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Tax Newsflash

VAT Rate Bands Reduced and New
Guidance Issued on Industry-specific
Issues

Making another century of impact
EHEER TEIFLT

In the State Council executive meeting held on 19 April 2017,
the Chinese government announced that the structure of the
VAT rates would be simplified, and on the following day, the
State Administration of Taxation (SAT) issued guidance
(Bulletin 11) that clarifies the VAT treatment of certain
industries.

As from 1 July 2017, the 13% VAT rate will be eliminated and
the rate for agricultural products, natural gas and certain
cultural products will be become subject to the 11% rate. The
SAT is expected to issue further guidance on the rate
restructuring.

Bulletin 11 generally applies as from 1 May 2017, except for
articles 9 and 10, which address the issuance of VAT special
invoices by small-scale VAT taxpayers in the construction
industry and the deadlines for verifying VAT input invoices,
respectively. Article 9 will apply as from 1 June 2017 and
article 10 as from 1 July 2017.



VAT rate restructuring

Currently, there are four VAT rates in China: 17%, 13%, 11%
and 6% (a separate rate applies to taxpayers that are subject
to the simplified VAT regime). This multiple rate system has
created numerous challenges for taxpayers, particularly in
determining which VAT rate applies, so the streamlining of the
VAT rate brackets and simplifying tax compliance have become
a key focus for the government authorities.

The elimination of the 13% VAT rate will mainly affect the
following categories of products:

1) Agricultural products, including grain/food, edible
vegetable oils, feed, chemical fertilizers, etc.;

2) Public utilities, including tap water, heating, natural gas,
etc.; and

3) Cultural products, including books, newspapers,
magazines, etc.

It should be noted that the reduction in the VAT rate to 11%
will decrease the deductible input VAT, so to avoid the VAT
payable increment, the input VAT deduction ratio will remain
unchanged for taxpayers that purchase agricultural products
for further processing.

Changes related to the construction industry

Bulletin 11 sets out and endorses a common practice in the
construction industry, which is for a construction company
("contract-signing party") to authorize a company ("service
provider") within its group to provide construction services
after it signs a construction contract with the contractor. The
service provider will be paid directly by, and issue the relevant
VAT invoices to, the contractor. The contract-signing party
does not pay VAT. The contractor can deduct the input VAT on
the basis of the VAT special invoices issued to it by the service
provider. The purpose of this procedure is to resolve two
potential tax compliance issues that arise in these situations.
The issues concern (i) which party has the obligation to issue
VAT special invoices; and (ii) whether input VAT credits are
available for a contractor in the construction industry when the
contracting party assigns part of the services to another
service provider by way of an internal authorization or a
tripartite agreement.

Bulletin 11 clarifies that where a taxpayer provides
construction services in counties other than where they are
located, but within the same prefectural level, the taxpayer is
not required to prepay provisional VAT to the national tax
bureau at the place where the construction services are
provided.

Bulletin 11 also provides that, as from 1 June 2017, taxpayers
in the construction industry will be included in the pilot
program whereby small-scale VAT taxpayer are allowed to
self-issue VAT special invoices. Small-scale VAT taxpayers in
the construction industry will be able to issue the invoices
themselves via the new VAT invoice management system,
provided their gross monthly sales exceed RMB 30,000 (or
quarterly sales exceed RMB 90,000).



Mixed sales and concurrent sales

The VAT treatment of mixed sales and concurrent sales is a
complex and controversial topic. Bulletin 11 clarifies that the
provision of construction and installation services in
conjunction with the sale of self-manufactured portable
dwellings, equipment and steel structural components will not
be considered a mixed sale. Accordingly, the sales revenue for
the supply of goods and services should be calculated
separately and taxed at different VAT rates.

The bulletin also clarifies issues unique to elevator sales and
service companies:

e The simplified taxation method may be adopted where
general taxpayers provide installation services in
conjunction with the sale of elevators; and

e Post-installation maintenance services are subject to VAT
under the category of "other modern services."

VAT invoicing practices for inter-agency bankcard
clearing services

Bankcard clearing services typically involve three financial
institutions: the bankcard issuer, a clearing agency (such as
UnionPay) and a receipt agency. Following the VAT reform, the
input VAT associated with service fees charged by financial
institutions to merchants for using bankcards can be deducted.
However, questions have arisen as to which financial
institution should issue a VAT special invoice to a merchant,
and how VAT invoices should be issued among the above
financial institutions.

Bulletin 11 makes the following clarifications about the VAT
treatment of these institutions:

e Bankcard issuer: Recognize the sales revenue based on
the service fee charged to the receiving agency, and issue
a VAT invoice to the clearing agency.

e Clearing agency: Recognize the sales revenue based on
the networking service fee charged to the bankcard issuer
and receiving agency, and issue VAT invoices to each of
them. In addition, clearing agency also must recognize the
sales revenue based on the invoice issued by the bankcard
issuer, and issue an invoice in the same amount to the
receiving agency.

¢ Receiving agency: Recognize the sales revenue based on
the service fee charged to the merchant, and issue a VAT
invoice to the merchant.

Input VAT verification period extended to 360 days

Bulletin 11 extends the verification period for VAT special
invoices from 180 days to 360 days, effective 1 July 2017.
Under the current VAT rules, general VAT taxpayers are
required to verify VAT special invoices and motor vehicle sale
uniform invoices within 180 days after the invoice issuance
date, and declare the input VAT deduction in the month of
verification. Similarly, customs import VAT payment



certificates must be authenticated and deducted within 180
days after the invoice date.

Failure to comply with the 180-day deadline will result in the
disallowance on an input VAT deduction. The extension of the
deadline will be welcomed by taxpayers.

Other

Bulletin 11 also provides that if a taxpayer needs to issue
invoices for services that were subject to business tax before
the VAT reform became effective (i.e. 1 May 2016), general
invoices may be issued before 31 December 2017.

In the year since the VAT reform was fully rolled out, the
government and the tax authorities have released guidance on
a regular basis to clarify issues arising in practice. Bulletin 11
provides clear guidance on the VAT treatment of certain
industry-specific issues, and extends the deadline for verifying
input VAT and for issuing invoices relating to certain services
supplied before the VAT reform. The new rules in Bulletin 11
will help minimize disputes between taxpayers and the tax
authorities and lower compliance costs for taxpayers. Affected
taxpayers should become aware of Bulletin 11 and take
appropriate actions based on their particular circumstances
(e.g. reviewing and adjusting prices, revising contracts,
communicating with up/downstream counterparties, etc.).

The reduction in the VAT rate from 13% to 11% for certain
products will reduce the tax burden of relevant taxpayers and
benefit the industries as a whole. Taxpayers should monitor
the development of future guidance and prepare for the
upcoming changes to take advantage of the VAT rate
reductions.

Deloitte’s tax service team will closely follow the progress of
China VAT reform and continue to share our insights on
developments arise.
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