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711-01 Tax reform background

China’€_giirrent tax system is relatively new, having been developed only

si he 1980s. Prior to that, China’s tax system was concerned primarily

e taxation of domestic enterprises. With the introduction of “open

oor” economic policies, the tax system was reformed and developed in

order to levy tax on foreigners, foreign enterprises and foreign investment
enterprises.

To attract foreigners and foreign enterprises to make investment in China,
China issued a separate income tax law in 1991 to tax on foreigners,
foreign enterprises and foreign investment enterprises, which provided
tax incentives and various favourable tax treatments, whereas domestic
enterprises were governed under another tax code with less beneficial
treatments, thus resulting in unbalanced taxation and unfair competition
over the years. In addition, due to the existence of the two different tax
regimes, there were ambiguity and inefficiency reported in tax levy and
administration.

As China’s economy continues to grow, efforts had been made to unify
the income tax system such that foreign enterprises, foreign investment
enterprises and domestic enterprises can be taxed under the same tax system.
The new Enterprise Income Tax Law (EITL) was finally enacted in the Tenth
National People’s Congress on 16 March 2007. The new EITL, which unifies
the income tax treatment of domestic enterprises and foreign enterprises,
came into effect on 1 January 2008.

In addition to Enterprise Income Tax (EIT), China has witnessed reforms or
amendments of other non-EIT taxes a few times in the past three decades,
including Value-added Tax (VAT), Business Tax (BT), Individual Income
Tax (IIT), Consumption Tax (CT), Urban Township Land Use Tax (UTLUT),
Real Estate Tax (RET), etc. The IIT law was last amended on 30 June 2011;
the UTLUT regulation was lastamended on 30 December 2006; the regulations
for VAT, BT and CT were last amended in November 2008.
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4 Part I: Introduction

Starting from 1 January 2012, China has launched a pilot VAT programme
where the taxation of specified sectors will transition to being subject to VAT
rather than BT. The pilot programme initially applies to transportation and
modern service industries in Shanghai and was rolled out to eight other cities/
provinces during 2012, and the nationwide rollout was on 1 August 2013. In
addition, the pilot programme gradually extends to other services sections,
e.g. the postal services (from 1 January 2014) and telecommunication
industry (from 1 June 2014) have been brought into the pilot programme.

The Urban Real Estate Tax (URET) regulation previously applicable to
foreign investment enterprises, foreign enterprises and foreigners was
abolished on 31 December 2008; instead, RET regulation has been applied
to foreign investment enterprises, foreign enterprises and foreigners from
1 January 2009.

Undoubtedly, China's tax reforms conducted in the past three decades are
a result of the economic development. As the economy continues to grow,
additional amendments to the existing tax rules and regulations would
be expected.

11-020 Sources of law

China’s legal system is a legislative (as opposed to common law) system. The
regulation-making system is not strictly centralised in practice. Regulations
are codified in statutory instruments which are derived from various
sources at different levels of government (from national to local) and with a

hierarchical basis of authority. $ )

According to The Constitution of the People’s Republic of China (Constitutio
supreme legislative authority is vested in the National People’s Con
(NPC) and its Standing Committee, which also have the final authority to
make and interpret legislation. In practice, much of this power has‘been
delegated to the State Council. .

The State Council, headed by the Premier, is the chief exek@'e organ of
government at the central level. Administrative regulations made by the
State Council rank immediately below those laws enacted by the NPC.
These regulations are in turn supplemented by instructions, orders and rules
issued by the appropriate subordinate ministries under the State Council.
The major ministry responsible for tax matters is the State Administration
of Taxation (SAT).

At a provincial level, People’s Congresses are empowered to make local
rules and regulations, provided they do not contravene the Constitution or
the laws made by the NPC or the administrative regulations made by State
Council. People’s Congresses and their Standing Committees in provinces,
autonomous regions, centrally administered municipalities and large cities
are authorised to make local regulations. The large cities include cities
where the People’s Governments of provinces or autonomous regions are
located, or where Special Economic Zones (SEZs) are located, and other cities

o~
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approved by the State Council. People’s Governments in these jurisdictions
are also authorised to make provisions or measures.

11-030 Types of laws and regulations
Laws promulgated by National People’s Congress

Enactments promulgated by the NPC and its Standing Committee are
broadly categorised as either:

e basic laws; or
* laws and amendments.

Before a new basic law is promulgated by the NPC, a bill must be introduced.
New legislation proposed is usually vetted by the Legal Work Committee of
NPC, whi ill examine and research the proposed bill, and recommend
any ch at may be necessary.

The

:C commonly uses resolutions to make amendments to laws, or

] supplementary provisions to laws and/or orders promulgating
aws.

dministrative regulations issued by the State Council

With effect from 1 January 2002, administrative regulations issued by
the State Council are normally designated as “regulations”, “provisions”
or “measures.” (Previously, the State Council also issued administrative
regulations designated as “articles”, “rules for observation”, “guiding

principles”, “principles”, “rules” or “detailed rules for implementation.”)

Similar to enactments promulgated by the NPC, bills must be drafted and
submitted to the legislative body of the State Council. Normally, draft
versions are first prepared by the appropriate subordinate ministries or
commissions and then submitted to the State Council for examination and
approval.

All administrative regulations are published in the Gazetfe of the State
Council and national newspapers. This is a requirement of the Regulations
on the Enactment of Administrative Regulations (Art 31). Administrative
regulations usually take effect 30 days after promulgation unless otherwise

specified.
Other administrative documents

In a_ddition to NPC basic laws and resolutions, and State Council
f:ldmmistrative regulations, various other administrative documents are
issued to State agencies including decrees, directives, notices and circulars
which give instructions or provide clarification regarding specific laws or
legal provisions.

Mar}y of these documents have been classified as “internal” and for these,
foreigners must rely on the opinion of professional advisors, or on unofficial
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Part I: Introduction

ummaries of the documents provided by Chinese business partners, in
zrder a:f:ﬁ.le:::::lerst‘c.i.-.nd how the PdGMents affect and alter the published
laws and regulations. Chinese legal officials have recognised that practices
regarding “internal” law are unsatisfactory and have pledged to reduce the
number of such documents.

Local regulations and rules

There are three types of local regulations:

¢ regulations required to implement the laws_c_)f the central
government in accordance with special local conditions;

¢ supplementary regulations; and
o regulations dealing with strictly local issues.

Made at a provincial level, these regulations must first be reviewed by the
Legal Work Committee of NPC to ensure that they do not conflict with the
Constitution. The State Council also examines the legislation to ensure that
it does not conflict with other administrative laws or superior regulations.
Local regulations made below provincial level must be approved by the
legislative authorities at the provincial level.

The number of local regulations is significant. Accordingly, local regulations
can have a significant i?:nupact on China’s legal system. Being local in nature,
they can lead to different consequences arising in similar matters dgpendl_ng
on the jurisdiction. Some local regulations also may deal with topics which
have not yet been regulated by national legislation.

All local government rules are published in the Gazette of the reley
government and local newspapers as required under the Regu!ahorg\
Enactment of Administrative Regulations (Ar’c 31). They usually t%\
30 days after issue unless otherwise specified. \9,

11-040 Language and interpretation Xﬁ’aws

The language of the law is Chinese. Where laws have been translated,
the original Chinese version is the most authoritative version and should
prevail in case of any conflict. The Chinese Government has produced books
of Chinese laws translated into English on an ad hoc basis. CCH produces
a loose-leaf library, China Laws for Foreign Business that contains English
translations of legislation in the areas of Taxation and Customs, Business
Regulation and Special Zones and Cities.

Formal interpretation of laws and regulations is conducted by government
agencies and the judiciary:
o Legislative interpretation — the Standing Committee of the NPC

interprets the Constitution, laws enacted by the NPC and
laws enacted by itself which need to be further clarified or

supplemented.

§1-040 © 2015 Wolters Kluwer Hong Kong Limited
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e Administrative or executive interpretation — the State Council
interprets administrative regulations where questions arise relating
to their application. The interpretation has the same effect as the
administrative regulation in question. Ministries under the State
Council interpret the rules they have made and the interpretation
has the same effect as the rules in question.

*  Local interpretation — the standing committees of provincial People’s
Congresses supplement or clarify the scope of local regulations
and rules that they have issued. Provincial governments and their
departments interpret questions of regulations arising out of their
respective local rules and regulations. The interpretation has the
same effect as the rules or regulations in question and is only
binding in the jurisdiction concerned.

* Judicial interpretation — technically, the Supreme People’s Court
a e Supreme People’s Procuratorate are limited to making
ing interpretations of laws only within the context of trial and
ocuratorial work. However, the power of the Supreme People’s
¢+ Court to interpret national legislation has been expanding in
practice. The Court has given detailed “explanations” of major laws
(e.g. Civil Law, Security Law) without which it would be impossible to
enforce national laws which have been framed in general principles
and vague terms. The power of the Supreme People’s Court is,
however, restricted to interpreting laws promulgated by the NPC
and its Standing Committee (except the Constitution). Generally, it
will not interpret administrative regulations, government rules or
local rules and regulations.

f11-050 Tax policy and administration

The SAT and Ministry of Finance (MOF) are empowered to interpret the

country’s tax laws and regulations by the issuance of circulars to its branches,
rulings, notices and replies.

Responsibility for tax policy and administration lies with the SAT. The
SAT is responsible for formulating and coordinating tax policies and
for supervising the work of local tax bureaus which are established as
provincial and municipal levels. The MOF also continues to play a key role
in developing tax legislation and policy.

The State Council has stipulated that the SAT is responsible for the collection
and administration of taxes that generate revenue for the central government
or revenue which is shared between the central and local governments.

Local tax bureaus of State tax are in charge of the day-to-day administration
of State tax matters.

Local taxes are handled by bureaus of local tax in the relevant locations.
Local tax bureaus are responsible for collecting taxes that only generate
revenue for the respective local governments. Although the authority for

China Master Tax Guide 11-050
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INDIVIDUALS

113-010 Residence and source of income

The key factors for determining whether an individual shall pay individual
income tax in China, and the scope of his/her income tax liability, are whether
the individual is domiciled in China, the length of the individual’s stay in
China, and the source of his/her income. In this regard:

China Master Tax Guide 93-010



52 Part Iz Individual and Enterprise Income Taxes

s Individuals who are domiciled in China are subject to tax on their

worldwide income (see §3-020).

e Individuals who are not domiciled in China (Non-China domiciled
individuals) who have lived in China for more than frve full consecutive
years are subject to tax on their worldwide income (see 93-030) in
any subsequent year which the individuals lived in China for one
full year.

¢ Non-China domiciled individuals who have lived in China for
one year or more (but less than five years) are subject to tax on their
China-sourced income plus any non China-sourced income which
is paid to them by an individual or enterprise located in China
(see 13-030).

* Non-China domiciled individuals who have lived in China for
more than 90 days in a tax year, or more than 183 days if they are
tax resident of the country with which China has a tax treaty in a
prescribed period, are subject to tax only on their China-sourced
income (see 93-030).

¢  Temporary visitors who visit China for less than 90 days or 183 days
(if a tax treaty applies) are only subject to tax on China-sourced
employment income they receive which is paid or borne by an
establishment in China (see 3-040).

113-020 Domicile test and length of residence
or visit §
Domicile test for residence \\$

An individual who is a usual resident of China is liable to ndividual
income tax on his/her worldwide income derived from so Q%Sth within
and outside China (Individual Income Tax Law (IITL), % e test for
residence in China is whether the individual usually or habitually resides
in China due to “household registration, family or economic relationship”
(Individual Income Tax Implementing Rules (IITIR), Art 2).

This domicile test refers to the taxpayer’s personal connections within
the territory of China. An individual who temporarily lives abroad
(e.g. to undertake education, employment, work assignments, visits to
family or touring, etc.) and who must return to China due to the above
connections is regarded as being a usual resident of or usually domiciled
in China (Guoshuifa (1994) 89, Art 1). In practice, foreign individuals
working in China (Expatriates) are normally considered as a non-China
domiciled individual, but each case requires detailed review to assess the
residency status.

13-020 © 2015 Wolters Kluwer Hong Kong Limited
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‘rules for calculating length of stay or visit

| e indivi Ily or habitually reside
T ability of an individual who does not usually ( y re:
£ C]Fu%;ahdepetgds upon the number of days during which he/she has lived
in or visited China.
'l'he following rules apply when calculating whether the individual has
ived in China for more or less than one year, or more or less thar- ﬁ}:e years,
:'m-wheﬂ'lEl‘ he/she will qualify for tax relief as a “temporary visitor”:

i i Valid
Alength of stay is calculated based on entry am:i exitdocuments.
: evidegntt}:le includes a passport, home visit certificate [lfor Hong Kong
and Macau residents) or a mainland visit permit (for Taiwan
residents) (Guoshuihanfa (1995) 125, Art 5).

e  Priorto1]July 2004, in counting the 90/183 days to determine one’s tax
obligation in China, the entry day was counted while the exit da}' was

! ective from 1 July 2004, both the entry day and the exit day

t as days spent in the mainland. If a person enters and departs

the same day; it is counted as one day (Guoshuifa (2004) 97, Art 1).

OQ For counting the “actual working period” within China for tax
calculation on time apportionment purpose, previously only the
entry day was counted while the exit day was not. Effective from
1 July 2004, both the entry day and the exit day are counted as
half-day each. Entry and exit on the same day is also counted as
half-day (Guoshuifa (2004) 97, Art 2).

e The “actual present days” are used for eligible Hong Kong or
Macau tax residents to calculate the IIT under time-apportionment
methods stipulated in the Bulletin of the SAT (2012) 16 (Bulletin 16).
For counting the “actual present days” under Bulletin 16, the c}ay
of entry and day of exit are each counted as half-day. Likewise,
day on which the individual crosses the border more than once are
also counted as half-day.

* A “tax year” starts on 1 January and ends on 31 December (IITIR,
Art 46). An individual who has lived in China for 365 days of a tax
year is regarded as having lived in China for a full year (IITIR, Art 3).

» A single temporary absence from China not exceeding 30 days, or
multiple absences not exceeding a total of 90 days within a tax year,
is not deducted from the total days spent in China for the purposes
of determining whether an individual has lived in China for a full
vear (ITIR, Art 3).

¢ An individual who has lived in China for the whole of .eac}{ tax
year for a continuous five-year period is regarded as having lived
in China for five full years (Caishuizi (1995) 98, Art 1).

China Master Tax Guide %3-020



54 Part II: Individual and Enterprise Income Taxes

Example

Mr W is a Singaporean who arrived in China to live and work in
December 2003. During 2004, he made several trips out of China. Based
on the arrival and departure dates recorded in his passport, Mr W’s length
of stay in China to the end of the 2004 tax year is calculated as follows:

Periods of absence from China

Departure 29 January 2004 — return
5 February 2004

Length of absence
7 days (old rule)

Departure 1 July 2004 — return 23 days (new rule)
25 July 2004

Departure 15 October 2004 — return | 25 days (new rule)
10 November 2004

Total 55 days

Length of stay in 2003 = 31 days (December 2003)
Length of stay in 2004 = 365 days (2004) - 0 (absence in 2004) = 365 days

None of Mr W's individual absences in 2004 exceeded 30 days and the
days absent from China totaled less than 90 days. Therefore, Mr W's
absences from China would not be deducted from the days spent in
China and he would be regarded as having lived in China for more

than one year.
&

Tax relief is provided for temporary visitors who have liv%’&(ﬁhjna for

Tax relief for temporary visitors

a total of 90 days or less in a tax year under the IITIR. tax treaties
provide tax relief for temporary visitors who have live% ina for a total
of 183 days or less within either a tax year, a calendar year, y twelve-month
period, or within 365 days — the time period within which the length of
stay is calculated varies from treaty to treaty. If the calculation is based on
the calendar year or tax year, it is made within the period from 1 January
to 31 December. If the calculation is based on any twelve-month or 365-day
period, the relevant period starts from the day on which the individual arrives
in China (Guoshuifa (1995) 155, Art 1).

113-030 Expatriates living in China

Expatriates living in China for more than one year but less than
five years

Individuals who have lived in China for 365 days in a calendar year are
deemed to have lived in China for one full year. A “temporary absence” from

§3-030 © 2015 Wolters Kluwer Hong Kong Limited
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China of 30 days or less, or multiple temporary absences totaling 90 days or

Jess within a tax year, is not deducted for the purpose of calculating the
number of days an individual has lived in China (IITIR, Art 3).

The IITL states that individuals who are not domiciled in China (see
43-010 above), but have lived in China for at least one full year, are subject
to individual income tax on their worldwide income derived fr-?m sources
w]thm and outside China (IITL, Art 1). However, as a concession, a non-
domiciled individual who has lived in China for more than one year, bu_t not
more than five years, subject to approval by the competent tax authorities,
‘may be taxed only on the portion of his/her income which is derived from
China. The foreign-sourced income will not be taxable unless it is paid by
individuals or enterprises in China (IITIR, Art 6).

Ifemployment income is derived from a period of work during a “temporary
absence” (i.e. single absence of 30 days or less, or multiple absences totaling
90 days or l%g«ithin a tax year), individual income tax is payable on}y on
' i that income which is paid by a Chinese enterprise or Chinese
o employer (Guoshuifa (1994) 148, Art 4).

¥ individual has lived in China continuously for more than five years,
o/she shall pay income tax on his/her worldwide income, i.e. all income
derived from both within and outside China, for every full year spent in
O China after the fifth year (IITIR, Art 6).

Expatriates living in China for more than five years

Individuals who have lived in China for a continuous five-year period are
thereafter subject to individual income tax on their worldwide income while
they continue to live in China.

Caishuizi (1995) 98 issued by the Ministry of Finance (MOF) and the State
Administration of Taxation (SAT) clarifies the five-year rule as follows:

e An individual taxpayer is considered to have lived in China
continuously for five years if he/she has been residing in China
consecutively for a full year in each of the past five years.
(Temporary absences — i.e. a single absence of 30 days or less
or multiple absences totaling 90 days or less — are not ded1:1c.ted
from the total days spent in China for the purposes of determining
whether an individual has lived in China for a full year.)

¢ If the five-year residence is established, the taxpayer will be subject
to income tax on his/her income from sources within and outside
China if he lives in China for one full year in any of the year from
the sixth year onwards.

 If, in any year thereafter, the taxpayer does not live in China for the
full year, he/she will be subject to individual income tax only on
his/her China-sourced income for that year.

China Master Tax Guide §3-030
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113-010 Introduction to value-added tax

Value-added tax (VAT) is a turnover tax levied on all units and \individuals

engaged in: \'Q‘
A

e the provision of processing, repair or replacement services; ot

e the sale of goods;

e the importation of goods
within the territory of the People’s Republic of China (PRVAT, Art 1).

Taxable “units” include enterprises, administrative units, _ins.tlt'uh
military units, social organisations and other units. Taxable “individ

include individual business operators and other individuals who ar
engaged in taxable activities (PRVATIR, Art 9).

VAT is calculated based on the sales value of goods obtained, the val
taxable services received, or the value of goods imported. The tax isn
“value-added tax” because it is imposed on the added value, or the increas
in value, of a commodity as it goes through each stage in the process
circulation.
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JAT payable by taxpayers is calculated as follows:

(1) A taxpayer who engages in the sale of goods or the provision of

taxable services will calculate the tax based on the amount received
from the sale of goods or taxable services by applying a given
tax rate.

(2) The tax thus calculated, the “output tax”, is reduced by the amount

of “input tax” that has been paid on the purchase of goods or
taxable services as indicated on the VAT invoices issued with the
purchases (see T13-910).

. (3) The netamount is the VAT payable by the taxpayer.

Prior to 1 January 1994, VAT was levied under the Regulations of the People’s
ublic of China on Value-added Tax which were promulgated by the State
cil in 198

. VAT was levied on units or individuals within the territory
ere engaged in the production of certain industrial products
ation of commodities. VAT was not applicable to foreign
enterprises (FIEs) or foreign enterprises which, at that time,

ubject to industrial and commercial consolidated tax.

e end of 1993, the Chinese Government conducted a large-scale reform
e overall tax system, focusing mainly on the reform of VAT and other
mover taxes. The present PRVAT came into effect on 1 January 1994,

nulling the Regulations of the People's Republic of China on Value-added Tax.
PRVAT encompassed the following major changes:

The scope of application of VAT was widened to a broader collection
of tax on wholesale and retail sales of goods, imports, and the
provision of processing, repair and replacement services; and all
FIEs and foreign enterprises engaging in such taxable activities are
liable to tax.

VAT is now calculated using the “off-price” method, i.e. using
the “VAT exclusive” price (see further Y13-420). Prices including
VAT and prices excluding VAT are separately accounted for on the
VAT invoice.

The amount of input tax can be credited against or deducted from
the amount of output tax based on the amount indicated on VAT
invoices (see 113-320).

‘At the end of 2008, the Chinese Government amended the PRVAT and
PRVATIR. The amended PRVAT and PRVATIR are effective from
uary 2009. The most fundamental and core change in the amendment
S the recovery of VAT incurred on fixed assets, reflecting the essence of the
ansition from a production-based to a consumption-based VAT system.

end of 2011, the Chinese Government amended the PRVATIR again,
d the only revision was the enhancement of the VAT tax threshold for
Vidual taxpayers (see §13-120).

hina Master Tax Guide
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On 26 October 2011, the State Council announced that it would laun
pilot VAT reform programme on 1 January 2012. The pilot progra
initially applied to transportation and modern service industries in Sha
and was rolled out to other eight provinces and areas in 2012; it was
rolled out nationwide on transportation and certain service industri
1 August 2013.

1

On 4 December 2013, the State Council decided that railway transportatig
and postal services would also be included within the scope of the
reform pilot programme on 1 January 2014. Subsequently, on 30 April
China’s Ministry of Finance (MOF) and State Administration of Taxatigy
(SAT) announced that telecommunications services have also been includeg
within the scope of the VAT reform as from 1 June 2014.

The aim of the pilot programme is to resolve the double taxation issu
under the prevailing system and to foster the development of spe
modern service industries by gradually transitioning these industries f
liability to business tax (BT) to liability to VAT (see 113-1010 to Y13-1095).

LIABILITY TO TAX

113-110 Goods and services subject to VAT

Generally, all units and individuals who are engaged in the sale of goo
provision of processing, repair and replacement services, or the impo
of goods, within the territory of the People’s Republic of China, are
to VAT (PRVAT, Art 1).

PRVATIR (Art 2) clarifies the scope of VAT: &
e “Goods” = tangible moveable property, as well as elé\ icity, hes

and gas. \'Q

e “Processing” = the business of processing g under contra
where the contractor supplies the raw or mdjor mgtenah: .
the subcontractor manufactures the goods, according to Hh

requirements of the contractor, and receives a processing fee.

e “Repair and replacement” = the business of carrying out re
of damaged or malfunctioning goods under contract in orde
restore the goods to their original condition and function.

Additional activities within scope of VAT

VAT is also currently levied on:

the sale of commodity futures and precious metal futures -—_-r
is levied when the futures are recognised and realised (Guos
(1993) 154; Guoshuifa (1994) 244);

e the sale of gold and silver by banks (Guoshuifa (1993) 154);

913-110 © 2015 Wolters Kluwer Hong Kong Limit
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the production and issue of stamp products for stamp collections
and for sale by units and individuals other than the Ministry of
Post and Telecommunication (Caishuizi (1994) 26);

the sale of articles for pawn and the sale of consignment goods on
behalf of a consignor (Guoshuifa (1993) 154);

the issuance of newspapers and journals by units and individuals
other than Post Units (Caishuizi (1994) 26);

the production and distribution of silver contained in concentrated
silver mines or other concentrated non-ferrous metal mines,
medium refinery products and finished silver products (Guoshuifa
(2000) 51);

the fees charged by electric power enterprises on electricity generation
enterprises to enter the power grid (Guoshuihan (2004) 607); and

tr rtation, postal services, telecommunications services
certain modern services which are included in the VAT pilot
rogramme (Caishui (2013) 106; Caishui (2014) 43); see 913-1030 for

OQrp;ore details.
"_-'..‘ emed “sales of goods”

e of goods” is the assignment of ownership of goods for compensation

e form of currency, goods or other economic benefits (PRVATIR, Art 3).

 prevent VAT being avoided or evaded, the following activities are also
deemed to be “sales of goods”, which are subject to VAT (PRVATIR, Art 4):

supplying goods to others for sale on a commission basis;
selling commissioned goods or goods under consignment;

transferring goods from one establishment to another for sale by a
taxpayer who maintains more than one establishment and adopts
consolidated accounting system (except where the establishments
are located in the same county or city);

applying self-manufactured goods, or goods processed on a
commission basis, to non-taxable projects;

providing self-manufactured goods, goods processed on a
commission basis or purchased goods to other units or individual
business operators as investments;

distributing self-manufactured goods, goods processed on a
commission basis or purchased goods to shareholders or investors;

using self-manufactured goods, or goods processed on a commission
basis for collective welfare or personal consumption; and

handing out self-manufactured goods, goods processed on a
commission basis or purchased goods as free gifts.

113110




Customs

673

Chapter 18
Customs
INTRODUCTION
GeNeral OVerVIEW......ouuereeuecieiienieieeeecec s 118-010
Customs duty rate........ceeeeeeieieeccee e e s 118-110
CLASSIFICATION
ClASSIICAtION ...oveeeeeeeeeeee e f18-210
CUSTOMS VALUATION
Intro ion of customs valuation ................c.coovennen. 918-310
Cu s valuation methods..........cccccoeeevcvveurieceennne. 1118-320
oms valuation procedures................ccocoeveeveenn.... 1118-330
oms valuation and transfer pricing...................... f18-340
ROYAHY ISSUBS.......iviinisnisiiiesss s ssietssonmeemesesnes 118-350
Bonded goods sold in domestic market...................... 118-360
PROCESSING TRADE RELIEF
General introduction.........cccececeeiiive e, 1118-410
Customs iIMPlcations. ... ..o 118-420
Unit consumplion ......ccoeviennensccsce s 118-430
Outward ProCessing .....ccocooeeeveeeereersreeresseseeseeseesesseesens 118-440
ComPpliance iSSUES......cceeerueeereeeeereseeeeee e 118-450
COUNTRY OF ORIGIN
General introduction ........c.cueccveeeeseeeieieceeeeeeeeren f118-510
COO TUIES.....ceeeeeees et st eev e s s e en e e meann 118-520
Direct conSignmMent ...........coeveeeeeveeeeeeeeeeessseeeseesess 1118-530
AAVANCE TUIINGS ...t ere s 118-540
FREE TRADE AGREEMENTS
General iNtroduction.........oeceueceeeecreeeees e 118-610
Free Trade Agreements in China .....cccocvvvveveeeeereennnn, 118-620
CUSTOMS COMPLIANCE RATING
Customs compliance rating......cccoccceeeeciecreeoseeeeenns f18-710
BONDED FACILITIES/BONDED AREAS

Bonded facilities/bonded areas .........occococvvveereernennin, 118-810

Special customs supervision facilities and
areas/oCations ... 118-820

China Master Tax Guide



L Part IV: Custones - Customs -

. e S 18- e for the export declaration: after the goods arriving at the Customs
China (Shanghay Aot Free Trads Zone. fie-a40 supervision area and 24 hous beforethe Ioading of the goods.

‘Theimportor exportinformation declared to Customs should be authenticand
TEMPORARY IMPORT AND EXPORT ‘accurate, including commodity description of the imported/exported goods,
Temporary import/eXport........ccsseissinsssesssassessnnenssenss 1118-910 dlassification codes, specification and type, value, freight and insurance, other
relevant expenses, country of origin (CoO) and quantity, etc. For those goods
CUSTOMS DUTIES RELIEF that are restricted from import or export, the import or export licences shall

Customs duties relief.....oirnicees f18-1010 also be submitted to Customs before clearing the said goods from Customs.
Custo:jn ° adr'?_lnflstratlon s gandEalglae T 118-1020 GAC introduced a pilot programme since 1 August 2012 for a “paperless
Uty relief. ..o {Customs clearance p . Paperless Customs clearance is a pr -
IMPORT/EXPORT CONTROL ‘which Customs declaration information can be provided electronically
iOTeDeit TICaTHicE Cortro) 118-1110 (rather than both electronically and on paper), and the review by Customs is
IZP rt.-*e P s ot nd uarantme """"""""" 118-1 120' ‘automated (rather than through physical examination of paper documents).
POFUEXpOL INGRECion ana QUaTaITIE i ‘The process is based on the compliance management of companies and a
risk analysi ducted by Customs. The paperless programme is expected
INTRODUCTION inistrative burdens on import/export companies and expedite

earance, thereby improving the efficiency of Customs. When the
pilofpydgramme was initiated, it was only applied in twelve Customs districts
253d JOr some activates. In accordance with Bulletin of the GAC (2014) 25, GAC
;;- xtended the pilot programme nationally effective from 1 April 2014 such that:

e the pilot scope is expanded to Customs-related activities;

1118-010 General overview
Overview of China Customs

Under the Customs Law of the People’s Republic of China, the PRC Custa
Authority (interchangeably, “China Customs"” or “Customs”) undertake
exercise border controls over all means of transport, goods, luggage
postal items; collect customs duties and other taxes and fees; investigates
suppress smuggling activities; and compile customs statistics.

EI1éthtﬁ: hi

ty for o
airs throughout

» transit of goods between different Customs offices is also covered
in the pilot programme;

e the pilot programme also covers Customs declarations filed with,
and approved by, the Customs office at the location where the
company is registered, while the goods are imported at the port in

There are three tiers of authority within the Customs hierar the charge of another Customs office; and

e  General Administration of Customs (GAC). The G
tier within the Customs Authority with res i
management and supervision of the Custo
China. It reports directly to the State Council;

e the pilot programme is to be launched in the Customs clearance of
goods transported by means of courier or post.

Import/export tax

* regional Customs which report directly to the GAC; and ‘China Customs imposes import customs duty (CD) on imports into China,

e local Customs offices, that are established inall ports, and most major ‘and export CD on a few of goods exported from China.

cities, which report directly to the Regional Customs authority. The CD is generally calculated by ad valorem and in a few cases, calculated

b : .

Customs declaration ’_'r‘iltll:?jté)tyéa(]};?lﬁ tilicl}'lg :rtll:er means as stipulated by the State. The formulas
The consignee or the consignor of the goods to be imported or expo
who are registered with Customs or their engaged brokers that have
registered with Customs shall declare with Customs imports and expor

within the following timeline:

¢ CD payable (by ad valorem) = Dutiable value » Duty rate (see
118-110 for the duty rate)

¢ (D payable (by quantity) = Quantity of the goods x Duty amount
e for the import declaration: within fourteen days when the means : pers

transport are declared for entering into PRC Customs territory; In addition to the CD, Customs will also collect other taxes associated with

‘the import for tax authorities, such as value-added tax (VAT) (see 713-370
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and consumption tax (the consumption tax is applicable for some
of goods such as wines, cosmetics, and cigarettes, etc., accordmgr
domestic tax rules). The consignee of the imported goods and the consi
of the exported goods are the taxpayers, and they shall pay the CD and of
import tax to designated bank within fifteen days after Customs issu
tax payment notice.

Note: Currently, the special preferential tariff rates are applicable
to some goods imported from and originating in the Kingdom of
Cambodia, the Lao People’s Democratic Republic, the Union of
Myanmar, the People’s Republic of Bangladesh, the Republic of Angola,
the Republic of Senegal, the Republic of Benin, the Republic of Burundi,
the Central African Republic, the Union of Comoros, the Democratic
Republic of Congo, the Republic of Djibouti, the State of Eritrea, the
Federal Democratic Republic of Ethiopia, the Republic of Guinea, the
Republic of Guinea—Bissau, the Kingdom of Lesotho, the Republic of
Liberia, the Republic of Madagascar, the Republic of Mali, the Islamic
Republic of Mauritania, the Republic of Mozambique, the Federal
Democratic Republic of Nepal, the Republic of Niger, the Republic
of Rwanda, the Republic of Sierra Leone, the Republic of Sudan, the
United Republic of Tanzania, the Republic of Togo, the Republic of
Uganda, epublic of Zambia, the Republic of Equatorial Guinea,
the Re, c of Chad, the Federal Republic of Somalia, the Republic of
'] Malawi-the Republic of Yemen, the Islamic Republic of Afghanistan,
| ependent State of Samoa, the Republic of Vanuatu, and the
Democratic Republic of Timor-Leste.

The importfexport tax can be reduced or E)fempted in accordance
the provisions set out in the relevant regulations by the State Co
certain goods imported into or exported out of the designated areas, by
designated enterprises, or for designated uses.

1118-110 Customs duty rate
Import duty rate

Import duty rate is mainly decided by the tariff code (see T18-210) of #
goods to be imported. The CoO of the goods (see 118-510) is ais»_a ad
factor of the applicable import duty rate which categorises the import
rate into the following categories:

e  The general tariff rates
The general tariff rates shall apply to goods originating in co _ .
regir;gre;sn with which China has concluded no agreements for recipr Export duty rate
tariff preference; goods with non-origin or no definite arigin. There are also export duties on a few export goods and the duty rates are
e  The most favoured nation (MFN) tariff rate cided by the HS codes of the goods.
The MFN tariff rates shall apply to goods originating in sigtiaior The interim tariff rates
states of the World Trade Organisation (W’I' O), provided tha
MEFN treatment is reciprocal between China and these\me;
or those countries or regions with which China dws'con

bilateral agreements for reciprocal MFN treatmequ 5t the
territory of China.

The MFN tariff rates are lower than the general tariff rates.
e  The conventional tariff rates

The conventional tariff rates shall apply to goods imported fr
and originating in the countries or regions which have regi
trade agreements (see J18-610) with China for tariff prefere

‘China Customs will set interim import and export duty rates on some goods
for the purpose of encouraging the import of these goods or restricting the
export. Hence, interim duty rates are generally lower than MFN duty rates
or higher than any normal export duty rates that apply.

Currently, there are more than 767 tariff codes covered by the interim
import duty rates (Shuiweihui (2013) 36). Export duty or interim export duty,
ging from 0% to 40%, is now imposed on 352 items, most of which are

Tgy consuming, heavily polluting or resource intensive goods, such as
al, crude oil, fertilizer, nonferrous metal, etc.

interim import tariff rates have the priority over the MEN tariff rates for
pplication. Goods eligible for interim import tariff rates, when imported
er the conventional tariff rates or special preferential tariff rates, will be
ed under the lower of the two rates. The goods that are subject to the
general import tariff rates are not applicable to the interim import tariff rates.

The conventional tariff rates are lower than the MFN tariff rates:
e  The special preferential tariff rates

The special preferential tariff rates shall apply to goods im
from and originating in those less-developed countries or
that have concluded special tariff preferential agreement with CE

The special preferential tariff rates are lower than the MFN tariff rafe

2Ne interim export tariff rates have the priority over the export tariff rates
tor application.

rim tariff rates are effective for a certain period specified by the
Council.
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provides the much needed detailed guidance on a number of transfer pricing
and other issues and is retrospective to transactions from 1 January 2008.
Following the promulgation of Circular 2, other important circulars which
impact China’s transfer pricing regime have been introduced. These often
have retrospective effect to cover transactions from 1 January 2008.

The effects of the regulatory changes on taxpayers and their continued
implications are substantial. Among other things, Circular 2:

General TtrodUCtiON ... wusimisrimmmmmiisssmsssmnarmmurasmass ae 119-750
APA ProCeUUIES .....ccocovmrmimrmemsammssssasesissrmsssssssssasnsssass f119-755
PP SEALISHICS o cvoiiassunsinassisvissmsssomnmn nessussapnnssps sassssuasrussaes 119-760
Trends for transfer pricing in China ... 119-765

TRANSFER PRICING — RULES, CONCEPTS
AND METHODS

e established contemporaneous documentation requirements for
related party transactions, to be prepared and maintained in Chinese;

e included the first guidance in China’s transfer pricing regulations
for the use of the inter-quartile range; however, tax bureaux are still
explicitly entitled to make adjustments up to the median in any
year an enterprise’s results are below the median;

119-100 General overview

When two associated enterprises conduct business with one another
the price negotiated between the two is typically refl_arred to as a trans
price. As a special relationship exists between associated enterprises,
authorities are concerned that transfer prices may be different from the
prices that would be agreed between two independent enterprises.

The lack of global tax systems and different tax rates around the world
provide a perceived incentive for multinational companies (MNCs)
formulate their transfer prices to recognise low profits in jurisdicti
with higher tax rates, and high profits in jurisdictions with lower tax rat
By doing this, MNCs could reduce their aggregate tax payable.

To prevent this, tax authorities around the world have t_enacted tax
and regulations to govern transactions between associated enterp;
(controlled transactions) and to prevent the inappropriate tran‘sfer o:f D
This ensures that transactions between associated enterprises ir{

* for rst time formally permitted Cost Sharing Agreements
( for qualified intangible development activities and certain
s of shared services;

0 rovided guidance on applying for Advance Pricing Agreements
& (APAs), including unilateral, bilateral and multilateral APAs, as
well as APAs involving multiple entities in China;

» established thin capitalisation rules;
e introduced general anti-avoidance rules; and

» otherwise changed the compliance landscape, including requiring
enterprises to fill out nine very detailed related party transactions
disclosure forms when filing their annual tax returns, in which

jurisdicti iately taxed. taxpayers have to indicate whether or not they have prepared

JntEictinnE A ApEROpEaEy .\ transfer pricing documentation as required by law, especially as
. Q‘ required by Circular 2.

119-200 Laws and regulations QO

It is understood that the State Administration of Taxation (SAT) is currently
‘amending Circular 2 and plans to release the amended rules early 2015 in
‘order to reflect the transfer pricing position and practices the tax authorities
“have applied so far and also to reflect domestic actions on Base Erosion and
Profit Shifting (BEPS) actions suggested by the Organisation for Economic
Co-operation and Development (OECD).

There have been many regulatory changes to China’s tr&er pricing rules
in recent years. The new Enterprise Income Tax Law (EITL) was released
March 2007, and the Enterprise Income Tax Implementation Rules (EITIR) w
released in December 2007. Both of these came into effect on 1 January 20
These rules unified income tax rates for foreign and domestic invest
companies, and also introduced a platform for other changes mad

transfer pricing rules.

In addition to the EITL and EITIR, the Administrative .[mP of the Pe
Republic of China on the Levying and Collection of Taxes and its implementa
rules also provide some administrative rules on transfer pricing.

The Implementation Regulations for Special Tax Adjustments ['_I'ria[) (G
(2009) 2, commonly referred to as “Circular 2"), released in January

‘Beyond Circular 2, national (as well as local) level circulars and notices have
‘continued to be issued on a regular basis that clarify and/or expand the
requirements of Circular 2. A particularly important one is the Circular of
the State Administration of Taxation on Strengthening the Supervision over and
Investigation of Cross-border Connected Transactions (Guoshuihan (2009) 363,
referred to as “Circular 363"). It states:
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“Enterprises established by a multinational enterprise withj
the territory of China to bear limited functions and risks g;
as mono-production (processing with supplied materials
processing with imported materials), distributions or contracty;
research and development, are not to bear risks such as market ri
decision-making risk, etc., in the financial crisis, and shall main
reasonable profits pursuant to the transfer pricing principle
functions and risks match profits.”

BASIC CONCEPT

119-310 Associated enterprises

1If a country’s tax authority determines that a direct or indirect relationship
of ownership or control exists between two or more enterprises in their
operational, commercial, and financial relations, these enterprises may be
considered as “associated enterprises.” Circular 2 sets out the relationships
that will cause an enterprise and another enterprise, business organisation

~or individual to be associated enterprises in Article 9.

In addition to domestic Chinese regulations, in October 2012,
summary of country practices were published as part of the United N;
Transfer Pricing: Practical Manual for Developing Countries. The C]
submission was intended to highlight a number of the issues fag
developing countries and to share China’s practical experience
dealing with these issues. These past practices may indicate the appro
the Chinese tax authorities will take in the future. i

‘China, like many other countries, utilises two types of tests to determine
‘whether enterprises are related: the first is based on equity ownership, and
the second on effective control (for which several types of test are included
in the regulatigns).

‘The first two types of tests for associated enterprises is based on
equity o ship. The equity ownership tests are set out in Clause 1, and
deem@rone party is associated with another where:

é\ One party directly or indirectly holds a total of 25% or more of
another party’s shares.

e A third party directly or indirectly holds a total of 25% or more of
the shares of both companies.

1119-300 Impact of OECD BEPS project

In February 2013, the OECD announced a project to review BEPS.
purpose of the review was to establish why multinational profits
earning taxable profits in locations different from where their busin
activities took place. Although China is not an OECD member, it is invi
in the BEPS project as an Associate due to its G20 membership.

Sevetsl ol the ACHn POTS Nc e e Pegject e L I e ‘When following these tests, if one party A owns shares of the other party

B through an intermediary C, if A owns 25% or more of the shares of C,
then A’s shareholding percentage of B will be considered the same as the
el Wil intermediary’s.

e Action 8 — Assure that transfer pricing outcomes are in line Wit
value creation: intangibles;

e Action 9 — Assure that transfer pricing outcomes are

value creation: risk and capital; *\ There are seven different tests for associated party relationships through

effective control which are set out in Clauses 2 to 8. In each test, the effective

control is linked to control through non-shareholding relationships, or
economic relationships. In brief, the tests deem two parties to be associated
where:

e Action 10 — Assure that transfer pricing outcom: in line with
value creation: other high-risk transactions; m

e  Action 13 — Re-examine transfer pricing documentation.

The OECD has already received several discussion drafts regard
Actions 8 and 13, and expects to reach conclusions on all of the action p
by September 2015.

China’s tax authorities have been involved in the BEPS discussions, althoug
no formal policies have been issued in response to the drafts issued
OECD. Many of the changes being proposed are similar to the positions!
China has previously taken, although it is not clear whether all of these
be included in the final recommendations of the OECD. It is likely t
least some of the conclusions of the BEPS project will impact transfer p
policy and practice in China.

e Debts of one party to another exceed 50% of the others registered
capital, or if one party is guaranteeing 10% of the others total debt.
(Clause 2)

¢  One party has appointed half of the senior management personnel,
or one senior director with influence, of the other party; or a third
party has done the same for the two other parties. (Clause 3)

e Half of one party’s senior management/a senior director with
influence concurrently hold senior management positions/a senior
director role with influence in another party. (Clause 4)
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