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China’s new VAT rates & rules - high level policies and general impacts across all 
industries 

 
Announcement 
 
On 24 March 2016 China’s Ministry of Finance (MOF) and State 
Administration of Taxation (SAT) jointly issued Circular Caishui [2016] 
36 (Circular 36) which contains the Value Added Tax (VAT) rates & 
rules applicable to the expansion of China’s VAT system to several 
key sectors such as real estate and construction, financial services, 
and lifestyle services, which take effect from 1 May 2016.  
 
While the VAT rules must be implemented in a very short space of 
time, KPMG is very proud to have been involved in the consultation 
process for several government agencies since 2008, including the 
MOF and the SAT, and through our efforts and international and local 
experience, we have been able to pre-empt with remarkable accuracy 
many of the rules now released, and in doing so we have successfully 
assisted a large range of companies to prepare for these changes for 
some time. In excess of 95% of the rules which have now been 
released were correctly predicted in publications we issued since 
2013. 
 
This KPMG China Tax Alert provides an overview of the high level 
policies and general impacts across all industries. In addition to this, at 
the same time we are also issuing specific alerts for each of the three 
major industries affected by these changes, for ease of reference. 
Importantly though, each of the alerts should be read together, given 
that businesses across all sectors may buy, sell or lease real estate 
assets, and businesses across all sectors may consume lifestyle 
services as well as financial services. In other words, the industry 
specific alerts focus not only on the service providers in those 
industries, but also the consumers of services in those industries. 
 
These alerts have been prepared within an exceptionally short period 
of time of release of 95 pages of detailed rules contained in Circular 
36. As such, they present our preliminary thoughts or impressions 
only.  

 

 
Regulations discussed 
in this issue: 

• Circular Caishui [2016] 36 which 
contains the VAT rates and rules 
for the real estate and 
construction, financial services, 
and lifestyle services industries 
under China’s VAT, which takes 
effect from 1 May 2016 
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Background and context 
 

China’s indirect tax system has, for many years now, been a 
bifurcated system with VAT broadly applying to the goods sector, and 
Business Tax (BT) applying to the services sector. Given that BT is 
essentially a tax on business which cascades throughout a supply 
chain, and which is generally regarded as being an inefficient form of 
taxation, the Chinese government has been embarking upon a 
program of progressively replacing BT with VAT since 2012. While the 
early stages of the VAT reform program involved the VAT rules for 
certain sectors being implemented progressively on a province by 
province basis, in more recent times the implementation of VAT has 
been done nationwide on an industry-by-industry basis.  
 
This final stage represents a ‘big bang’ approach, with all remaining 
sectors transitioning from BT to VAT nationwide with effect from 1 
May 2016. There are 3 main industries which will transition to VAT 
from 1 May 2016, and they are: 
 
• Real estate and construction 
• Financial services 
• Lifestyle services, which encompasses hospitality, food and 

beverage, healthcare, education, cultural and entertainment 
services, and a general residual category of any other services 
which are still subject to BT. 

 
These 3 key industries represent, in policy terms, the most difficult 
industries to apply a VAT to, and moreover, in financial terms they are 
the most significant industries contributing to local government 
revenues. From a policy perspective, they can present challenges in 
applying a VAT to their services, given that: 
 
• The value added in financial services can be difficult to measure 

on a transaction-by-transaction basis, which explains why most 
countries exempt them from a VAT; 

• Gains from real estate transactions may arise from passive activity 
(i.e. simple increases in property values), or from actively 
improving the property, such as building and construction. The real 
estate industry also affects a broad range of stakeholders, from 
experienced developers, to investors, to speculators and private 
individuals. It is also subject to many other types of taxation 
already; and 

• Lifestyle services can be consumed for business purposes or for 
private purposes, and differentiating between them can be 
difficult. In many cases they are also primarily cash based 
businesses where tax compliance may not be high. 

 
When fully implemented, China’s VAT system will be amongst the 
broadest based systems amongst over 160 countries in the world 
which have now implemented a VAT (or equivalent tax). China’s VAT 
system will be unique by international standards in applying VAT to 
virtually all financial services (including interest income), and in 
applying VAT to real estate transactions involving not only B2B and 
B2C transactions, but C2C as well – an outcome not known to exist in 
any other country. It would not be surprising to see other 
governments follow China’s lead and expand their VAT systems, 
especially if China is able to implement these changes successfully. 
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Applicable VAT rates for each sector 
 

The VAT rates which KPMG foreshadowed in our China Tax Alert of 5 
March 2016 have now been confirmed by Circular 36. Those rates, 
and a comparison with the current BT rates are set out below: 

 
Sector Current BT rate New VAT rate 
Construction services 3% 11% 
Real estate 5% 11% 
Financial services  5% 6% 
F&B, hospitality and 
other services 

Generally 5%, though 
certain services 
(including 
entertainment 
services) are subject to 
rates from 3% - 20% 

6% 

 
Given that VAT is effectively assessed on a net basis (outputs less 
inputs) while BT is ordinarily assessed on a gross basis (outputs only), 
a straight comparison between the new and the old rates is not valid. 

 
Part 1 – Key distinguishing features of China’s VAT system 

 
China’s current VAT system has been in place since at least 1994. It 
has historically applied to the sale and importation of goods with a 
general VAT rate of 17%. However, since 2012 the VAT rules have 
progressively been expanded to the services sector - this latest 
announcement completes the cycle of VAT applying to all goods and 
services.  
 
While the VAT for the services sector is relatively new, key features 
of China’s VAT system are not. Given that this China Tax Alert needs 
to be read and understood by an international audience more so than 
for many other China tax issues, it is useful to provide some context 
by setting out key features of how China’s VAT system differs from 
VAT/GST systems commonly used throughout the world. This list is 
by no means exhaustive, but focuses on the key differentiating 
characteristics: 

 
Registration • VAT registration occurs at the branch level, not the 

legal entity level. Consequently, a single company 
may have multiple VAT registrations around China. 
Supplies between branches may be taxable. 
Consolidated VAT filing between branches of the 
same legal entity can be difficult to obtain, and 
between related companies in the same corporate 
group rarely occurs. One underlying reason for this 
is that consolidation would alter the share of tax 
revenues (and budgets) reported by each of the 
different provinces or cities. 
 

• Foreign companies generally cannot register for 
VAT and claim input VAT credits 

Relief • Excess VAT credits are not generally refundable 
(except for exports) – instead they are carried 
forward (without time limit) and used to offset 
output VAT. If the entity still has excess VAT 
credits when it is liquidated, those VAT credits will 

http://www.kpmg.com/CN/en/IssuesAndInsights/ArticlesPublications/Newsletters/China-Tax-Weekly-Update/Pages/china-tax-weekly-update-08.aspx
http://www.kpmg.com/CN/en/IssuesAndInsights/ArticlesPublications/Newsletters/China-Tax-Weekly-Update/Pages/china-tax-weekly-update-08.aspx
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be lost. 
 

• The Chinese VAT system does not generally 
provide for bad debt relief. Moreover, input VAT 
related to abnormal or extraordinary losses must 
be denied or ‘transferred out’. 

Invoices • Businesses in China may only issue special VAT 
invoices on government issued systems, with 
invoices purchased from the tax authorities. This 
is known as the Golden Tax System. The Golden 
Tax System is separate from a company’s own 
ERP system, which can make reconciliation of 
transactions difficult, and visibility over indirect tax 
risks more challenging. 
 

• Input VAT credits can only be claimed upon 
receipt of special VAT invoices which must be 
verified with the tax authorities on a monthly 
basis. Electronic invoicing is not widely available. 

Rates • China’s VAT system uses multiple VAT rates 
rather than a single VAT rate for all goods and 
services – commonly used rates are 3%, 6%, 
11%, 13% and 17%. 

Cross 
border 

• Exports of goods from China are “zero rated” for 
VAT purposes. However, zero rating does not 
mean the same thing as it does in many overseas 
countries. Instead, the type of goods being 
exported (determined by reference to the HS 
Customs code of the goods) will determine the 
percentage of input VAT refunded based on a 
scale with 7 different refund rates, ranging from 
0% (no recovery) to 17% (full recovery). 
 

• Exports of services are generally exempt from 
VAT, not zero rated (except for R&D, design, 
certain international transportation services and 
offshore outsourcing services). Exemption from 
VAT means that related input VAT credits must be 
denied or ‘transferred out’. The exception to this is 
fixed asset purchases which may be eligible for 
full input VAT credits even where used in a 
business making a mix of taxable and exempt 
supplies. 
 

• Imports of services are subject to VAT 
withholding, not a reverse charge. VAT 
withholding means that the recipient of the supply 
must withhold the VAT from the price. Whilst 
similar to a reverse charge, VAT withholding 
means that the supplier should include a ‘gross 
up’ clause in the contract so as to ensure they are 
not out of pocket, and the parties may need to put 
through adjustments in their accounting system to 
write off the withholding amount in their accounts 
as a ‘bad debt’. 
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Part 2 - Tax burden impact for each industry transitioning to VAT 
 

A key issue for many businesses in China, especially given recent 
periods of economic uncertainty, is whether the new VAT rates and 
rules will increase or decrease their tax burden impact. According to a 
report by China International Capital Corp Ltd, which is China’s first 
joint venture investment bank, the overall tax savings for business 
from the VAT reforms are expected to reach RMB 900 billion 
(approximately 0.4% of GDP) by the time all industries have 
transitioned to VAT.  
 
While in an overall economic sense the government is committed to 
reducing the tax burden impact on business, this is not to suggest 
that all businesses will benefit from a reduction – this point was 
recently acknowledged by Finance Minister Lou Jiwei in a press 
conference on 7 March 2016. In many cases the question of whether 
a business benefits from a tax burden reduction, or is subject to an 
increase, lies within its control, or is subject to commercial 
negotiations with suppliers or customers. 
 
Furthermore, it must be acknowledged that the essential nature of a 
VAT is that it is not a tax on business – rather, it is tax which is 
collected by business, but is imposed on the end consumer. When 
businesses in China discuss the “tax burden impact”, it is a concept 
which is foreign to many people outside of China given its inherent 
inconsistency with the normal operation of a VAT. However, this 
concern around the tax burden impact is more valid in China given the 
following factors: 
 
• The BT system was a tax on business, and consequently, in 

shifting to a VAT, there is an appropriate focus on how that 
changes the tax burden impact, not to mention that the mindset 
of many businesses and consumers will take time to adapt to the 
new system; 

• The timeframe for implementation of VAT is very short, and 
businesses can be locked into contracts which do not allow for 
the VAT to be passed on – this is why discussions around 
grandfathering relief or transitional measures is so important; and 

• China’s VAT system is not a “pure” system and examples of 
business bearing tax as a real cost regularly occur. 

 
In the table below, we summarise our overall impressions of the tax 
burden impact on each of the 3 affected industries and sub-sectors 
within those industries. It is important to note that these are 
generalised or aggregate observations only, based on the results of 
conducting financial impact modelling for many clients and our own 
empirical assessments.  
 
The specific circumstances of each situation must always be 
considered, and moreover, as noted previously, is in many cases 
subject to the control of the individual business and its commercial 
negotiations with key suppliers and customers: 
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Industry Sub-sector Expected 
tax burden 
impact 

Key factors influencing 
tax burden impact 

Real estate & 
construction 

Construction Neutral in 
the short-
term, and 
neutral or 
potential 
increase in 
the longer-
term, 
depending 
on 
commercial 
factors 

• Generous 
grandfathering or 
transitional relief 
should assist in the 
short-term 

• In the longer-term, the 
higher output tax rate 
must be weighed 
against the ability to 
claim input VAT 
credits for many 
construction materials  

• The extent of those 
input VAT credits will 
depend on the nature 
of the materials and 
the proportion of 
subcontractors who 
are small-scale 
taxpayers 

 Decoration 
services 

Neutral • Able to continue to 
apply current BT 
preferential policies 
and pay 3% simplified 
VAT 

 Residential 
property – 
developers, 
funds, 
investors 

Neutral in 
the short-
term, and in 
the longer-
term, neutral 
or potential 
increase 
depending 
on 
commercial 
factors 

• In the short-term, able 
to apply 5% simplified 
VAT method to old 
projects, so tax 
burden impact should 
be comparable to 
current BT system 

• New projects where 
11% VAT rate applies 
is likely to produce an 
increase in tax burden 
impact in the longer-
term, though the 
result may be 
cushioned by the 
ability to claim a 
deemed input VAT 
credit on purchase of 
land use rights. 
Projects where the 
labour and profit 
components are 
relatively higher will 
be most affected.  

• No input VAT credits 
for financing costs 
impacts on the tax 
burden 
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 Commercial 
property (e.g. 
office, 
industrial, 
retail) -
developers, 
funds, 
investors  

Potential 
decrease 
or neutral 

• If VAT can be passed 
on under the sale or 
lease contract, and 
purchaser/tenant is 
able to claim input VAT 
credits 

• If VAT cannot be 
passed on under the 
sale or lease contract, 
then consider applying 
5% simplified VAT rate 
method 

 Property 
related service 
providers, 
such as 
agents, 
property 
managers, 
architects etc 

Neutral, or 
perhaps 
slight 
decrease 

• These service 
providers will pay VAT 
at 6%, rather than 
11% for real estate 
and construction 

• The tax burden impact 
may fall slightly, given 
the ability to claim 
input VAT credits  

Financial 
services & 
insurance 

Banks Neutral, or 
perhaps 
slight 
decrease 

• The output tax rate is 
1% higher than under 
BT, but the ability to 
claim input VAT credits 
should neutralise or 
even slightly reduce 
tax burden impact, 
even assuming the 
VAT is not passed on 

• Interbank lending 
exemption should 
assist from a 
compliance 
perspective 

 Finance 
leasing 

Likely to 
change 

• Currently the financing 
component is subject 
to 17% VAT (except 
sale & leaseback, 
where the loan 
interest is at 6%). 
They will be adversely 
affected from a 
commercial 
perspective compared 
with other forms of 
financing unless the 
rate is aligned with 
that of the FS sector at 
6%, which is not 
addressed in these 
new rules 

• The “net basis 
method” under which 
interest and insurance 
expenses are 
deductible for sales 
and lease back 
services is available 
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 Business 
borrowers  

Neutral • Borrowers who are 
registered as general 
VAT taxpayers will not 
be eligible to claim 
input VAT credits for 
interest expense, or 
for fees and charges 
relating to loans. This 
policy was expected 
for a  “temporary 
period”, but the new 
rules do not put a 
timeline on this 
measure 

 Asset 
managers 

Potential 
decrease 

• 6% VAT will apply 
instead of 5% BT 

• Where the Fund or 
Trust receiving these 
services can claim an 
input VAT credit, then 
more likely to be able 
to pass on the VAT 
cost 

Lifestyle 
services 

Hospitality 
(e.g. hotels) 

Neutral, or 
perhaps 
slight 
decrease 

• For those hotels which 
predominantly serve 
business customers, 
the tax burden impact 
should fall if those 
customers can claim 
input VAT credits 

 Entertainment Neutral, or 
decrease 

• For those businesses 
subject to a BT rate 
higher in the 5% to 
20% range, a decrease 
in tax burden impact 
may occur 

 Healthcare Neutral or 
perhaps 
slight 
increase 
(mainly 
private 
operators) 

• Previously broad based 
exemptions for 
medical services have 
been replaced by an 
exemption which only 
applies to approve 
providers and up to a 
threshold limit of the 
fees they charge. This 
is likely, in practice, to 
result in many private 
operators being 
subject to VAT, instead 
of them benefiting 
from exemption which 
they currently enjoy 
under BT 
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 Education Neutral or 
perhaps 
slight 
increase 
(mainly 
private 
operators) 

• Public based schools 
and education should 
generally be exempt 
from VAT, consistent 
with the current BT 
exemption 

• Same as under BT 
regime, the exemption 
only applies to 
approved providers 
and up to a threshold 
limit of the fees they 
charge. 

  
Part 3 – Key technical or commercial issues arising under the rules 

 
For those businesses which are subject to VAT for the first time by 
these new rules, the tendency is often to assume that only the VAT 
rules for that industry must be consulted. However, it is the nature of 
the service which determines the VAT consequences, not the general 
nature of the service provider’s business. Consequently, a goods 
trader may be engaged in providing financial services, a hospitality 
provider may engage in real estate transactions. Similarly, the 
tendency amongst businesses which are subject to VAT for the first 
time is to focus only on the specific rules applicable to that industry, 
yet in reality, many of the general VAT rules which have been in 
operation since 1994 will apply. For example, the timing for accounting 
for output VAT is generally resolved by reference to these general 
rules, whereas only certain unique circumstances require special rules. 
 
With this background in mind, we have set out in Part 3 of this China 
Tax Alert, many of the key technical issues which new VAT taxpayers 
need to consider for the first time, mainly because these rules reflect 
inherent features of the VAT system, but not of the previous BT 
system. Industry specific rules are set out in the separate China Tax 
Alerts we have produced for those industries. 

 
Transitional or grandfathering relief  

 
One of the key challenges in implementing a VAT is that it is 
necessary to manage the change from one form of taxation (BT) to 
another (VAT), together with a change in rates. Unless some form of 
transitional or grandfathering relief is introduced, it can produce either 
favourable or detrimental impacts on existing contracts, projects and 
other undertakings.  
 
For example, a lease contract may have been signed with a 
commercial tenant in 2014 which does not allow the landlord to 
recover VAT in addition to the rent. The general position in China is 
that VAT is only recoverable under contracts where the contract allows 
for it. In other words, there is no automatic right to gross up the price 
for VAT purposes. In the absence of grandfathering or transitional 
relief, the landlord may be required to pay 11% VAT out of the rent it 
is collecting, even though that rent had been determined based on an 
assumption that the landlord would only pay 5% BT.  
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The tenant may equally say that they need only continue to pay the 
rent agreed under the lease, and in fact they can benefit in being able 
to claim an input VAT credit of 11% of the rent, even though they are 
paying no more rent than previously (where no credit was allowed). In 
short, transitional or grandfathering rules may be needed to prevent 
‘winners’ and ‘losers’.  
 
Circular 36 only provides grandfathering or transitional relief for the 
real estate and construction sector. The rules applicable to that sector 
are set out in detail in the China Tax Alert which is specific to them. 
However, for other industries such as financial services and lifestyle 
services, there is no grandfathering or transitional relief for any pre-
existing contracts, reservations or other commitments, which means 
that from 1 May 2016 VAT will apply at 6%.  

 
Preferential policies generally retained  

 
Circular 36 generally preserves most of the BT preferential policies 
which have been in place for some time. That is, most of the 
exemptions from BT have effectively been continued under VAT, 
though for healthcare in particular, the exemptions have altered 
significantly.  
 
A key issue in practice is whether these exemptions will automatically 
be applied to a VAT or require re-approval, and even then, whether the 
exemptions will be assessed on a contract-by-contract basis, or will 
be ‘blanket’ exemptions which apply given the essential nature of the 
activities being carried on by the supplier. It is expected that many of 
these exemptions affecting new VAT industries will be of a blanket 
nature, though this is a significant issue because the compliance 
costs involved in contract-by-contract exemptions, which have been 
the norm under the VAT system for exported services, can be 
significant.  

 
Impact in other sectors (which are already VAT taxpayers) 

 
Nearly all of the focus of these reforms has been on the taxpayers in 
these sectors which are primarily impacted. However, every sector is 
in fact affected, for the simple reason that they all either consume or 
utilise real estate, financial services, and lifestyle services in the 
conduct of their businesses.  
 
This effectively means: 
 
• Businesses which are already VAT taxpayers will now generally be 

able to claim input VAT credits for the services they consume 
from those sectors now becoming VAT taxpayers; and 

• Businesses which are now becoming general VAT taxpayers are 
generally eligible to claim input VAT credits for the goods and 
services they purchase or consume. 

 
The general position is that most of these other sectors should be a 
net beneficiary of these reforms. This means that businesses in the 
traditional manufacturing, wholesaling and retail sectors will now be 
eligible for a broader range of input VAT credits than previously, 
simply when they consume these services.  
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Small scale v general VAT taxpayers 
 

Earlier in this alert we referred to the tax burden impact for small 
scale VAT taxpayers, who typically pay VAT at the rate of 3%. To 
understand this impact, it is necessary to briefly describe what this 
means. 
 
Under the VAT reforms, taxpayers in the services sector are only 
required to register as a “general VAT taxpayer” if their annual 
turnover exceeds RMB 5 million. Businesses with a turnover less than 
RMB 5 million may still elect to be taxed as a general VAT taxpayer 
where they have been approved to do so by the tax authority and they 
have sound accounting records.  
 
Where a taxpayer is registered as a “general VAT taxpayer”, it means: 
 
• They pay output VAT at the rates prescribed for those services, 

typically either 6%, 11% or 17%; 
• They may claim input VAT credits for the expenses they incur 

generally where they hold a special VAT invoice; 
• They may issue special VAT invoices to businesses who consume 

their services, provided those consumers are themselves general 
VAT taxpayers. 

 
By contrast, “small scale VAT taxpayers” are businesses with an 
annual turnover less than RMB 5 million and have not chosen to be 
registered as a general VAT taxpayer. Where a taxpayer is registered 
as a “small scale VAT taxpayer” it means: 
 
• They pay output VAT at a rate of 3% of their gross revenue; 
• They are not entitled to claim input VAT credits for the expenses 

they incur; and 
• They may not issue or receive special VAT invoices. 

  
Cross border services 

 
China’s current BT system effectively taxes both the importation and 
exportation of services. It does this by requiring BT to be paid where 
either the supplier or the recipient is in China. This has historically 
resulted in inefficiencies and disadvantaged Chinese service providers 
from exporting their services, given that BT is not a creditable tax. 
However, the transition from BT to VAT results in a much more 
efficient and internationally competitive approach to taxing cross-
border services.  
 
Exports 

 
The general position in China is that exports of services may qualify 
for exemption from VAT, though certain exported services may be 
zero rated (such as R&D and design services, certain international 
transportation services, and certain offshore outsourcing services). 
While exemption from VAT is the dominant approach for exported 
services now, it is still not as favourable as the zero rating approach 
suggested by the OECD VAT/GST guidelines.  
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Furthermore, as noted in our China Tax Alert on financial services, the 
categories of exported services have not been expanded (except in 
limited respects) so as to include exported financial services, which is 
likely to mean that these services will remain taxed in the short term. 
This is an area where change is necessary, so as to ensure that 
Chinese financial services businesses can remain internationally 
competitive.  
 
The categories of exported services were expanded in two respects 
as a result of the new industries becoming subject to VAT. Those two 
changes are: 
 
• Exemption may apply to construction services and construction 

supervision services for construction projects located outside of 
China; and 

• Exemption from VAT may apply to cultural services, education and 
healthcare, and travel services provided outside of China. 

 
One feature of the exported services provisions in China is that they 
are typically assessed on a contract-by-contract basis and may require 
significant substantiation to take place before the concessions can be 
accessed.   

 
Imports 

 
As noted earlier, one feature of China’s VAT system which is quite 
different from many other countries is that foreign companies are 
generally ineligible to register for VAT purposes (and similarly ineligible 
to claim input VAT credits). Instead, what happens is that the VAT 
associated with the importation of services is typically collected on a 
withholding basis. The requirement to withhold is imposed on the 
foreign company’s agent in China, or in the absence of such an agent, 
by the service recipient. The VAT rate which applies to the importation 
of the service is determined based on the nature of the service which 
is provided by the offshore supplier, rather than the nature of the 
recipient’s general business.  
 
The withholding VAT is effectively accounted for in a separate VAT 
return from the agent’s or the recipient’s own VAT return. The 
amount of the withholding is calculated on the basis of the payment 
made by the domestic purchaser / (1 + VAT) x VAT rate.  
 
Internationally, most countries collect VAT on B2B supplies of 
imported services by using a reverse charge. However, while similar 
to a reverse charge, China’s VAT withholding system differs in two 
key respects: 
 
• The withholding affects the price, such that if the foreign supplier 

does not know about it, then they may be effectively short paid. 
Consequently, the foreign supplier may wish to negotiate to gross 
up for withholding purposes so as to mitigate the impact; and 

 
• From an accounting perspective, the foreign supplier will often be 

asked to issue an invoice showing Chinese VAT, even though they 
are not paid it, and then the outstanding VAT component which is 
not received then needs to be written off. This can create 
accounting and administrative complexities. 

 
 



© 2016 KPMG, a Hong Kong partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (“KPMG International”), a 
Swiss entity. All rights reserved. © 2016 KPMG Advisory (China) Limited, a wholly foreign owned enterprise in China and a member firm of the KPMG network of independent member firms 
affiliated with KPMG International Cooperative (“KPMG International”), a Swiss entity. All rights reserved. 

 

 
While the withholding VAT system may not be optimal, importantly it 
does allow the service recipient to claim an input VAT credit where 
they are registered as a general VAT taxpayer. Consequently, for 
many B2B supplies of imported services, the VAT should no longer be 
a real cost. The service recipient is eligible to claim an input VAT credit 
without a special VAT invoice – instead, the service recipient is eligible 
to claim an input VAT credit provided it has the taxpayer payment 
certificate issued by the tax authorities which indicates the VAT paid, 
the contract, evidence of payment, and a commercial invoice from the 
offshore service provider.  

 
Deemed sales 

 
A major issue which all businesses transitioning to VAT for the first 
time need to consider is the potential impact of the “deemed sales” 
rules. In effect, they are rules which require output VAT to be paid 
(usually based on the average selling price of goods or services) 
where goods or services are provided free of charge, or for less than 
their market value. In practice, deemed sales raise significant 
compliance difficulties given that: 
 
• For accounting and financial systems purposes, no price or other 

consideration is received, so there may not be an automatic 
‘trigger’ point in the system for recognizing the transaction for VAT 
purposes; 

• There are no comparable ‘deemed sales’ rules for BT purposes, so 
this is a new compliance issue which needs to be considered. 

 
A further challenge is that the ‘deemed sales’ rules in China have a 
potentially very wide impact. In the context of the new industries 
transitioning to VAT, deemed sales are a common feature of their 
business models. For example, the hospitality sector commonly uses 
marketing incentives or benefits to attract or retain customers, such 
as loyalty rewards programs, ‘free’ benefits such as internet, 
breakfast, or upgrades or even free nights. The difficulties from a 
compliance perspective are not only about whether to account for 
VAT, but also how much. Consider the situation where a hotel 
provides a ‘free’ upgrade to a customer – that benefit may not cost 
the hotel anything, the hotel may have excess capacity that night, or  
the hotel may in fact be providing the upgrade to suit its own 
purposes (e.g. it has oversold rooms in that category). The question is 
whether to account for VAT, and if so, how much. These issues are 
likely to take some time to resolve with tax authorities on a case-by-
case basis, given the absence of any general guidance contained in 
the rules themselves.  
 
In the context of real estate, issues can similarly arise about whether 
‘rent-free’ periods are liable for VAT as a deemed sale, or similarly 
‘free parking’. While the technical risks are real and genuine, the 
underlying policy of requiring output VAT to be paid on the provision 
of such benefits to arm’s length parties makes very little economic 
sense. That is because these benefits are not in fact ‘free’ – rather, 
economically they are compensated for by the higher fees and 
charges which are obtained for the actual goods and services which 
are sold.  
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For example, if a tenant signing a 1 year lease gets a rent-free period 
of 1 month, it is effectively compensated for by the landlord charging 
a higher rent over the remaining 11 months of the lease. To require 
VAT to be paid on the value of both the rent-free period and the actual 
rent paid over the remaining 11 months of the lease involves double 
taxation of the same compensation. Consequently, a reasonable 
policy argument can be made that the ‘deemed sales’ rules should in 
fact be repealed for transactions involving arm’s length parties. 
Notwithstanding this, they remain very much a part of the VAT 
system in China and therefore must be complied with. 

 
Mixed and composite sales 

 
As noted earlier, China’s VAT system uses multiple VAT rates, the 
most common of which are 6%, 11% and 17%. One issue which 
arises when multiple VAT rates are used is how to determine the 
applicable rate where a mixed or composite sale occurs – that is, 
when a good and/or service is supplied with different components 
potentially subject to different VAT rates, or when a good and/or 
service is supplied with a principal and an ancillary component. The 
problem of how to treat mixed or composite sales has been a source 
of considerable disputes in VAT/GST systems around the world. Some 
simple facts situations which have arisen in those cases highlight the 
difficulties: 
 
• Whether a patient visiting a doctor is supplied with a single 

medical service, or a separate supply of goods (e.g. medicines) 
which are administered during the consultation from the medical 
service itself; 

• Whether an airline is supplying a single international transportation 
service, or a separate meal service when it supplies meals on 
board its flights. 

 
China’s VAT rules contain some guidance in this area. In particular 
where a composite sale occurs, the applicable VAT rate should be 
determined based on the main business activities of the taxpayer. 
However, where a mixed sale occurs, the highest VAT rate applies to 
the entire supply, unless the price has been separately allocated. This 
provides a powerful incentive for suppliers to allocate prices for mixed 
supplies.   

 
When does BT end and when does VAT start? 

 
The implementation rules do not contain any guidance about when BT 
ends and when VAT starts – while the date is 1 May 2016, the 
question is whether the rules apply based on the time of supply of the 
service, or the time when the relevant BT/VAT must be accounted for.  
 
The position which was generally applied in practice for earlier stages 
of the VAT reforms was to apply the rules based on when the relevant 
BT/VAT must be accounted for. This should ordinarily mean that 
where the service is provided before 1 May 2016, but a right to 
receive payment or actual payment is made on or after 1 May 2016, 
then the service would be subject to VAT, not BT. While this may give 
some commercial flexibility, great care should be taken before 
engaging in delayed invoicing or other manipulation, especially where 
contracts are already in place, where the right to receive payment 
under the contract is stated.  
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Also, the tax officials collecting BT will generally differ from those 
collecting VAT, and the payment of one tax may not preclude the 
other tax authority from requiring payment.  

 
Net basis method is not dead…yet 
 
Previously when both BT and VAT operated, there was often a need 
for a supplier paying VAT to be able to deduct certain expenses (which 
were typically subject to BT) from their gross revenue in calculating 
their VAT liability. Otherwise, they would end up paying VAT on higher 
than the “value added” amount. With VAT now fully replacing BT, it 
had been anticipated that the use of these ‘net basis’ methods would 
end. However, the new VAT rules continue with ‘net basis’ methods 
in certain instances, such as for travel agents and others, where they 
may otherwise be required to account for VAT on an amount higher 
than the “value added”. In a practical sense, the use of ‘net basis’ 
methods often give effect to the general principle of agency that the 
revenue collected on behalf of the principal belongs to the principal, 
not the agent. 
 
Change of use provisions 
 
Many VAT systems around the world have detailed ‘change of use’ 
provisions which are designed to ensure that when substantial assets 
are acquired, the use of the asset at the time of purchase does not 
necessarily govern the input VAT credit entitlement for the entire 
duration of the asset.  
 
China’s new VAT rules now contain ‘change of use’ provisions which, 
in effect, provide for an adjustment to input VAT credit entitlements 
based on the use of fixed assets, intangibles, and immovable property 
changing. The time limit to which the change of use must be tracked 
is not set out, which may suggest that the rules can apply for the 
useful life of the asset. 
 
Filing periods and deadlines 

 
For most taxpayers which are registered as general VAT taxpayers, 
the default filing period is monthly. That is, taxpayers are generally 
required to file VAT returns each month, and the usual deadline is by 
the 15th day of the following month. However, as a transitional 
measure the government has already announced that the VAT return 
filing deadline for all new VAT taxpayers entering the VAT system will 
be extended until 25 June 2016 for the first VAT return – in effect, a 
10 day deferral.  
 
As noted in the China Tax Alert on the financial services sector, the 
new VAT rules also contain a special concession for banks, financial 
companies and trusts (but notably not insurers), which are required to 
file VAT returns on a quarterly basis. This should give those 
businesses an extra few months to prepare their systems for the 
filing of VAT returns. 
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What to do to prepare for implementation? 

 
The timeframe for implementation of around 5-6 weeks from the 
release date of the new rules will prove very challenging for business. 
It is expected that many businesses which are not already well 
advanced in their preparations will adopt a progressive process for 
implementation. Managing priorities will be a key task, and those 
priorities and their deadlines are: 

 
Managing your obligations to external stakeholders 
 
• From now until 1 May 2016 – assess the impact of the 

implementation rules (when released) upon the issues which have 
previously been identified, finalise pricing decisions, and in so 
doing, understand the financial burden impact on your business; 
ensure that all existing contracts are reviewed to understand 
whether VAT can be passed on or not; update new contract 
templates to deal with VAT implications; register for VAT purposes 
with the tax authority and attend the compulsory training to be 
able to purchase invoice machines; purchase the invoice machines 
and negotiate the number and value of special VAT invoices which 
may be issued; ensure that the VAT registration details of your 
customers have been obtained (to enable VAT invoices to be 
issued), and that your VAT registration details have been conveyed 
to your suppliers; 

 
Managing your internal systems and processes 
 
• From now until 25 June 2016 (at latest) – put in place controls 

over VAT invoicing, implement internal processes for managing 
VAT risks; conduct training for staff in (at least) finance, 
operations, tax, legal and IT; prepare a VAT manual which records 
the positions being taken and be prepared to update them; 
implement either an automated interface solution between your 
Enterprise Resource Planning (“ERP”) system and the Golden Tax 
System, or a temporary manual compliance solution;  

 
Meeting your compliance obligations  
 
• 25 June 2016 – the government recently announced an extension 

from 15 to 25 June 2016 of the due date for the filing of the first 
VAT return. Compliance with this date is a necessity;  

 
Managing risk and change 
 
• Post 25 June 2016 – the rules will be new for many of the tax 

officials, so be prepared for “the unexpected”; anticipate several 
rounds of refinement or amendment to the rules and ensure your 
VAT manual and processes are updated to reflect them; expect 
that claims for VAT exemption for exported services may not be 
ready to implement until after 25 June 2016. 
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