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Tax Newsflash

New guidance relaxes requirements for
foreign investors to benefit from
deferral of dividend withholding tax

China’s State Administration of Taxation (SAT) issued guidance
(Bulletin 53) on 19 November 2018 that updates previous
guidance on the deferral of withholding tax on dividends
distributed to foreign investors and reinvested in China.
Bulletin 53 applies retroactively as from 1 January 2018.

Background
With a view to encouraging and expanding foreign investment

in China, in January 2018, the government announced
(Circular 88) that the 10% withholding tax on profits
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distributed by a Chinese resident enterprise to a foreign
investor will be deferred if the profits are used to invest in
domestic projects encouraged by China. The deferral applies
until the foreign investor disposes of the reinvestment in
China. The incentive applies retroactively as from 1 January
2017 (see ).

Under the original guidance, four conditions must be satisfied
to benefit from the deferral:

1. Profit distribution: There must be a distribution of profits
(cash or non-cash) in the form of dividends or other
equity investment income arising from an actual
distribution of retained earnings realized by PRC
resident enterprise, including undistributed earnings
from previous years.

2. Form of reinvestment: The distributed profits must be
used in a "direct equity investment," such as:

a. Increasing the paid-in capital or capital reserves
of an existing Chinese resident enterprise by a
new capital injection or by transferring retained
earnings to capital;

b. Setting up a new Chinese resident enterprise;

c. Acquiring an equity interest in an existing Chinese
resident enterprise from an unrelated party; or

d. Other forms of investment as specified by the
Ministry of Finance (MOF) or SAT.

3. Route of reinvestment: Cash distributions used for
reinvestment must be transferred directly by the profit-
distributing enterprise to the invested enterprise or
equity transferor.

4. Scope of reinvestment: The profits must be reinvested
in encouraged projects, i.e. the business activities of the
invested enterprises must fall within the scope of
encouraged industries as found in the Catalogue for the
Guidance of Foreign Investment Industries or the
Catalogue of Priority Industries for Foreign Investment
in the Central-Western Region.

The MOF, SAT and other government authorities issued more
guidance (Circular 102) in September 2018 that expands the
scope of the reinvestment to benefit the deferral incentive.
Bulletin 53 was issued to update the previous guidance to
bring it in line with Circular 102.

Highlights of Bulletin 53

Bulletin 53 expands the scope of possible reinvestments
according to Circular 102, and provides clarifications for
determining whether the conditions relating to the form and
route of the reinvestment are satisfied.

The documentation requirements and application process
generally remain unchanged, except for the documents
required to substantiate whether the reinvestment project is
an encouraged project (see below).

Scope of reinvestment
Circular 102 removed the requirement that the distributed

profits be reinvested in encouraged projects so that a foreign
investor may enjoy the withholding tax deferral provided the
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relevant project is permitted in China and other certain
conditions are satisfied. To align with this change, Bulletin 53
no longer requires a foreign investor to produce documents to
substantiate that the reinvested project is encouraged at the
time the investor applies for deferral.

Form of the reinvestment

As noted above, the distributed profits must be used in a
direct equity investment. Questions have arisen as to whether
this criteria is met where a foreign investor uses the
distributed profits to fulfill its commitment to contribute to the
registered capital of an invested enterprise but it has not yet
made the contribution, given the registered capital is not
increased after the capital injection. However, Bulletin 53
confirms that this situation falls within the scope of increasing
paid-in capital, etc. and, therefore, the foreign investor should
be entitled to deferral, provided all other conditions are
satisfied.

Route of reinvestment

Bulletin 53 provides that the requirement that the funds used
for reinvestment be transferred directly by the profit-
distributing enterprise to the invested enterprise or equity
transferor will be deemed to be met where the RMB funds used
for the reinvestment are first transferred from the profit-
distributing enterprise to the RMB reinvestment dedicated
account ("reinvestment account") of the foreign investor, and,
on the same day that the funds are transferred to the
reinvestment account, the funds are further transferred to
the account of the invested enterprise or equity transferor.

It appears that Bulletin 53 slightly relaxes the route
requirement, even though the one-day back-to-back
remittance still could be an impediment for certain investors.

In a situation where a foreign investor uses Chinese-source
dividends as consideration to purchase the equity of a Chinese
company from a foreign seller, China’s foreign exchange rules
may prevent the profit-distributing enterprise from directly
remitting the dividends to the foreign seller. As a result, the
foreign investor will fail the route requirement and will not be
eligible for deferral. Bulletin 53 does not seem to address this
situation.

Effective date

Circular 102 and Bulletin 53 both apply retroactively as from 1
January 2018 and can be applied to dividends and other equity
investment income derived by foreign investors on or after
that date and used for direct reinvestment in China, provided
the other conditions are satisfied.

The previous guidance is applicable to reinvestments of profits
made during the period 1 January to 31 December 2017.

The new guidance (i.e. Circular 102 and Bulletin 53) should be
welcome by foreign investors as it relaxes the conditions for
foreign investors to enjoy the deferral of withholding tax on



dividends. Foreign investors that wish to enjoy the incentive
may wish to consider whether to adjust their investment plans
so that they may qualify for the deferral. However, some
practical issues remain unclear, such as whether a refund of
withholding tax must be reinvested in China; in which
situations previously suspended withholding tax will be
recaptured, etc. Foreign investors should monitor future
developments and consult with the tax authorities and/or seek
professional advice, where necessary.
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