relief
applications might be rejected out of hand where the overseas
treaty claimant has limited personnel, the authorities have more
recently been seen to give due consideration to taxpayer expla-
nations of the commercial rationale for certain arrangements.
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It should be noted though that there are still plenty of
enforcement cases going the other direction. Certain local
tax authorities can still demand to see levels of staffing,
assets and business operations at the level of treaty relief
claimants that are out of sync with commercial reality.
Indeed, some cases have been observed where the authori-
ties appeared to be drawing selectively (and arguably out of
context) from the Announcement 9 interpretative guidance.
Quite a number of Tier 2 and 3 city local tax authorities
have still not shifted to the treaty relief administrative proce-
dures mandated under STA Announcement [2015] 60,
which moved the system from pre-approvals to record filing
with follow up review. 

However, on the whole, the trend is considered positive.
In common with broader Chinese government efforts at
cutting regulatory burdens, record filings were recently sim-
plified in STA Announcement [2019] No. 35, cutting out
the need to deposit extensive documentation with the
authorities upfront, and reducing tax exposures for WHT
agents; see the article China double tax arrangements: New
paths emerge. Furthermore, there is greater data
sharing/pooling across different branches of government;
for example, between the tax authorities and the State
Administrations for Market Regulation (SAMR) and the
State Administration of Foreign Exchange (SAFE). These
developments, together with advances in tax authority big
data analytics, should make case review progressively more
targeted and less bothersome for most taxpayers making
routine payments and associated treaty relief claims. 

Equity transfer
This section is best read alongside our inbound M&A piece:
No pain no gain: Tax challenges in the China M&A market.
The Chinese tax authorities continue to focus considerable
enforcement efforts on equity transfer cases, including both
direct cross-border transfers – foreign company directly sells
China equity – and indirect offshore disposals, where one
foreign company disposes of another foreign company that
holds China equity). The latter cases are governed by STA
Announcement [2015] 7 (Announcement 7). 

Greater data sharing/pooling across different branches of
government, use of ‘web crawler’ software to find disposal-
relevant information from public sources, and big data
analysis have all increased tax authority effectiveness in
detecting and following up on equity disposals. As a further
factor, the merger of state tax bureaus (STBs) and local tax
bureaus (LTBs) (STB-LTB merger) last year had led to
some disruption of normal activities; with new organisation-
al arrangement now in place, enforcement against cross-bor-
der equity transfers could once again take centre stage. 

This being said, and in line with the observations above
in relation to treaty relief cases, the past two years have seen
an increasing commercial sensitivity and reasonableness
among Tier 1 city tax authorities.

It has been found in practice that tax authorities are
becoming more open to listening to taxpayer and tax advisor
interpretations of equity transfer tax rules in complex cases.
This may be attributed to tax authorities gaining, both
through their work and through training provided by tax
advisors, greater experience of and exposure to a diversity of
complex cases (for example, MNE group restructurings
falling within the scope of Announcement 7). This has
helped in resolving cases where there has been ambiguity
over whether restructuring relief should be available, or
cases for which calculation of transfer consideration or equi-
ty cost base has proven problematic.
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For cases involving restructuring relief, Tier 1 city tax
authorities have been willing, in instances, to adopt a degree
of flexibility, such as where the strict terms of the safe har-
bours have not been met. Thus far, this has mainly been
observed for Announcement 7 indirect transfer restructur-
ing cases, while a stricter and more inflexible line appears to
be taken, for the moment, in relation to direct transfer
restructuring cases falling under STA Circular [2009] 59
(Announcement 59). In the Announcement 7, cases some
authorities have been pro-active in consulting with provin-
cial level authorities and the STA to see if they can be per-
mitted to grant relief reflective of the commercial
circumstances. Higher level tax authorities have also shown
a greater willingness of providing high-level guidance to tax-
payers on restructuring cases. 

An example of this is cases where an offshore parent com-
pany receives the equity of a Chinese sub-subsidiary as a dis-
tribution from its (overseas) subsidiary. This is not explicitly
relieved under Announcement 7, which requires share con-
sideration to pass between the entities. However, in several
cases, local authorities have been willing to accept that, as the
transaction is entirely intra-group and does not involve cash
consideration, the transaction should also qualify. 

For such cases, it can help to give the authorities a full
and clear explanation of the context. Where it can be shown
that the companies are facing economic difficulties, particu-
larly in the context of the ongoing China-US trade friction,
and need to restructure to continue their business opera-
tions in China, then this can be factored in. What is more,
in cases where restructuring relief can simply not be quali-
fied for, the authorities have shown reasonableness in
accepting transfer valuations for China entities that reflected
diminished potential future profitability as a result of
changed global economic circumstances. 

Beyond the above, the cutting of red tape has also facili-
tated equity transactions. Foreign transferors of Chinese
equity, which expected transaction procedures to take
months based on past experience, were struck by how pro-
cedures could now be handled within a few weeks. At the
same time, as with the treaty cases, taxpayers continue to
encounter circumstances in which the authorities take a
harsh approach. Typical circumstances are where the local
authorities: 
•   Insist on an equity cost base calculation which only allows

the taxpayer to deduct a fraction of the amount that they
paid for the disposed of equity;

•   Are unwilling to accept taxpayer arguments around the rea-
sonable business purposes for an offshore indirect transfer,
and insist on imposing Announcement 7 tax;

•   Adopt highly restrictive and conservative interpretations of
when the restructuring relief terms are satisfied; and

•   Seek to apply (in observed cases) TP rules to adjust equity
disposal consideration in third party sales. 
As ever, Chinese tax administration in the equity transfer

space remains a work-in-progress. Going forward, there are
indications that the STA may look again at possible improve-
ments to the existing Circular 59 and Announcement 7 guid-
ance, with a view to making this more facilitative for business
restructurings required in the evolving economic climate.
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BEPS 2.0: What will
it mean for China?

Intensive work at international level to erect a new architecture for international tax rules by
2020 will have deep implications for businesses. Conrad Turley and Sunny Leung explore what

this might mean for China’s burgeoning digital economy.

I n last year’s eighth edition of China – Looking Ahead, A Sisyphean
task? – Tax playing catch up with the fastest moving digital economy in
the world tackled trends in the digital economy (DE) and provided an

overview of the various proposals to update international tax rules. These
proposals had emerged from debates at the Inclusive Framework on
BEPS (IF) during the course of 2018. 
In 2019, the IF’s work crystallised into an IF programme of work. The

IF is working intensively towards global consensus on a new architecture for
international tax rules by early 2020, with the detail of the rules to be ironed
out in the course of the year. While it is still not certain that consensus will
be reached on this timescale, we can already start to consider the impact
such rules would have on multinational enterprises (MNEs) operating cross-
border into and out of China. In doing so, it must be noted that while much
of the initial focus of the global efforts was on so-called highly-digitalised
enterprises, the proposals being taken forward have a much wider sweep of
application, capturing a wide variety of industries and sectors. 
Whatever rules do emerge will have to be reconciled with an increasing-

ly complex international picture. Numerous countries have announced or
adopted unilateral measures to tax digitalised businesses, with impacts on
China’s increasingly globalised DE players, and it remains to be seen if
these rules will be suspended and rolled back following agreement on a
global solution. The parallel long-running challenges, presented by
Chinese domestic tax rules to structuring and operating new forms of dig-
ital business models, are dealt with in the separate article, We need to talk
about platforms: Ongoing tax challenges in China.

Emerging global tax framework
Last year we explained how the UK, US and India had all advocated in
2018 for different approaches to modifying existing international tax
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conventions on nexus and profit attribution to address the
challenges of digitalisation; so-called pillar one of the
strived-for global consensus solution. These different
approaches were subject to public consultation in March
2019.
The UK emphasised the importance of user participation

and contributions, such as for transport, accommodation,
and e-commerce platforms and for online advertising busi-
ness models built around free services (for instance search
and social media). 

The US advocated for a broader scope for new rules,
recognising that digitalisation is an aspect of a larger process
of ‘intangible-isation’, whereby intangible assets are more
predominant in the value creation processes of MNEs. In
line with this, new rules should capture all large businesses
whose business models have marketing intangibles at their
core, including luxury goods, autos and consumer branded
products alongside highly digitalised businesses.
India sought a still broader solution. While the UK and US

proposals suggested that user contributions/intangible assets
drove super-normal profits, and that therefore just this ele-
ment of MNE profits should be allocated to user/market
countries, India argued that market countries should have a
share of all MNE profits. They argued that digitalisation
enabled foreign enterprises to have a sustained, ongoing rela-
tionship with their customer/user base in a country without
the need for physical presence. Consequently, both physical
and remote distribution arrangements would need be subject
to the same level of tax in the market country to preserve a
level playing field. They suggested that MNE profits, both
from routine activities as well as the ‘residual’ profits, be allo-
cated to markets using fractional apportionment methods.
While there was no consensus on any one of these differ-

ent approaches, by themselves, the commonalities of the
approaches allowed for a programme of work to be drawn
up (issued in May 2019), and for working parties (WPs)
under the IF to commence detailed work from June 2019.
More recently, in October, the Secretariat set out a proposed
‘unified approach’ for public consultation drawing on these
commonalities. In particular, all approaches provided that: 
•  The traditional threshold for a market country to assert
taxing rights over foreign business, the physical presence
permanent establishment (PE) threshold, would have to
be supplemented by a new nexus rule, a ‘remote taxable
presence’ threshold. Under this, a company could have a
taxable presence in a market on the basis of its revenue
from the market, perhaps supplemented by other factors
showing engagement with the local customer/user base
(for example, data collected, advertising spend, etc.);

•  The allocation of profits to the market/users jurisdiction
would be made out of MNE group consolidated profits.
This would be a step away from the historic reliance on
the transactional arm’s-length approach to transfer pric-
ing (TP), which focuses on entity-to-entity transactions
within the MNE group. Indeed, the nexus assessment
would also occur at the MNE group level, having regard
to all the interactions between various MNE entities and
the market/user country. This compromises the separate
entity principle at the heart of the existing international
tax system.

•  The new rules would be simplified to the highest
degree possible, to facilitate adoption across all of the
135 IF jurisdictions. Many of these have limited tax
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administrative capacity and would already struggle with
highly complex new rules; as do many more developed
countries and MNEs at present with the existing TP
framework. This indicates that simplified ratios and met-
rics are likely to be used for calculating MNE residual
profits, and for calculating the proportion of this to allo-
cate to market/user countries. 
Drawing on these commonalities, and in parallel to the

work of the WPs, the IF steering group (SG) has worked
with the OECD Secretariat on developing a unified
approach. The SG includes the most significant global
economies – China, the US, Germany, France, UK, Japan
and India – as well as representatives of a number of smaller
developed open economies and developing countries. It is
tasked with finding the political compromises to guide the
technical work of the WPs. 
The chair’s statement from the G7 finance ministers’ meet-

ing in July gave some indications of the possible shape of this
compromise, involving trade-offs between the Europeans and
the US. It was indicated that broader scope rules, capturing
businesses heavily reliant on marketing intangibles, would be
pursued – in line with the US approach – but that ways would
be explored to adjust the allocation of taxing rights to markets
to reflect the high degree of digital engagement that some
highly-digitalised business models have with their cus-
tomers/users; namely, the use of ratios/metrics that recognise
the European position that users/data play a key value creation
role. The Secretariat unified approach proposal sought to con-
cretise this compromise by setting out an approach involving
three ‘amounts’ of profit which may be allocated to a market
country. Amount A is the allocation of residual profits using
formulaic metrics. Amount B is a floor on the return attributed
to ‘baseline’ physical marketing and distribution activities.
Amount C uses standard TP rules to allocate further amounts
to the market for functions beyond the Amount B ‘baseline’. 
Amounts A, B, and C are all noted to need strong dispute

mechanisms, such as arbitration, International Compliance
Assurance Programme (ICAP) or multilateral advance pric-
ing agreements (APAs). Business line/regional segmenta-
tion are to be further explored. These new profit allocation
rules would co-exist with traditional TP rules. It remains to
be seen whether compromise can be built around these pro-
posals over the coming months. 
In parallel with this, under pillar two, rules to establish a

global minimum tax are being developed. These would sub-
ject low-taxed controlled foreign companies (CFCs) in an
MNE group to a ‘top up’ tax, so that the effective tax rate
(ETR) on overseas income of the MNE rises to a globally
fixed minimum rate. 
To achieve this, residence countries would apply income

inclusion rules, along the lines of the US global intangible low
tax income (GILTI) rules, and market/source countries
would apply base erosion rules. The latter could take the form

of withholding taxes or a denial of deductions for outbound
payments, and would need to be coordinated with the income
inclusion rules of residence countries to avoid double tax
(income inclusion rules would likely take priority). 
France and Germany were the original advocates of this

proposal, and the US appeared open to it from an early stage
given they already apply GILTI. While other developed
countries had earlier expressed scepticism, in July the G7
finance ministers agreed in principle to the minimum tax. It
remains to be seen whether other IF countries can be
brought on board; many observers consider it likely that
while pillar one may become a minimum standard, with
adoption across IF jurisdictions, pillar two may simply be set
as a best practices recommendation, open to adoption by
countries who wish to do so. 

China – external pressures
China is a SG member and a key player in the IF process.
Given that China will in 2019 have the world’s largest retail
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market, and given the rapid expansion of Chinese DE enter-
prises overseas, the impact of any new rules on China are
being closely scrutinised by Chinese tax policymakers. A
number of considerations come to the fore.
First off, an increasing number of countries, particularly

in Europe and across Asia-Pacific (ASPAC), but increasingly
also in Latin America and Africa, are adopting unilateral
measures to tax products and services delivered through
digital channels. In Europe, France, Italy, Hungary and
Slovakia have all instituted different measures, while Austria,
Spain, UK, Czech Republic, Poland, Belgium and Slovenia
are at different stages of progress with proposed rules. Many
of these take the form of digital service taxes (DSTs), levied
on online advertisers and intermediaries as gross basis
turnover taxes; these generally follow a design developed by
the EU Commission in 2017. 
Not being covered by tax treaties, these would necessarily

lead to double taxation, and impose a high effective tax bur-
den for low margin or loss-making businesses. In ASPAC,
India, Taiwan (China), Australia, Vietnam, Malaysia and
Pakistan have adopted measures, while Indonesia, Thailand,
Korea and New Zealand are all developing proposals. Many
of these jurisdictions have deferred implementation/enact-
ment of their unilateral measures pending the outcome of
the IF process. If the latter fails to obtain a consensus solu-
tion in line with the ambitious time plan set out, these juris-
dictions have indicated their intention to proceed with their
unilateral rules. 
These measures have the potential to have a very disruptive

effect on Chinese DE players’ overseas expansion plans. They
come at a time when these companies are also grappling with
the new VAT/GST rules, being adopted by many countries,
which make platform intermediaries jointly or wholly liable for
the VAT/GST obligations of third-party merchants transact-
ing through the platforms. They also emerge as Chinese DE
players are just coming to terms with strict new data privacy
and handling requirements in many jurisdictions (for example,
the EU’s General Data Protection Regulation (GDPR)). 
As such, from a policy perspective, reaching a global con-

sensus solution, which sees the suspension and rollback of
unilateral measures, would appear to be in the interests of
China Inc. Even though this will involve additional tax reg-
istration requirements for these enterprises in their markets,
and a requirement to allocate part of their residual profits –
where a new treaty framework is in place and the rules are
universally adopted, tax would apply solely to net income
and double taxation should be limited. 
It is also noted that the aim of the US and other leading

countries is that the new rules should provide for a ‘modest’
additional allocation of taxing rights to market countries, so
limiting disruption. 
A second point is that given that the pillar one rules may

even go wider, to cover branded consumer and luxury

goods, the impact on Chinese exporters requires evaluation.
In a listing of the world’s top 100 brands compiled by
Forbes, only one Chinese company was included (Huawei).
Indeed, the inclusion of branded consumer and luxury
goods enterprises within the scope of the pillar one rules
does appear more likely to affect US and European firms
than Chinese businesses. At the same time, Chinese compa-
nies are leading global exporters of various consumer goods
including apparel, personal computers, household appli-
ances and tools, and furniture. To the extent these are
caught within the scope of the rules they would need to reg-
ister taxable presences in their market countries and calcu-
late and allocate a proportion of their global residual profit. 
It will therefore be crucial, at the detailed rule develop-

ment stage, to see how the scoping rules are defined. The
exclusion of companies exporting generic goods, and of
contract manufacturers producing for brand owners and
other such B2B sales, would remove a large number of
Chinese enterprises. Excluding companies on the basis of
metrics showing limited reliance on intangible assets could
exclude many low margin companies which would other-
wise find the compliance costs very burdensome.
Furthermore, scoping out smaller scale businesses, such as
those with global revenue under the €750 million ($826
million) country-by-country reporting (CbCR) threshold,
could also limit China enterprise exposures further.

From a China inbound perspective
A third important consideration is that from the Chinese
inbound perspective the rules will interact with China’s sta-
tus as the world’s biggest retail market. It is, after all, a huge
cross-border e-commerce market with B2C imports expect-
ed to make up 12% of Chinese online retail by 2020. China
is also the world’s largest market for a number of product
categories, including automobiles, spirits, luxury goods, and
mobile phones, where it accounts for in excess of 30% of
global consumption. The new rules could result in further
foreign branded and luxury goods MNEs having taxable
presences in China, and needing to allocate part of their
global residual profits to China. 
Beyond consumer and luxury goods, many of the global

DE giants have more limited engagement with China on
regulatory grounds, meaning that the outcomes of the new
rules would be mixed. For example, in consequence of fire-
wall restrictions, Facebook and Google have minimal users
in China (although they do earn substantial revenues from
Chinese advertisers to overseas customers). As such, the new
rules would likely not treat them as having a remote nexus
to China. For other DE players such as Amazon, which is
heavily engaged in China, the rules would likely apply. 
However, whether the new rules would result in addition-

al tax revenues being allocated to China is an open question.
In Chinese TP enforcement practice, concepts of local
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 market intangibles and market premium (as a location specif-
ic advantage) have long been used to make adjustments to
the profits allocated by foreign MNEs to China. These
adjustments have been particularly relevant for luxury goods,
such as handbags, jewellery and cosmetics, and high-end
automobiles. Foreign MNEs in these sectors have in many
cases been able to command prices well in excess of those
prevalent in other markets and, as noted above, China now
accounts for the largest element of global demand for many
such goods. The BEPS TP amendments did not change this,
but rather were leveraged by the Chinese tax authorities in
support of their local market intangibles arguments. 
It seems quite possible that, insofar as the new rules

would allocate a proportion of MNE residual profits to mar-
ket countries, the quid pro quo would be that countries
using TP concepts of market premium and local market
intangibles (such as China and India) would be expected to
moderate their usage. At the same time, the impact of the
shift to the new model may differ for China and for India,
given the different product mixes being sold into the two
countries and different consumer profiles. 
Such matters would be expected to be part of the global

negotiations, alongside the proportion of residual profits
allocated to market jurisdictions, the role of dispute preven-
tion and resolution mechanisms, and the setting of a floor
on returns to physical marketing and distribution activity.

Looking ahead
At the implementation level, both Chinese MNEs going out
and foreign MNEs active in China will have significantly
increased tax compliance and risk management obligations,
such as:
•  New types of accounting records may be needed to seg-
ment MNE group profits into separate business lines.
These will then be assessed for whether they exceed
nexus thresholds, and will be used as the starting point
for residual profit calculations. Allocation of central costs
could be extremely challenging.

•   New types of data will need to be collected to apply the
scope, nexus and profit attribution rules. These may
include statistics on data collection and user activity in dif-
ferent markets, advertising spend directed at various coun-
tries, and data tracing product sales through intermediaries
to final consumer markets; another very challenging task.

•  New types of filing may be needed, such as enhanced
CbCR, remote taxable presence filings, third-party dis-
tributor/intermediary returns.

•  Given how tax authorities will need to become more
‘joined up’ on information exchange, multilateral tax risk

assessment, joint audit, and dispute prevention and
 resolution, MNE tax departments will similarly need to
adopt more joined-up firm-wide tax risk management,
and work closely with business line and IT teams to gen-
erate the data for new records and filings. Advisors will
need to move in lockstep with this. 

•  One particularly challenging area may arise in ensuring
that treaty relief is available. While the new rules determine
nexus and profit allocation at the MNE group (or business
line level), relief from double tax will still need to be
applied at entity level. Clearly, any new rules for attributing
new market tax liabilities to particular MNE entities as the
‘taxpayers’ will require multilateral frameworks under
which tax authorities can agree profit allocations. 

•  Another challenging area is reconciling the market profit
allocations under the new rules to existing TP rules. The
new rules will ‘pull profits out of the system’ and adjust-
ments will therefore be needed to the ‘system profits’
allocated to various MNEs entities on an initial arm’s-
length basis.

•  MNEs may consider undertaking business restructurings,
whether to eliminate redundant principal/IP holding
structures, align entity structures with the business line
segmentation used for profit attribution, and pro-actively
manage challenges with scoping or nexus thresholds.
Economic and tax modelling is likely to be a crucial part
of such exercises.
The impact of pillar one will need to be assessed alongside

the impact of pillar two, if this is part of the final global con-
sensus solution and is anticipated to be widely adopted. The
impact on effective tax rates (ETRs) for Chinese MNE over-
seas profits could lead to restructuring to eliminate interme-
diate holding company entities, though the interaction with
pillar one would be key. For pillar two, the impact of the rules
turns to a great degree on the minimum rate set, the existence
or absence of scope and substance exclusions, and the use of
worldwide or jurisdictional blending under the rules. 
Clearly, whatever the shape of the rules, there will be high

complexity for MNEs in terms of new accounting records,
ETR calculations, the operation of the coordinating mecha-
nism between income inclusion rules and base erosion rules,
and managing dispute prevention and resolution mechanisms. 
Specific challenges may also arise in a China context,

given that China does not provide for group consolidated
filing for CIT purposes, and the complex interaction of
China’s foreign exchange control rules with tax administra-
tion. As the global proposals become more granular,
Chinese policymakers will have to turn their attention to the
resolution of these matters.
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We need to talk about
platforms: Ongoing tax

challenges in China

As policymakers in China and elsewhere inch towards a new global tax framework to deal with
the challenges of digitalisation, many domestic tax law and administration issues are yet to be

resolved for China’s digital economy. Sunny Leung and Conrad Turley take a look.

U nderstanding domestic tax law and administration issues for
China’s digital economy (DE) requires an understanding of its
rapidly evolving landscape, and in particular the importance of the

platform economy in China. Last year’s DE chapter, A Sisyphean task? –
Tax playing catch up with the fastest moving digital economy in the world,
provided a thorough overview. Here is the up-to-date version.

China’s booming e-commerce has driven the expansion of China’s
overall retail economy to such an extent that in 2019 China is to overtake
the US as the world’s largest retail market for the first time, with $5.6
trillion in sales for China against $5.5 trillion for the US. According to
analysis from eMarketer, e-commerce makes up 35.3% of Chinese retail
sales against 10.9% in the US. Such is the scale of Chinese e-commerce
that it is set to account for 56% of the global total in 2019 and as much
as 63% in 2022. 

Beyond e-commerce, the broader China digital economy, defined to
encompass the sharing economy, the ICT sector, mobile payments and
other facets, is also booming and projected to reach 35% of Chinese GDP
by 2020. Of particular importance in driving this trend are the digital
ecosystems being built through the ‘superapps’ developed by several
leading Chinese DE companies. Alibaba and Tencent (through WeChat)
have built the most prominent superapps, providing services relating to
payments and finance, shopping, transport, social media and messaging,
health, entertainment, dining, education, and much more. It is often
remarked that this is the equivalent (in a Western context) of bundling
WhatsApp, Apple Pay, Uber, Facebook, Expedia and a host of others. 

These superapps are seen as tantamount to ‘critical infrastructure’ and
a ‘public utility’. Consumers can spend most of their time within a given
ecosystem, which caters to all their needs, while the superapps provide a
crucial gateway for third-party suppliers (for example through WeChat
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mini-programs and public accounts). Other players are now
building substantial ecosystems, including Meituan
Dianping, which evolved from group buying and restaurant
review and ordering businesses, and Bytedance’s Douyin
(branded Tiktok in the West), which developed from a video
streaming service.

The strength of this digital ecosystem model is such that
the major Chinese players have been rapidly expanding over-
seas. This is particularly notable in South Asia and South
East Asia, where Alibaba, Tencent and others have made sig-
nificant investments in regional e-commerce platforms, as
well as rolling out many of the services refined in the
Chinese market. In particular, Chinese mobile payment
services have embedded themselves in overseas markets by
first catering to Chinese tourists, who made 150 million
trips abroad in 2018, and then expanding to serve the wider
population (as in Malaysia). 

Going further, some Chinese DE players are having out-
standing successes in Western markets, such as Tiktok’s 200
million overseas monthly active users, of which 40 million
are in the US.

China’s perennial domestic tax and digitalisation issues
Last year’s DE article provided a thorough overview of the
long-running tax issues existing for digital business models in
China. These issues remain largely the same and we recap them
here in brief. (This article should also be read in tandem with
its sister chapter, BEPS 2.0: What will it mean for China? which
picks up the evolving DE tax story at global level.)

Regulatory lag
China’s regulatory and tax framework finds it difficult to
keep up with the breakneck evolution of China’s digital
economy, with the growth of superapps and the sharing
economy. For example, regulatory classification of ride-shar-
ing platforms as information technology or transport servic-
es complicates their classification for tax purposes, and the
application of the 6% or 9% VAT rates.

Platforms as principals
Platform intermediation is remaking huge swathes of the
Chinese economy, from transport to retail to finance to
health services. Questions arise over whether the plat-
forms should be designated as brokers or as principals,
with the obligations and liability of platforms for service
quality in a state of evolution, and with challenges for
platforms in obtaining use of so-called ‘double clearing
accounts’. If the platforms are to be treated as principals,
then China’s documentation-heavy tax system creates
potentially severe headaches, as tax invoices (fapiao) are
needed to be issued by vendors (taxi drivers, restaurants,
etc.) in order for VAT input credits or corporate income
tax (CIT) deductions to be claimed. With tax compliance

levels low among many small vendors, this can prove very
challenging. Many are hoping for new policies and reliefs
on general tax invoice control and tax computation mech-
anism to bring the actual cost of being tax compliant to a
more reasonable level.

Platforms and tax collection
As superapps ecosystems and platform models occupy a
greater part of the economy, some local tax authorities have
actively pursued platform operators to withhold tax from plat-
form participants; for example, individual income tax (ITT)
withholding on taxi driver fares. At a national policy level, it is
still not clear what direction the government will go in for
drawing platforms further into tax collection efforts. 

Some initiatives, such as Tencent’s collaboration with
the Shenzhen tax bureau on a pilot blockchain tax invoic-
ing system, might point in the direction of more effective-
ly taxing the vendors themselves. This system, already in
operation for a year and deemed a success, involves the
automatic generation of digital fapiao, simultaneous with
vendor sale and customer mobile payment. The tax
authority has real-time information on this data and the
customer expense reimbursement claims with employers
(who will make corresponding deductions). At the same
time, the Tax Collection and Administration Law, due to
be finalised in late 2019, contained provisions requiring
platforms and financial intermediaries to report to the tax
authorities all transactions above a threshold, involving
them in the tax administration process. Future evolution
in this space remains to be seen.

Cross-border issues
A large range of issues remain to be resolved. Considerable
ambiguity exists around the classification of various digital
service for CIT withholding tax purposes, such as imported
cloud services. Furthermore, it is also unclear when import-
ed digital services can be said to be fully consumed outside
China and so outside the charge to VAT (for example, out-
bound payments for online adverts shown on Facebook to
overseas users).

Chinese foreign exchange rules, and their limited cate-
gories of outbound payments, also compel companies to
characterise/bundle digital product sales in a tax inefficient
manner (for example, as licence fees, as shrink-wrapped soft-
ware) to facilitate the making of the remittance.

Chinese PE guidance remains ambiguous on many mat-
ters. While tightened data transfer and protection rules under
the Cybersecurity Law may compel foreign enterprises to
store and process data onshore, the treatment of servers, mir-
ror servers, UIs etc. as PEs is still unclear. China’s adoption
of the BEPS PE changes, and in particular the agency PE
changes, in recently updated tax treaties (see the internation-
al tax chapter) raises questions about the PE exposure of
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warehousing, purchasing, and representation activities in
China. This is particularly pertinent for the mushrooming
number of special e-commerce zones (35 and rising) and free
trade zones (FTZs) (18 and rising) which are being promot-
ed as hubs for e-commerce platform activity.

Finally, China runs a digital services export surplus and
the government is increasing the scope of VAT refunds for
excess input credits for various encouraged sectors.
However, the rules are still piecemeal and evolving.

Looking ahead
It might be noted that, if there is a major global agreement of
the revision of international tax rules, then resolution of many
of the matters above, for withholding tax, foreign exchange,
and PE, will become increasingly pressing. With the Chinese
economy slowing, and with the government conscious that
the DE holds the key to sustained growth into the future, it
remains to be seen if further efforts will be made to address at
least some of these issues in the coming year.
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Five years of rapid VAT
evolution: How have
predictions held up?

Recent years have seen striking changes in the VAT landscape, both in China and overseas, in
relation to the scope of the tax, its mode of operation and the technology underpinning it.

Lachlan Wolfers reviews a series of predictions made in 2014.

A t a KPMG global conference in Hampshire, UK, held on February
24-25 2014, a small group of KPMG’s indirect tax leadership team
formulated the following propositions around the future of indi-

rect taxes to 2020. These propositions were hotly debated at the time,
with an almost incredulous response from many of those attending. Now,
just over five years later, it is timely to look back and see if these predic-
tions have proved to be correct or not. 
In so doing, we are not embarrassed by the fact that a small number

of these predictions proved to be spectacularly wrong, primarily because
this adds balance, reality and credibility to those predictions we clearly
got right. In an overall sense, we are stunned by the accuracy of the cor-
rect predictions, though the precise timing of their coming to fruition
has differed slightly from our original estimates – some earlier than
expected, some later. 
This has meant that for tax practitioners, the past five years have been

a time of immense transformation and change, and it is reassuring to
realise that we not only predicted these changes, but in many cases we
embraced them. Building on this track record, we have set out a series of
further predictions in the sister articles: Future of VAT: Continued evolu-
tion and increasing significance and VAT and technology: The first fully
automated tax?
Here, in this article, for ease of reference the term VAT (value-added

tax) is used to apply equally to a GST (goods and services tax). 
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Proposition (2014) Assessment Comments

Indirect tax will be
charged at the place of
consumption

Highly accurate At the time, this was not a terribly bold prediction given that several countries
had implemented measures designed to align the collection of VAT with the place
at which consumption takes place. However, aspects of the rules in the EU had
still not evolved. For example, rules seeking to tax electronically supplied services
within the EU were still based on the location of the supplier until 2015.

There will be a customs
duty regime for services

Right idea, wrong tax At the time, many of us foretold the demise of customs duties, but as of 2019-20
and in the midst of an era of heightened trade tensions and Brexit, customs
duties are clearly on the ascendancy.

However, what prompted this prediction at the time was the beginning of the
digitisation of service delivery – for example, consumers no longer purchasing
CDs, DVDs, software, newspapers and the like in tangible form; 3D digital printing
was also in its infancy. Interestingly, while this prediction is clearly not accurate
as regards customs duties, we have still seen a considerable expansion of the
customs duty base to capture the value of services or intangibles which are
related to goods – for example, product warranties and guarantees, and the value
of trademarks and other IP rights. 

The broader point we were seeking to make with this proposition was the rise of
taxes on cross-border digitised services, and with the advent of both VAT
measures for electronically supplied services, as well as digital services taxes, it
is a case of saying that the trend was observed correctly, but the tax through
which it would be implemented was not.

Every country has a VAT
regime

Highly accurate VAT now applies in more than 160 countries throughout the world. Aside from the
US, there are only a handful of relatively small economies without a VAT system
either already implemented, or scheduled for implementation.

Proliferation of new and
old indirect taxes that you
will own

Accurate, and
beginning to really
emerge

The introduction of digital services taxes, new environmental taxes, and other
‘miscellaneous’ forms of indirect taxes (often industry specific, such as proposals
for financial transaction taxes) continue to grow. What many of these taxes have
in common is that they are consumption based, and therefore typically ‘owned’
by the indirect tax function within the organisation.

Indirect tax rates
accelerate dramatically

Accurate, but
stabilising

For a short period after this prediction was made, VAT rates ended their
significant run of increases in many countries in the wake of financial and
economic crises. However, VAT rates have since largely plateaued from 2015-18,
with the unweighted average standard VAT rate of OECD countries remaining
stable (OECD’s Consumption Tax Trends 2018, p. 45). Notwithstanding, an
average increase could still be observed in certain regions, for example, Africa
(KPMG indirect tax rates table, 2019). It now appears that VAT rates in many
European countries are already at a natural high, and governments are seeking to
increase VAT revenues by other means, while rates in the Asia-Pacific region may
still have room for further increases. 

‘We know where you are’:
use and enjoyment
provisions are here to stay

Highly accurate Use and enjoyment provisions essentially allow for the imposition of VAT if the
relevant consumer ‘uses and enjoys’ the relevant service in that jurisdiction. This
principle underpins much of the OECD guidelines for determining the place of
consumption.

‘From paper to data’ Highly accurate This statement was intended to capture the shift from paper-based invoicing, to a
more data-driven approach. It also encapsulates the shift from document-based
analysis carried out by tax auditors, to the use of data and analytics techniques.
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Proposition (2014) Assessment Comments

No more periodic returns
– tax will be settled in
real time

Highly accurate, but
way ahead of its
time

Even in 2019-20, only a handful of countries pre-fill VAT returns, or otherwise
require point of sale tax collection. This prediction clearly has another five years or
more to really come to fruition, but remains as accurate a prediction now as when it
was made in 2014.

Big data will close the
VAT gap

Accurate, but not as
successful as it
could be

According to a September 2019 press release issued by the European Commission, the
VAT gap across the EU fell by €8 billion ($8.8 billion) to €137.5 billion in 2017, and as a
percentage it fell from 12.2% to 11.2%. In simplistic terms, it means that around 11.2%
of all VAT revenue theoretically collectible is not being collected. While the reduction in
this percentage which has been achieved is certainly a positive step forward, this is one
of those predictions that will likely take some time before even more significant inroads
can be made. Clearly, the broader shift away from cash-based economies to a cashless
society will provide the means for tax authorities to plug the VAT gap. Right now, tax
authorities around the world typically fit into three categories: (1) those that do not
have the data but wish they had it; (2) those with the data but without the skills (yet) to
fully interrogate it; and (3) those with the data and the ability to interrogate it. Expect
more and more tax authorities to move up the curve over the next few years. 

The tax transparency
debate will shift to
indirect taxes

Not really accurate At the time of this prediction, the tax transparency debate for corporate taxes was
in its infancy. That debate is now in full swing, but is yet to really shift to indirect
taxes. Perhaps that is because the role of business in indirect taxes is as a tax
collector, with the true imposition of the tax falling on end consumers. 
Interestingly, in some ways the tax transparency debate in corporate taxes has
suffered from a lack of understanding of the balance between direct and indirect
taxes. For example, some news chapters have criticised certain companies in the
energy and natural resource industry for their perceived lack of corporate tax
contributions, in circumstances which ignores their very substantial contribution of
indirect taxes, especially excise-based taxes.

Data quality and analysis
will be the new audit
battleground

Accurate, and
beginning to really
fully emerge

Similar to the prediction on big data closing the VAT gap, tax authorities are yet to
have optimised their data and analytics capabilities, though this will change.
However, as of now, with the rise of e-invoicing through government systems as
well as real-time (or near) reporting, this is increasingly putting pressure on tax
functions to get the data right the first time.

You won’t control all
your own data anymore

Highly accurate Whether it be the tax authorities obtaining access to your data (increasingly on a
real-time basis), or third parties, data control continues to be a major issue with
broader impacts than tax.

Your data will become
very interesting to others

Highly accurate Similar to the above comment.

Indirect tax legislation
will become written with
data analytics in mind

Highly accurate, but
still only just
emerging

We already see this with rules written to deal with B2C supplies of digital services.
For example, in the European Union (Council Regulation 1042/2013, Chapters
24b(d) and 24f), to determine the place of supply of certain digitised services, the
service provider needs to obtain two non-contradictory pieces of evidence about
the location of the consumer. The adoption of similar ‘data points’ in other areas of
VAT will surely also occur.

You will be redundant by
2020!

Well, are you? This statement was intentionally provocative and not really intended to be taken too
literally at the time. However, the broader point being made was that technology
and data, and analytics capabilities, would render many tax professionals
redundant.
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What do these past predictions tell us?
Many of these past predictions fit into two broader cate-
gories: (1) predictions as to the growth of indirect taxes –
either by way of new countries adopting VAT; the expansion
of scope of indirect taxes; or increases in indirect tax rates;
and (2) the impact of big data, data and analytics, and tech-
nology – in terms of the impact on the preparation, filing,
auditing or verification of transaction-level data that forms
the basis of a taxpayer’s VAT obligations. 
While our correct prediction of these two broad trends

underlies the relatively high success rate of our more spe-
cific predictions, what is perhaps also interesting to
observe is the increased influence of both the BIC coun-
tries (Brazil, India and China) on global indirect tax devel-
opments, and of countries with relatively new VAT
systems. When tax experts typically think of VAT, they
generally regard the ‘home’ of the tax as being in the EU,
which is of course true because VAT initially grew out of
France in 1954, and then developed throughout the
European Union (then the European Economic
Community) during the late 1960s and 1970s, before
being truly globalised in the 1990s and 2000s. The EU is
also the region with the highest VAT rates in the world,
and therefore remains at the epicentre of how indirect
taxes are managed within most large multinationals.
However, because of the requirement for consensus

amongst EU member states (28 at the time of writing, likely
to be 27 shortly after publication), the ability to institute
change in the operation of VAT throughout the EU can be
more challenging. Furthermore, many countries that have
only recently introduced a VAT, have learned lessons from
those that have gone before them. 
What we now see, and this may be a little confronting

to those based in the EU, is that the source of change and
innovation in the operation of VAT systems throughout
the world may no longer be the EU. Instead, many of
those countries that have adopted modern VAT systems,
such as New Zealand, Canada, Australia and Singapore,
may be regarded as among the leaders in this area. We also
have countries like India, with its adoption of software to
enable the pre-filling of returns and invoice matching;
China, which applies VAT to financial services as its
default model, as well as taxes on certain C2C transactions
(in real estate); and Brazil, China and India, with their
highly-regulated government invoicing systems that
demonstrate remarkable ingenuity in the development of
their VAT systems. 
In short, the future of indirect taxes from a policy devel-

opment, administration and technology and systems per-
spectives, may lie outside the EU. It is quite conceivable that
measures adopted in, say, the BIC countries or in smaller
jurisdictions without legacy systems, may be a more reliable
signpost to the future.
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Having said that, the EU has remained steadfast to the
fundamental principles of a VAT as compared with the BIC
countries – enshrining concepts of fiscal neutrality (driven
by the key principles of an internal market and free compe-
tition) and VAT, as a consumption tax, into the first VAT
directive and its substitutes and in the case law of the
European Court of Justice.
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Future of VAT: Continued
evolution and increasing

significance

It is evident that the world will see VAT further increase in importance as a revenue
raiser for countries, and that there will be ongoing change to its scope and mode of

operation. Lachlan Wolfers makes predictions for the coming years.

I n Five years of rapid VAT evolution: How have predictions held up? we
cast an eye back over the changes, foreseen and unforeseen, of recent
times. Here, we are looking at the coming years and setting out bold

predictions for changes in VAT as it increases its dominance as a national
revenue raiser and continues to morph in response to a changing eco-
nomic environment. 

Specifically, we predict that:
•  Consumption taxes will be the dominant form of taxation around the

world;
•  VAT (or equivalent) will be applied to financial services as the default

model;
•  VAT refunds will largely end (except for a few small categories); and
•  VAT returns (as we know them) will die.

Undoubtedly, China is at the forefront of many of these trends, though
they affect a wide range of jurisdictions. These predictions are paralleled by
a series of related predictions for VAT and technology in another accom-
panying article, VAT and technology: The first fully automated tax?

Consumption taxes and world domination 
Over the course of the past 30+ years, the weighted average corporate tax
rate by GDP among 208 separate tax jurisdictions has virtually halved from
46.6% in 1980, down to 26.5% in 2018 (as published by the Tax
Foundation, Corporate Tax Rates around the World, November 27 2018).
Although, it must be acknowledged that the OECD average corporate tax
revenue has remained relatively stable as a percentage of total tax revenue
throughout (being 8.8% of total tax revenue in 1965 and 9% in 2016). 

More staggeringly, is the adoption of VAT by countries, which has
increased virtually sevenfold in a period of just over 40 years (from 25
countries in 1977 to around 168 countries in 2019). 
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Consumption-based taxes, which include VAT, goods and
services taxes (GST), sales taxes, excise taxes, and other forms
of taxes on goods and services, account for 33% of total taxa-
tion across the OECD (according to the OECD’s 2018
Consumption Tax Trends, p42, the OECD un-weighted
average). They are now only marginally behind taxes on
income, profits and capital gains (essentially, personal income
tax and corporate income tax combined, which is at 34%) in
terms of total revenue collected. 

These statistics tell us that consumption taxes are clearly an
important source of revenue and that, with the introduction
of VAT systems, they are taking on an ever-greater share of
that consumption tax revenue. However, the role of con-
sumption taxes as the dominant form of taxation is yet to
come to fruition. This will happen over the coming years.

The modern problem with corporate taxation is in the bat-
tle for determining ‘where’ the value is created, which gener-
ates the profit of the business, and therefore ‘who’ has the
right to tax that profit. By contrast, in indirect taxes, there is
near unanimity in the view that tax should be collected in the
place where consumption occurs. The challenge in indirect
taxes is how best to collect it.

Corporate taxation, in its current form, is ill-equipped to
deal with a situation in which a highly digitalised business can
be physically located in country A, but sell products or serv-
ices on a global basis, without people or significant capital
outside their home base. The work being carried out by the
OECD as part of its BEPS project (Addressing the Tax
Challenges of the Digitalisation of the Economy) to achieve
consensus around a new paradigm for taxing the digitalisation
of the economy is worthy, and may well be successful in the
short-to-medium term. Ultimately however, one wonders if
the outcome of this process will be that corporate taxation
becomes less of a priority for certain countries, especially
where they are at least able to collect a minimum tax liability
under pillar two of the OECD’s proposals. We explore this
more in BEPS 2.0: What will it mean for China?. 

This is not to suggest that governments will give up on
corporate taxes. As the past few years of tax transparency has
shown, the ‘fair’ imposition of corporate taxes has become
not just a legal imperative, but a moral imperative too. An
imperative that is increasingly being demanded of highly
digitalised businesses.

Faced with such a highly politicised taxation environment
affecting highly digitalised businesses; the likelihood of any
new measures triggering a boon for transfer pricing profession-
als; the need to introduce considerable simplifications to
ensure the measures are workable in practice; and extensive
arbitration measures – governments will likely follow the path
of least resistance and diversify their risks and costs by relying
on a range of different forms of consumption taxes, noting
that consumption taxes (as compared with indirect taxes) are
not always, by their nature, borne by end-consumers.

This is not to ignore the other big elephant in the room,
which is that the base for corporate taxation is profits, and
with many of the large digital economy participants in the
world being unprofitable (at least, as yet), this may be ‘much
ado about nothing’. 

Putting all this together, surely legislation which imposes
taxes based on turnover from sales, collected in the markets
in which these businesses sell, brings with it a far greater
alignment between the motives and interests of businesses
and those of the countries in which sales are taking place. In
short, if, as French politician Jean-Baptiste Colbert colour-
fully noted, “[t]he art of taxation consists in so plucking the
goose as to procure the largest quantity of feathers with the
least possible amount of hissing”, then surely consumption
taxes represent the better goose for plucking. 

It is these facts which have spurred the introduction of
digital services taxes, or their equivalents, in places like
France. There are also similar proposals in the UK and else-
where. These facts have also spurred the introduction of a
foreign e-services tax in Taiwan (China), as well as India’s
equalisation levy and significant economic presence con-
cepts (to name a few).

To be clear, the proposition that consumption taxes will be
the dominant form of taxation is not intended to traverse the
legal debate as to the nature of digital services taxes as either a
direct or indirect form of taxation. For this, it is worth looking
at the EU’s proposal for a Council Directive on the common
system of a digital services tax (COM(2018)148, March 21
2018) and the request for a preliminary ruling to the ECJ in
case C-75/18 involving Hungary’s telecommunications tax,
and the Advocate-General’s opinion in this case issued on June
13 2019. Rather, it is intended to apply the concept of con-
sumption taxes both broadly and practically. These are situa-
tions in which the tax is collected by an intermediary but
intended economically to be borne by the end consumer
(which describes indirect taxes); and where the tax is either cal-
culated or determined by reference to the place in which con-
sumption occurs (for example, gross business receipts taxes).

A further rationale for the view that consumption-based
taxation will be the dominant form of taxation around the
world is the environment. Be they carbon taxes, environ-
mental levies, the myriad of taxes, fees and charges relating
to air travel, traffic congestion charges or even ‘shopping
bag taxes’ – all of these are forms of environmentally-orient-
ed consumption-based taxes. 

Recent proposals in France and the Netherlands to
potentially end the zero rating of international air travel in a
bid to tax CO2 emissions, further highlight encroachments
on the previously sacrosanct concept that international air
travel should not attract VAT.

In short, consumption taxes are not far behind corporate
and personal taxes (combined) in being the dominant form
of tax revenue collected amongst OECD countries. The
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trend sees consumption taxes increasing and corporate and
personal taxes (combined) falling. It, therefore, does not
take much imagination to envisage a day when consumption
taxes overtake. 

VAT on financial services: The new default 
This is a topic that has added impetus with the advent of the
latest European Commission review (announced in April
2019) into the exemption from VAT for the financial serv-
ices industry. There is a perceived greater urgency to act in
this space. Put simply, the view that financial services broad-
ly should be exempt from a VAT is unsustainable in the
long-term, for two main reasons.

First, the policy rationale for exempting most financial
services from VAT arguably no longer exists. Historically,
one of the main reasons for the exemption was the inability
to measure the value added on a transaction-by-transaction
basis, for example on forex transactions. However, with the
growth of fee-based services relative to margin-based servic-
es, this measurement problem is no longer as prevalent.
Similarly, some countries have demonstrated the ability to
devise simplifications to tax margin-based loan services
(China, Argentina and Israel); to tax the value added in gen-
eral insurance (New Zealand, China, Singapore, Australia
and South Africa); and even life insurance (India, though
excluding the savings component).

Second, the nature of financial services is fundamentally
changing. No longer is it possible to draw a clear line between
the products or services of traditional banks, insurers and asset
managers and contend that they need to be exempted from
VAT for their services; while component or outsourced
providers, especially many ‘new economy’ participants in
peer-to-peer (P2P) lending, fintech, payment processors, and
even digital currency providers, may be taxed.

Let’s take a very simple example. It is commonplace for
consumers to be charged a fee for withdrawing money
from an ATM, for instance when using a card from a dif-
ferent bank. In Australia, such fees are exempt from GST
in accordance with Regulation 40-5.09(4A) of the GST
regulations and this is confirmed in GST Ruling 2014/2.
However, what is the inherent policy problem which lim-
its the ability to apply GST to these transactions? How
does this really differ from a situation in which a customer
uses their credit card and a surcharge is imposed, for
which GST will apply (if the underlying supply is taxable
– see GST Ruling 2014/2)? Likewise, how does this differ
from a situation in which the fee is imposed by a third-
party payment processor, which is similarly taxed for GST
purposes in Australia? 

From a broader policy perspective, is this an example where
the GST treatment differs because of ‘who’ is making the sup-
ply, rather than by reference to ‘what’ is being supplied? To be
clear, it is not suggested that the analysis of the current legisla-

tion is incorrect, rather that the policy does not produce eco-
nomic equivalence between substantially similar transactions.

Interestingly, when Facebook launched its new cryptocur-
rency Libra in June 2019, it symbolised the growing encroach-
ment of digital economy participants into the financial services
sector, and signalled the death knell for the ability to ringfence
exempt financial services from a VAT. This trend is even more
obvious in countries such as China, where companies includ-
ing Alipay and Tencent dominate the digital payments market.

There are three major exceptions where the taxation of
financial services under a VAT is unlikely to be fully realised.
The first is in certain personal loan products, such as home
loans, where for political expediency, governments may well
choose to continue with exemptions from VAT. The second
is in the trading of derivatives and other financial instru-
ments, where the imposition of VAT would operate more
like a wealth or capital gains tax (such as in China).
Derivatives or financial instruments are also arguably not
really ‘consumed’ in any traditional sense. The third and
final exception is in jurisdictions which apply substitutes for
VAT in certain areas of financial services; for example, the
EU’s insurance premium taxes, Korea’s education tax, and
Thailand’s specific business tax. 

The challenges in maintaining financial services’ exemption
from VAT are all too obvious when one considers recent inter-
national case law and legislative developments. Take for exam-
ple the treatment of payment processing services. The question
of whether exemption applies or not differs significantly from
jurisdiction to jurisdiction, and can even vary depending on
whether the service fee is collected from the end-consumer, or
through the merchant. For example, the UK has historically
adopted a wide application of financial services VAT exemp-
tions, including for payment services, as opposed to other EU
countries which have adopted a narrower interpretation of
VAT exemptions. Where payment services are provided to
merchants, VAT exemptions have a highly distortive effect and
create VAT leakage in the supply chain. Many payment service
providers and processors therefore seek to apply VAT on their
services, allowing them to claim input tax credits. 

The other notable example is in the classification of cryp-
tocurrency. For example:
•  In European Union Case C-264/14 (Hedqvist), the

European Court of Justice held that bitcoin is a currency
and therefore exempt from VAT when used to pay for
goods or services;

•  In Australia, as of July 1 2017, the supply of cryptocur-
rency is not subject to GST but through a legislative
amendment that creates a new category of digital curren-
cy, which is neither money nor currency; and

•  In Canada, recent legislative proposals have been intro-
duced to define cryptocurrencies at ‘virtual payment
instruments’, which are not money but which are
nonetheless exempt from GST as a ‘financial instrument’.
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While these examples highlight the growing trend to
exempt a cryptocurrency from VAT when it is effectively used
as a medium of exchange, operations surrounding the use of
cryptocurrencies, such as mining, may still be subject to VAT.

This highlights the difficulties in ringfencing financial serv-
ices from VAT. As both the Australian and Canadian examples
show, if ringfencing is to occur, then the concept of ‘financial
services’ needs to be regularly updated. In the EU, the prob-
lem is even more acute given that the EU Directive dates back
to 1977, and even the proposals back in 2011 to update the
rules would already be outdated. Put simply, regularly updat-
ing a concept which, from both a commercial and regulatory
perspective, is increasingly blurred, is exceptionally difficult.

For all of these reasons, we predict that VAT will be applied
to financial services as the default method, though a limited
range of exemptions will still need to apply.

VAT refund disappearing act 
The proposition that VAT refunds will end is one of the most
controversial. In particular, the idea that VAT, which is a tax
not intended to be imposed economically on business, would
cease to be refundable in circumstances where inputs exceed
outputs in a given period, is near heresy. It directly contradicts
the OECD’s guidelines. Furthermore, critics of this proposi-
tion may point to the potentially detrimental impact on
exporters and start-up businesses. 

However, let’s consider the evidence on the state of VAT
refunds, some of which is based on the KPMG International
VAT/GST Refunds Survey 2014 carried out on the efficiency
VAT/GST refunds in 65 countries, and on more recent devel-
opments since that time:
1) Securing VAT refunds is a commonly deployed device used

by fraudsters, and therefore scrutiny is required so as not to
leave tax authorities exposed. They require tax authorities
to deploy significant resources to combat such fraud, often
with the impact of delaying refunds for legitimate businesses; 

2) Tax authorities are increasingly taking an inordinate
amount of time to process refunds – for instance, some EU
countries are known to scrutinise and delay VAT refunds,
especially for non-resident companies and even for those
with taxable activities in the country of refund;

3) Tax authorities are increasingly imposing tax audits as a pre-
condition for the payment of a refund (for example, in
Indonesia);

4) Refunds of VAT are often being offset against other tax
obligations before being paid (for example, in Australia);

5) We are seeing a growing trend of countries only allowing
VAT refunds to foreign businesses if the principle of reci-
procity is followed with respect to businesses from that first
country operating overseas. For example, many EU coun-
tries do not allow VAT refund claims for businesses located
outside the EU unless there is a reciprocity agreement or
similar arrangement with that country for VAT recovery.
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Indeed, in a global context, refunds to non-resident non-
VAT registered businesses is becoming the exception rather
than the rule; 

6) Anecdotally, the availability of tourist VAT refund schemes
seem to be diminishing, either through the imposition of
higher de minimis amounts, or through administrative bur-
dens which practically discourage their use (for example,
long queues, offices not being open, enhanced paperwork
requirements etc.).
Due to the factors above, businesses are also increasingly

becoming reluctant to claim VAT refunds for certain expenses
on a cost-benefit basis.

One wonders if this trend of diminishing, discouraging and
disentitling otherwise legitimate refund claims will lead to a sit-
uation in which they largely end. We say ‘largely’ end because
we would expect them to continue for exporters and for other
suppliers making zero-rated suppliers habitually. The abolition
of VAT refunds for these specific situations would be counter-
productive for those countries, either in terms of harming their
international competitiveness or in effectively undermining the
policy of zero-rating certain supplies. Indeed, a number of
countries are expanding the scope of exported services conces-
sions (exemptions or zero-rating), such as Russia, Indonesia,
Cambodia and China. This has the corresponding effect of
limiting the need for refunds by foreign businesses receiving
those services. Furthermore, sales of goods to large exporters
(in countries like France and Italy) and of certain services to
exporters (Costa Rica) also operate so as to minimise the need
for refunds by those exporters.

The shift away from VAT refunds is interrelated with our
view that the future will see the use of blockchain technolo-
gy and mechanisms to collect VAT through the payment sys-
tem (for example, in the UK). This will result in VAT
systems more closely resembling retail sales taxes. (We have
gone into this in further detail in VAT and technology: The
first fully automated tax?)

A further example where we see the risk of refunds being
denied is in situations where a business’ VAT payable is over-
stated, either by reason of overstated output tax or more
commonly, by understating input tax credits in that tax peri-
od. This can arise because of a myriad of innocent commer-
cial reasons, including not processing accounts payable
invoices on a timely basis, or because purchase invoice
amounts were missed off initially. The ability to later identify
understated input tax credits and seek a refund of them, is
potentially at risk. Australia is an example of a country which
has taken considerable steps to impose limitations on such
refunds, including by reference to time periods and by meas-
ures which are designed to ensure the end-consumer bene-
fits if such a refund is paid out.

If VAT refunds end, they will likely be replaced by a system
allowing the carry forward of VAT credit balances, much like
the carry forward of losses in a corporate tax context.

Death of the VAT return (as we know it) 
This proposition is not dissimilar to one made by KPMG back
in 2014 (have a look at Five years of rapid VAT evolution: How
have predictions held up? and the prediction that there will be
no more periodic returns). The only difference is that this is
starting to become a reality, for example in India, with the
introduction of an electronic invoicing system which will be
used for the pre-filling of GST returns, proposed from January
1 2020; and in Brazil, with perhaps the most advanced e-
invoicing system in the world, requiring a digital stamp from
the tax authority and real-time reporting of transactions.

The death of the VAT return is an inevitable consequence
of several factors. First, electronic invoicing through govern-
ment regulated invoicing systems, which means that the gov-
ernment already has the sales data to enable pre-filling of
returns. Second, the need to carry out data matching or veri-
fication of purchase invoices through such government regu-
lated invoicing systems (see VAT and technology: The first fully
automated tax? for more). And third, the need for real-time
reporting of transaction level data (for example in Spain and
Hungary) such that the government is provided with ERP
data on a regular or real-time basis. 

Similarly, European countries including Portugal, Poland,
Austria, Norway are increasingly adopting a standard audit file
for tax (SAF-T) and similar requirements, that ask taxpayers to
provide transactional data in a pre-defined auditable format to
tax authorities, either periodically or on the tax authority’s
request. Poland is planning to replace the VAT return entirely
with the SAF-T filing from 2020.

It is highly likely, in our view, that over the next five years,
VAT returns will be pre-filled for taxpayers. The objective then
turns into one of carrying out a reconciliation exercise to check
the accuracy of the returns and make any adjustments
required. 

While pre-filling may be the direction of travel in the short-
to-medium term, in the longer-term the actual filing of VAT
returns may be rendered completely redundant. We explore
this further in VAT and technology: The first fully automated
tax? Because the data that forms the basis of VAT returns will
be fed automatically from business’ own enterprise resource
planning (ERP) systems, simplifications will render the com-
pliance process largely untouched by subjective judgment and
B2B transactions will no longer be taxable and creditable,
given VAT systems will closely resemble retail sales taxes.
Furthermore, in accordance with the proposition we make in
VAT and technology: The first fully automated tax?, in many
countries the data will in fact be held directly through govern-
ment regulated invoicing systems. 

In conclusion, VAT returns will die a natural death, and it
will likely occur in two stages – first, through pre-filling, and
second, through a combination of enhanced data transmission
tools and the removal of much of the subjective judgment
which currently takes place in VAT compliance. 
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VAT and technology: The first
fully automated tax?

Looking ahead, technological changes will impact VAT administration and compliance, with
significant implications for the role of the VAT professional. Lachlan Wolfers sets out a series

of predictions for the years ahead.

I n Future of VAT: Continued evolution and increasing significance, we
outline a series of predictions on the increasing importance of VAT as
a national revenue raiser, as well as anticipated changes to its scope and

mode of operation. Here, we are taking this one step further and looking
at how technological change will impact VAT administration and compli-
ance, and its implications for the role of VAT professionals. 
Specifically, we anticipate that: 

•  Government-regulated invoicing systems will grow significantly – as
well as their importance becoming ever more significant – and that
they will wreak havoc on compliance costs for multinationals;

•   VAT compliance will be met by technology and will be outsourced by
most large businesses. Simplifications which reduce the risk of fraud, or
which are necessary to prevent errors or eliminate disputes will grow;

•  In-house tax departments, and tax advisors, will be disintermediated
by tax authorities;

•  VAT will more closely resemble sales tax (through the use of
blockchain technology); and

•  Unless tax professionals and the organisations they serve transform
urgently, they risk falling down the value chain.
In many respects, the technological changes envisaged here are a con-

tinuation of the rapid changes seen in recent years. We predicted this
some years ago and as set this out Five years of rapid VAT evolution: How
have predictions held up? China will continue to be, as it has been, in the
vanguard of these technological developments.

Government-regulated invoicing systems will wreak havoc 
If you ask practitioners in most countries whether tax invoices are regu-
lated, the answer is invariably yes. However, here, reference is not being
made to examples of tax invoices being issued by businesses, either in
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paper or electronic form, from the business’ own enterprise
resource planning (ERP) system. 
Typically, tax invoices in most countries contain certain

standardised content in relation to a transaction. These
include: the inclusion of the supplier’s name and the tax
authority-issued registration number; the recipient’s name;
the transaction date; a description of the relevant good or
service being supplied; the transaction amount; and the
amount of VAT charged. 
Rather, we are talking about countries in which the abil-

ity to issue such a tax invoice, or to generate a transaction
record, is regulated by the government. That is, where a
tax invoice must be issued through the use of government
software or hardware, and not through a business’ own
ERP system. We are already seeing this in jurisdictions
such as mainland China, Brazil, Taiwan (China),
Indonesia, Korea and India, and similarly in Portugal,
which is also requiring taxpayers to issue invoices through
government-certified software. 
The theory or intention behind the use of government-

regulated invoicing systems is that they arguably seek to
improve the integrity of transactions and their recording;
help to reduce the VAT gap; and they aim to eradicate VAT
fraud by only allowing a recipient an input tax credit if the
corresponding output tax of the supplier has been
accounted for. 
While these are worthy pursuits, in many respects they

can impose significantly higher compliance costs on busi-
nesses. It is a classic example of rule-making which seeks to
mitigate the fraud of a small minority, at the expense of the
vast majority who are ordinarily compliant. Based on expe-
rience, a significant number of challenges can be posed for
businesses by the introduction of such government-regulat-
ed invoicing systems. For example:
•  Duplication, because tax invoices are issued in addition to
normal commercial invoices;

•  The need to build an interface, or application program
interface (API) or other linkage between a business’ own
ERP system and the government regulated invoicing sys-
tem; 

•  The fact that from an IT security perspective, businesses
are often compelled to ringfence these systems from their
own secure IT environment; 

•  Reconciling ERP data (commercial invoices) to the reg-
ulated tax invoices;

•  Losing input tax credits where suppliers omit to issue tax
invoices;

•  The impact of service outages and maintenance which
can detrimentally impact business; and 

•  The need to adopt processes which may not match the
ordinary processes or systems used in the business.
Interestingly, many countries, especially in the EU,

have chosen to adopt the less interventionist approach of

real-time reporting. That is, to obtain the transaction level
data on a real-time basis. As mentioned, this is a step short
of government-regulated invoicing where the government
effectively seeks to interpose itself into the transaction/
invoicing chain. One wonders, and perhaps even specu-
lates, that some countries applying real-time reporting
may well transition to government regulated invoicing in
the near future.
The main reason for calling out this very recent trend in

government-regulated invoicing systems is the exponential
increase in compliance costs which would be caused if all
countries did this, and if they did so in their own way. That
is, if each country chose to adopt their own regulated
invoicing system, each taking a slightly different form, and
with unique software or hardware requirements. This is the
risk that creates most concern. 
If this trend continued, it would effectively mean that

multinational companies seeking to centralise their global
compliance efforts, would need to maintain and operate lit-
erally over 100 different country-specific hardware or soft-
ware systems and interface-type solutions. In short, the
benefits of centralisation would be lost.
The answer to this problem is not to naively suggest that

there could be a single global regulated invoicing system.
Rather, it is to suggest that a body like the OECD could and
should seek to define common standards in a way that seeks
to reduce compliance costs (for businesses and governments
alike) through that commonality. For example, by defining
the optimal core functionality of the software or hardware
being developed; by prescribing how that software or hard-
ware should interface with common ERP systems; as well as
minimally acceptable IT security standards. In fact, it could
be similar to the guidance published by the OECD on the
standard audit file for tax (SAF-T), which is now increasing-
ly being introduced by countries mainly in Europe. 
An interesting by-product of the advent of government-

regulated invoicing systems is the increased importance of
tax invoices in VAT systems. For example, longstanding
practice in Australia was that while the law required the
issuance of tax invoices to consumers within 28 days of a
request and law prescribed the minimally acceptable content
of such tax invoices, in the event of an audit tax, invoices
serve merely as one form of evidence as to when, who and
how much was involved in a given transaction. It is never
determinative of the transaction itself. In common parlance
of form versus substance, the tax invoice may describe the
form, but the substance is the whole circumstances of the
transaction itself. 
By contrast, China, with its highly regulated invoicing

system (known as the Golden Tax System), put a high level
of importance on tax invoices, which were treated as being
the best evidence of a transaction. This is not to say that the
form of the tax invoice will always supplant the substance of
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a transaction, but exceptions are relatively limited in practice
(for example, fraud). Examples abound of taxpayers being
denied input tax credits which they would otherwise have
been entitled to, merely by reason of the (wrong) type of tax
invoice, the content of the tax invoice, the failure to retain
the tax invoice, or the failure to verify the tax invoice. 
We predict that along with the rise of government-regulat-

ed invoicing systems and the increased importance of data and
analytics by tax authorities in auditing or verifying VAT com-
pliance, practically the data inputted into tax invoices will
assume elevated importance – in the fullness of time it will be
virtually determinative evidence as to how, when and for how
much a transaction takes place. This is not to suggest that the
law will explicitly state this, rather it will be the practical reality
of a system which relies on those same data fields used in tax
invoices to feed the ERP systems and in turn the analytics
used in the detection of errors or anomalies. 
Already, we are seeing developments in optical character

recognition technology, together with artificial intelli-
gence, that are enabling human-less invoicing – system
logic is driving the invoice issuance process by a supplier
through to the receipt, validation and processing of invoice
payments by the recipient. 
In short, we are beginning an era in which there is limit-

ed, or even no, human interaction in the tax invoice issuance
process. As such, if ‘the system’ does not flag it as anom-
alous, erroneous or extraordinary, the content of the tax
invoice becomes the reality.

VAT compliance will become a technology proposition
and will largely be outsourced 
It almost seems contradictory to argue that large businesses
will outsource their VAT compliance and related technology
needs, given the impending death of the VAT return dis-
cussed in Future of VAT: Continued evolution and increas-
ing significance. However, let’s consider what remains when
VAT returns die.
As noted above, the longer-term perspective is that

VAT compliance will effectively be managed through the
data which is fed from business’ own ERP systems directly
to the tax authorities, or via government-regulated invoic-
ing systems. 
As we all know, the single biggest operational challenge

facing in-house tax departments right now is in managing
data. Data management problems stem from a number of
factors, such as:
•  The use of multiple systems within most organisations,
including the need to maintain legacy systems;

•  The problem in extracting data from those multiple sys-
tems; having them ‘talk’ to each other, or in bringing
together (coherently) data from those multiple systems;

•  The challenges of reconciling the data, or in making
manual adjustments to the data; and
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•  The continuation of historical practices where ERP sys-
tems were configured for the benefit of the business and
finance departments, but not necessarily the in-house tax
department.
In fact, among the most common complaints made by in-

house tax departments is that they are unable to fully com-
ply with tax laws because of system limitations. This usually
necessitates practical workarounds or manual processes to
manage compliance.
Moore’s law, adapted to a data context, would suggest

that data will double every two years, with businesses accru-
ing more systems rather than fewer. Given this, logic would
suggest that data management challenges will increase expo-
nentially. And herein lies the role of the VAT compliance
professional. Their role will be to design processes (includ-
ing through robotic process automation) and deploy tech-
nology tools (in many cases using artificial intelligence) to
manage the data which, in turn, manages VAT compliance.
In short, VAT compliance will be (nearly) entirely a technol-
ogy proposition.
The second part of our proposition, which is that most

large businesses will outsource this work, is not stated as a
matter of self-interest, but instead comes down to simple
economics. The reliance on technology solutions to manage
VAT compliance often requires significant up-front invest-
ment cost, if built by the organisation for their own needs.
Yet that same cost may be split among hundreds or even
thousands of taxpayers if developed by third-party providers
such as the Big 4 accounting firms or specialist software
providers. The economic equation is entirely comparable
with that of cloud computing, which is effective because
large up-front investment costs can be shared among a large
group and obtained more affordably on a subscription basis.
Added to this is the fact that the maintenance and updating
of VAT compliance technology can also be costly.
Two other factors also bear consideration. The first is

that with the rise of government-regulated invoicing sys-
tems, the cost of technology investment increases too. The
second is that as businesses digitalise their models, they
increasingly need to comply on a global basis. These two
factors combined will lead to an exponential increase in VAT
compliance costs unless outsourcing occurs.
For these reasons, the more that VAT compliance

becomes a technology play, the greater the likelihood that it
will be outsourced. 

Simplifications which reduce fraud, errors and disputes
will proliferate
In 10 years’ time, we will look back quaintly on the era in
which businesses were able to claim input tax credits (in
many jurisdictions) for business costs such as motor vehicle
usage (fuel) for employees on work-related trips; mobile
phones for employees for business use; meals for employees

on business trips; and even entertainment (to the extent that
is still available).
Put simply, many of these types of costs are susceptible to

exaggeration and error. In an era of digitalisation, where
many types of processes are highly systematised and where
verification of the correctness of these credit claims would
consume a disproportionately large amount of resources, it
would not be a surprise for these types of claims to either be
denied credits outright, or be subject to a simplification
which provides an automatically determined credit amount
or percentage. An example of this could be the adoption of
an arbitrary 50% for all employee meal costs. Potentially, this
type of simplification may even be extended to other types
of costs incurred on business trips, such as accommodation
and domestic air travel. 
An interesting question remains as to whether simplifica-

tions will also be applied to areas such as in the financial
services sector, which are currently subject to partial exemp-
tion methods (as in the EU). Singapore is a country with
simplifications in this area, as it effectively mandates the per-
centage entitlement to input tax credits depending on the
classification of the financial services institution. Many Asian
jurisdictions also only provide limited flexibility in partial
exemption methods, through the use of only ‘revenue
based’ apportionment methods. 
While in Future of VAT: Continued evolution and increas-

ing significance we argued that financial services would be
subject to VAT as the default method, there will likely still
be certain areas for which exemption remains, thereby giv-
ing rise to the need for an apportionment of credits.
Similarly, other sectors that commonly make a mix of both
taxable and exempt supplies, such as the real estate sector,
could also be subject to simplifications to ease compliance in
calculating input tax credits.
In short, in an era of binary coding, where everything is

reduced to either a ‘0’ or a ‘1’, it is not a stretch to envisage
the end of approaches or methodologies for calculating
input tax credits which are subjective, or highly prone to
over-exaggeration, error, or require disproportionate tax
authority resources to verify and audit.

In-house tax departments and tax advisors will be
disintermediated 
Among the propositions made, this is perhaps the most con-
troversial and also the gloomiest from the perspective of a
tax advisor. It is the idea that we, as tax professionals,
whether working in-house or as external advisors, will likely
be disintermediated by tax authorities.
Let’s consider the case for this. First, it is already happen-

ing to an extent. Consider the fact that the tax authorities
now deal electronically with business; in most countries they
publish extensive information to help businesses comply,
whether in the form of legislation, rulings, interpretations,
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guidance material, etc. Many tax authorities have developed
chatbots and similar, such that now most routine queries are
handled without the need for a tax professional. In short,
understanding a businesses’ obligations has already been
made considerably more efficient (and require less labour or
input from tax professionals) than they did in the pre-inter-
net era of 20 years ago.
Second, as noted above, tax authorities are now building

their own government-regulated invoicing systems to obtain
transaction level data automatically, or they are requesting it
on more of a real-time basis than ever before. With this data,
they can carry out data and analytics testing to then deter-
mine whether the business is complying and, if not, by how
much. They do not need tax advisors for this, certainly not
as much as before.
Third, and this is the major point, in the technology race,

the tax authorities will always win. They will win because the
tax authorities can build technology tools which they can man-
date to serve an entire population, whereas any third-party
technology is always subject to competitive pressures, and the
need for pricing and sales. Tax authorities are also not subject
to normal returns of investment. In theory, provided the gov-
ernment stands to gain $1 of extra tax revenue over and above
the cost of deployment of a new tool, they can proceed. 
Our recent project experience, while unrelated to VAT,

may nonetheless be very relevant in demonstrating the poten-
tial to be disintermediated. In 2019, the Chinese government
authorities introduced new rules for the withholding of tax on
employee salaries and wages. Unusually, these new rules
required tax to be withheld by employers on the basis of net
income concepts, not gross income. Several large professional
service and payroll firms invested considerably in developing
technology to facilitate employers aiming to obtain the neces-
sary data from their employees efficiently, which would in
turn allow them to determine the net income amounts from
which to calculate the tax withholding in respect of each
employee. Just prior to its commencement, the government
decided to launch its own technology tool, which would
allow employees to upload the data and transmit it to employ-
ers each month, in a type of pre-filling exercise. In the blink
of an eye, the government had effectively assumed responsi-
bility for a business opportunity which would, historically at
least, have been carried out by the private sector. 
In all likelihood, we will end up with a mix of govern-

ment-owned technology to manage the compliance or risk
processes, with government-approved technology: tools
developed by the private sector which meet certain govern-
ment specifications. Australia’s single touch payroll system
used for employment tax reporting is an example of this lat-
ter approach.
Make no mistake though, tax authorities stand the very

real prospect of disintermediating a significant proportion of
the tax profession!

VAT will increasingly resemble sales tax (thanks to
blockchain) 
The 2017 edition of China – Looking Ahead, included an
article entitled Lighting a pathway to 2025, which argued
that VAT will more closely resemble a sales tax. The
response to the article was highly divisive, with some practi-
tioners considering the proposition to be ludicrous, while
others agreed. To be fair, at face value, the proposition is
ludicrous when one considers that VAT has now been
expanded to more than 160 countries around the world; a
sevenfold increase in the past 40 or so years.
However, the validity of the proposition is simply illus-

trated by considering how VAT works through a typical sup-
ply chain of a manufacturer supplying a pair of sneakers to a
wholesaler, and through to a retailer before being sold to an
end consumer. It is only when one recognises that the sup-
ply of the sneakers involves three separate output tax obliga-
tions and two separate input tax credit entitlements, which
effectively cancel out the corresponding output tax amounts
on those transactions, all so that when the retailer sells to the
end consumer, the output tax will be accounted for. In
short, five separate recordings on a VAT return which must
be accurate, where only one of which actually matters.
One of the key policy rationales for imposing this multi-

plicity of obligations, at least historically, was to ensure that
VAT would be accounted for, in part, even if there was fraud
in some other part of the supply chain. However, the reality
is that by imposing so many obligations, albeit on different
parties, the potential for fraud remains and some argue it is
exacerbated. Leaving that issue aside, surely even an eight
year old child can recognise the potential for a technology
solution to radically overcome the inefficiency inherent in
this system.
Now if we wind forward two years since that article was

published, the same prediction could be ventured now, but
perhaps with even stronger force. In particular, four main
developments have, in our view, opened the doors to VAT
more closely resembling a retail sales tax.
First, the use of blockchain or distributed ledger technol-

ogy (DLT) seems to have progressed from a largely theoret-
ical concept (except in the case of crytocurrencies), to
becoming more widely used. In particular, there have been
increasing request for proposals (RFPs) from large multina-
tionals seeking assistance in deploying blockchain technolo-
gy to manage their invoicing processes. 
It is increasingly clear that blockchain can be deployed as

a means to solve VAT fraud; for example in the EU, where
VAT fraud with missing traders happens in certain jurisdic-
tions on an unacceptable scale. Given that VAT is collected
by businesses in multiple stages of a supply chain, where
money flows directly between suppliers and recipients and
invoices are being used to collect the VAT from customers
and by intermediaries to claim input tax credits, with no or
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limited control and visibility on the VAT collection by gov-
ernment, further measures are clearly required. Where a
trader goes missing without paying the VAT (collected from
its customers) to the tax authorities, tax authorities are often
too late in detecting the fraud and unable to trace fraudsters,
while the recipient of that supply still claims the credit for
the input tax it incurred and paid to that supplier. 
Blockchain has the ability to fundamentally transform the

VAT collection process with greater transparency and secu-
rity for both tax authorities and taxpayers. A distributed
ledger can connect taxpayers, tax authorities, intermediaries
and even banks. 
Indeed, blockchain as a concept can readily be applied to

VAT through a supply chain – that is, rather than requiring
each party throughout the supply chain to account for VAT,
B2B parties can be matched through a form of digital cer-
tificate, with only the last stage of the supply chain account-
ing for the VAT. 
There is a powerful analogy in terms of the potential

transformation of VAT under blockchain, with the transfor-
mation in the early 20th century in the system of land titles
used in Australia and several other Commonwealth coun-
tries. Under old system land titles, it was necessary to trace
the history of any land titles back to inception, in order to
ensure that the current land title being transferred was valid-
ly owned by the vendor and therefore could be sold to the
purchaser, and not later be voided or challenged. By con-
trast, under the Torrens Title system, the purchaser of any
parcel of land can rely upon the indefeasibility of the current
title to the land shown on the register.
Likewise, in a VAT context, instead of the necessary

accounting for output tax and input tax through the early
stages of any supply chain, blockchain would allow for digi-
tal matching of B2B supplies and related invoices, such that
ultimately only the final stage involving B2C transactions
would require a real tax outlay.
Second, in the recent elections for the new Prime

Minister of the UK, carried out by the Conservative Party,
one of the candidates, Michael Gove, proposed replacing
the UK’s VAT system with a simpler sales tax system.
Interestingly, the hysteria this created was significant, with
one commentator writing in the influential weekly maga-
zine, The Spectator, asking whether Gove was “on drugs”.
Other tax professionals on LinkedIn wrote furiously in
defence of VAT, fearing somehow that their professional
expertise and very livelihood would be at risk. 
With respect, many of these comments completely

missed the point. They singularly failed to take into account
the impact of technological developments which could cre-
ate greater security and validity in the transaction lifecycle,
without the need for the supplier to account for output tax
and the recipient claim input tax on B2B transactions. It
similarly ignores the fact that much of the highly publicised

examples of fraud within VAT systems occurs at the B2B
level – for example, with missing trader and carousel fraud;
with the EU scheme on trading carbon permits; and in
Australia, with precious metals trading.
Third, and perhaps most fundamentally, it ignores the

fact that VAT systems are themselves having to create special
rules or exceptions to combat fraud. Take for example the
imposition of a reverse charge in Australia in the precious
metals industry; the requirement for purchasers to withhold
VAT on taxable sales of residential real estate in Australia;
the numerous examples of reverse charge rules being applied
throughout the EU, for instance a domestic reverse charge
mechanism for mobile phones, chips, laptops, tablets, etc;
and in New Zealand, with the zero rating of B2B land sales.
These are all examples of the VAT system failing to properly
combat fraud. In effect, the substitutions in certain cases
resemble forms of retail sales taxes.
Fourth, the recent phenomenon and growth of e-com-

merce platforms in facilitating the cross-border sale of goods
and services between business and consumers (or between
consumers) has necessitated yet more stop gap measures to
overcome fundamental limitations in traditional collection
methods under a VAT. In particular, we have seen the use of
intermediaries who assume a liability or role as principal in
accounting for VAT on transactions; with Australia’s low
value goods regime being among the most extreme exam-
ples. Other examples include split payment methods, joint
and several liability provisions (for example, in Germany),
and collection from other intermediaries such as banks (for
example, in Vietnam), which are either being implemented
or debated. 
In the US, special collection methods on platforms are

being introduced in response to the Wayfair decision. Each
of these collection methods serve to support or centralise
the enforcement of collection from a few large participants,
in preference to the real suppliers of the goods and services.
While the attractiveness of these methods from a tax author-
ity perspective is obvious, it plainly represents a further
admission that the fundamentals of VAT systems are no
longer fit for purpose, at least in a highly digitalised world.
In short, blockchain technology could be used to provide

an immutable, time-stamped, distributed and distributable,
public record of all transactions occurring on the chain, with
real-time tax collection. This provides the means by which,
in substance, VAT more closely resembles a retail sales tax.

Tax professionals and their client organisations must
transform or risk falling down the value chain
The final proposition is more of an early warning for all tax
practitioners, whether working in-house or as external tax
advisors. The call to action stems from a concern, briefly dis-
cussed above, that the most pressing problem facing the tax
profession right now is a data problem. Take for example the
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following statements, which seem to reflect the reality of
most businesses right now:
1) “We can’t get the data”;
2) “The quality of our data is poor”;
3) “We spend an inordinate amount of time scrubbing, rec-
onciling and adjusting our data”;

4) “Even when we have the data, we need to perform sig-
nificant manual adjustments”;

5) “Our data is spread across multiple systems, which do not
speak to each other”; and

6) “The tax authorities believe we have the data at the ready,
in the form in which they want it”.
With the increase in the volume of data, the growing

importance of real-time reporting, and the heightened
expectations around robust processes and systems, how can
the average tax professional carry out their work effectively
if they have no control over the data and no confidence
about its accuracy?
In too many cases, there is a ‘head in the sand’ approach,

in which everyone else is blamed for this problem: ‘finance
won’t give us the data’, ‘we have too many systems so it
won’t work’, etc. And while this may be true to a significant
extent, unless and until the tax function takes some owner-
ship over the data or seeks to influence those who do, the
role of the tax professional will be diminished within the
organisation. Transformation is becoming ever more urgent
and important.
In a concept KPMG calls ‘tax reimagined’, we take a

holistic view of how to transform the tax function. This cov-
ers questions on how to deploy people with the right skills,
develop the right processes and harness technology to do

this in a way which is consistent with the business’ overall
strategy. Simply relying on technology to solve the problem
will not work. People, processes and systems need to be
transformed in harmony.
These transformation projects are invariably pushing tax

professionals to up-skill as data scientists and likewise, IT
professionals to cross-skill as ‘tax technologists’.

Testing the predictions
The authors welcome the opportunity to be tested on the cor-
rectness of these propositions in a further five years from now.
However, whether they withstand the test of time or not, two
of these propositions should start to raise alarm bells with tax
professionals. These are propositions that the in-house tax
department, and tax advisors, will be disintermediated by tax
authorities and the proposition that unless tax professionals
and the organisations they serve transform urgently, they risk
falling down the value chain. These should be seen as a call to
action to tax professionals to take back control of the data and
the processes, and to embark on a transformational journey
using technology. Either that, or risk falling down the value
curve or being disintermediated by the tax authorities.
In conclusion, technology is impacting every aspect of

indirect taxes – from why it is attractive for governments as
a source of revenue, through to the scope of the tax, how it
is collected, administered, and the skills required to carry
out the role of a tax professional. When described in this
way, there is nothing particularly remarkable or provocative
about these propositions since this are merely symptomatic
of what we are seeing in terms of the digitalisation of the
broader economy. 
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