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Major expansion of VAT reforms progressively from 1 August 2012

Background

On 25 July 2012, China’s State Council decided that the Value Added Tax (VAT)
pilot program, currently in force in Shanghai, will be expanded progressively
from 1 August 2012.

The VAT pilot program is to be expanded to Beijing, Tianjin, Jiangsu, Zhejiang,
Anhui, Fujian, Hubei, Guangdong, Xiamen and Shenzhen ('the 10 locations’)
between 1 August 2012 and 31 December 2012. The precise dates for
implementation in each location have not been specified. However, we
anticipate that specific announcements will now be issued by the tax
authorities in each of the affected locations confirming the precise
implementation date.

The decision by the State Council, as reported by Xinhua News Agency, has
confirmed that the industries subject to the pilot program in the 10 locations
named will be the transportation and modern services industries. These are
the same industries that the Shanghai pilot program has applied to since 1
January 2012. Therefore, we would expect that the same, or substantially the
same, rules currently in force in Shanghai will apply.

The State Council decision also confirms that the pilot program will be
expanded to other cities and provinces, as well as to other industries, during
2013.

This decision to expand the pilot program to major commercial centres around
mainland China during 2012 is testament to the early success of the Shanghai
pilot program, and reflects a commitment to achieving substantial reform of
the indirect tax system in China.
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According to the National Bureau of Statistics, approximately 70 percent of
businesses in Shanghai have so far benefited from a reduction in their tax
burden as a result of the pilot program. If this trend continues on a national
basis, then these changes will be welcomed by the business community,
particularly during this period of global economic instability.

In its simplest form, the VAT reforms seek to replace Business Tax (BT) with a
VAT. The replacement of BT (a tax on business), with a VAT (a tax collected by
business, but effectively borne by the end consumer) is a welcome change for
businesses. With over 150 countries around the world having now
implemented a VAT, these reforms should also more closely align China’s
system of indirect taxes with best practices globally.

Same same but different

KPMG recently issued several China alerts, which explain the operation of the
pilot program rules in Shanghai. Given that the rules for the 10 locations are
expected to be substantially the same as Shanghai, we will not repeat the
analysis here. Instead, if you would like further information on the operation of
the pilot program, please refer to KPMG's China alert Issue 40 — November
2011, which provides a detailed summary of the rules in Shanghai. Please also
refer to two further China alerts, which examine the operation of the VAT
concessions for exported services: China alert Issue 1 — January 2012 and
China alert Issue 6 — April 2012.

While the pilot program rules for Shanghai and the 10 locations are expected to
be substantially the same, there will be some differences in implementation
and administration, which need to be carefully considered. For example:

e |n Shanghai, there is a single tax authority, which collects both VAT and BT.
In the 10 locations, the central and local tax bureaus are different. As such,
taxpayers who previously paid BT to the local tax bureau will now deal with
different tax officials in respect of VAT. It may take some time for them to
develop an understanding of your business.

e \Where a taxpayer in one of the 10 locations has previously benefited from
a particular concession or exemption from BT, the pilot program rules
effectively provide for the continuation of that concession or exemption
under VAT. However, unlike the position in Shanghai, there will be
different tax officials in the 10 locations assessing the entitlement to use
that concession or exemption under VAT as compared with under BT,
which could potentially lead to differences in approach. In short,
businesses benefiting from a concession or exemption under BT should
not take it for granted that the same approach will necessarily be accepted
for VAT purposes.

e The types of industries, which are dominant in the services sector in the
10 locations are not necessarily the same as those in Shanghai. For
example, in Beijing, the cultural and creative sector as well as the high
technology sector, is more prevalent, and moreover, there is a higher
concentration of State Owned Enterprises in Beijing. The tax officials
interpreting the rules for those sectors or organisations may encounter
new, untested, issues.

Finally, the pilot program rules contain some special provisions applicable
to Shanghai only e.g. in respect of the Yangshan Port, and the operations
of China Eastern Airlines and other Shanghai headquartered airlines.
Similar policies will need to be released to ensure equivalent treatment of
businesses in the 10 locations.
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Experiences from Shanghai

Given that the 10 locations are the next in line to implement the VAT reforms,
there is considerable interest in learning from the experiences with the VAT
pilot program in Shanghai. Below is a snapshot:

Implementation tips

e Businesses in Shanghai were only given six weeks within which to prepare
for the reforms. In the 10 locations, they may have either less time (for
those implementing shortly after 1 August 2012) or more time (for those
implementing later in 2012). Either way, with the State Council decision
now announced, and with the rules expected to be the same, or
substantially the same, there is no reason to delay preparation.
Implementation of these reforms will place significant demands on the
internal resources of most businesses, and on the tax authorities.

e KPMG's recommendation is to prepare a project plan, which prioritises
tasks based on those which need to be managed prior to the changeover
from BT to VAT, those which need to be managed prior to the filing of the
first VAT return, and those which may be implemented over the course of
the next several months. Forming a project management team, together
with external advice and assistance, is the recommended strategy for
many large businesses.

e For many businesses, the short timeframe for implementation will place
heavy demands on tax and finance teams. The best way to overcome
resource shortages is to ensure that staff across the business receive
training on the VAT reforms. That is because the VAT reforms impact sales,
procurement, marketing, IT, legal, finance and tax functions within a
business. If the knowledge of how the VAT reforms may affect the
business is shared right across the business, it makes implementation
more manageable, and reduces the risk of errors.

e  QOver the next few months, clear communication with key customers and
suppliers is absolutely critical so that both parties are familiar with what
will happen following the changeover from BT to VAT. For example, there
needs to be communication with key customers so they know how your
prices will be affected by the reforms. Furthermore, they may need to
know if you are registered as a general VAT taxpayer so that input VAT
credits may be claimed. Similarly, you will need to obtain the registration
details of your key customers in order to issue them with special VAT
invoices. In our experience, contractual and other commercial disputes are
more likely to arise if you fail to engage proactively with your customers.
Finally, businesses need to pay close attention to the transitional issues
which arise. For example, determining whether the trigger point for
transitioning from BT to VAT should be based on either the time when the
contract is entered into, when the services are performed, when the
services are invoiced, or when the fee is paid. Moreover, if there are any
price adjustments to service fees on or after the commencement date
relating to services, which were subject to BT, then businesses will need
to ensure appropriate refunds can be accessed. Affected businesses may
also need to ensure they retain access to BT fapiao equipment so that BT
fapiaos may be issued where customers request them after the
changeover date, but in respect of services provided prior to that date.

The devil is in the detail

At first glance, the rules for the pilot program are deceptively simple. However,
it is only when you drill down into the finer details that many issues are
identified, or uncertainties arise, which require resolution.
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The issue is how best to resolve those uncertainties; in this case, many local
in-charge tax officials may not have had prior experience with these reforms,
and their resources will be stretched in the lead up to the commencement.
That is where professional advice may be necessary. KPMG tax professionals
have been closely involved in advising on the reforms in Shanghai, in assisting
the Chinese government with aspects of the design of the VAT reforms, and
internationally with comparable VAT systems. \We also maintain Issues
Registers, which log issues that may affect broader industry groups, and
engage in regular dialogue with senior officials to resolve these uncertainties.

In our experience, many of the major causes of uncertainty with the VAT
reforms derive from two underlying principles:

e The first principle is that the pilot program is limited to specific locations —
Shanghai, and shortly, in the 10 locations. In some cases, competitive
advantages can arise for businesses in those locations because they
charge VAT (therefore allowing input VAT credits to be claimed), and
competitive disadvantages can also arise because the rate of VAT is
generally higher than the rate of BT. This is why the introduction of a pilot
program in specific locations can create a ripple effect — businesses in
cities or provinces immediately surrounding it are affected. Once the VAT
reforms are implemented right across mainland China, and to other
industries, these issues will become more manageable.

e The second principle is due to the fact that the pilot program incorporates
special rules from the previous BT regime, so as to ensure the transition to
VAT is smoother for affected businesses. For example, for those taxpayers
that previously paid BT on a net basis, the pilot program rules allow them
to continue to pay on a net basis under the VAT regime. Likewise, there
were a myriad of special rules or concessions granted to businesses under
BT, which may continue. The result is that the current VAT pilot program
remains something of a hybrid of the old BT system with the new VAT
system. The difficulty is that the concepts underpinning BT and VAT are
quite different, and problems with the interaction between the two taxes
frequently arise. Again though, once the VAT reforms expand across
mainland China, and to all sectors, these uncertainties will largely cease.

Tax burden - increase or decrease?

e Most businesses in Shanghai, which have registered as general VAT
taxpayers, have had their tax burden reduced as a result of the reforms,
and the same should apply in the 10 locations as well. A reduced tax
burden may be protected by taking a few simple steps — (1) ensuring
contracts with customers allow VAT to be recovered in addition to the
price; (2) ensuring suppliers pass on any cost savings arising from the
reforms; and (3) ensuring special VAT invoices are obtained for any
expenses where input VAT credits may be claimed.

e The main industries that have suffered from an increased tax burden are in
the transportation, logistics and asset leasing sectors. These industries
tend to have the most complex implementation issues, so special
attention is needed. In Shanghai, the government introduced
compensation measures to alleviate the effect of the increased tax burden
for affected businesses, and the same is expected in the 10 locations.
Businesses in these industries need to carefully consider how the reforms
affect the pricing of their services.

Cross-border transactions

Generally, the VAT reforms provide for more favourable treatment of

cross-border transactions than under the previous BT regime. For example, the

export of many different types of services may be treated as either zero-rated
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or exempt from VAT, as compared with the previous position where five
percent BT ordinarily applied. Furthermore, the provision of services from
offshore to a business in either Shanghai or the 10 locations will be subject to
VAT (with a withholding of the VAT liability by an agent or the business
customer). However, if the business customer is also registered as a general
VAT taxpayer, they may be entitled to an input VAT credit. In other words,
there is no effective VAT cost.

While the treatment of cross-border transactions is certainly more favourable
than under BT, there are a number of issues, which need to be carefully
considered to achieve this outcome, including:

e |n Shanghai, the tax authorities are yet to release the implementation
procedures for taxpayers claiming exemptions from VAT, which is
practically limiting the ability of many taxpayers to access these
concessions. It is hoped that the implementation procedures for
exemptions from VAT will be issued shortly, both for Shanghai as well as
the 10 locations.

e The Ministry of Finance (MoF) and the SAT have released the
implementation procedures for taxpayers claiming zero-rating of exported
services, such as international transportation, research and development
and design services. These are set out in Announcement 13 — please refer
to KPMG's China alert Issue 6 — April 2012. However, the ability for
businesses to zero-rate exported services depends on the business
meeting certain approval requirements, and providing certain
documentation to the tax authorities.

e Some tax officials in Shanghai have been interpreting the scope of the
exported services concessions narrowly. As such, businesses may require
assistance with the preparation and presentation of contracts and other
documents to ensure that these concessions can be utilised.

Expansion to other industries

Currently, the VAT pilot program only applies to the transportation and modern
services industries. Those sectors still paying BT, notably, financial and
insurance services, real estate and construction, telecommunications and
postal services, and entertainment services, can expect to be brought within
the VAT regime in 2013, or possibly later.

KPMG's experience internationally is that the finance and insurance sectors, as
well as the real estate, construction and telecommunications sectors, have
many of the most complex issues to deal with under a VAT. Various Chinese
government agencies are already seeking input as to the most effective way
these industries should be included within the VAT regime in China, and KPMG
is providing significant assistance.

The clear message for businesses in these sectors is to start preparing now,
given that the ideal lead time needed for implementation in many of these
sectors is significantly longer than for other industries.

Preparation checklist

There are many tangible steps that businesses should take to prepare for the
reforms, which include:

1. Identifying those parts of your business directly impacted by the pilot
program, and those parts which are indirectly impacted. This will
involve a line-by-line characterisation and location analysis of service flows
and revenues from those services, followed by a line-by-line
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characterisation and location analysis of expenses from purchases of
services.

2. How would the reform process impact my business model? Many
businesses operating in China currently have structures designed to
minimise the cascading of BT. Would that still be necessary once the
reforms commence? Is my business model still the most efficient model?
Where does my business purchase services from — within the 10 locations
or Shanghai, or outside? Should my transfer pricing policies be reviewed
with a view to minimising BT and/or VAT?

3. What impact would the proposed reforms have on prices of the goods
and services that my business supplies? \Would the reforms create a
bringing forward of demand (if prices are to increase), or would there be a
deferral of demand (if prices are to fall)? Would my business have the
resources to cater for changes in demand? Would my business have the
legal and commercial negotiating power to ensure that any price
reductions are passed on by my suppliers?

4. Is my business entering into contracts now, which potentially span
the introduction of the reforms? If so, are there contractual provisions
within those contracts, which would allow me to pass on the impact of a
new tax? If my business is entering into contracts for the purchase of
goods and services, does the contract enable my supplier to pass on the
impact of any changes in tax rates arising from the reforms? What about
existing contracts?

5. Do my IT and accounting systems adequately cater for a new tax? Do
they enable recognition and claiming of input taxes on purchases that my
business makes? Does my business have tax codes, which are suitable for
a multi-rate VAT, and the retention of BT in some industries? Are there
linkages between my systems and the Golden Tax System?

6. Taxpayers currently subject to the BT regime are unable to claim
input credits for fixed assets used in their business. To what extent
should my business consider deferring fixed asset purchases to potentially
qualify for tax credits?

7. Do my invoicing and cash register systems recognise output tax
liabilities? Will my business be able to obtain the equipment necessary to
issue special VAT invoices, and if so, what controls do | need to put in
place over the issue of special VAT invoices?

8. How would my cash flow position be affected by the reforms,
particularly for BT taxpayers where the rate has increased? How does
my business ensure that it receives payments from customers before it is
required to remit VAT, and equally, minimise the timeframe between
paying VAT on purchases and claiming input VAT credits?

9. How many of my suppliers, either current, or potential, will be
classified as ‘small scale taxpayers’ and therefore, unable to claim
input taxes? Would | cease doing business with them once the reforms
are introduced in favour of businesses that are able to provide me with
special invoices upon which | can claim input taxes?

10. How proficient is my staff in dealing with tax issues? \Will my accounts
payable staff have the capacity (and training) to ensure that invoices
comply and to code invoices accordingly? What policies or procedures
might we put in place to cater for this?

How KPMG can assist you

KPMG China has developed a 'VAT Opportunity Check’ factsheet and a 'VAT
Reform Service Offerings’ brochure, to assist your business prepare for these
important reforms. Please ask your KPMG contact for any assistance with
preparing and implementing these reforms in your business.
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