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Tax Newsflash

VAT Reform - New Guidance Expands
VAT Exemption for Financial
Transactions

China’s Ministry of Finance (MOF) and the State Administration
of Taxation (SAT) jointly issued a circular (Caishui [2016] No.
70 (Circular 70)) on 30 June 2016 that clarifies and expands
the scope of financial transactions that are subject to VAT-
exempt treatment. The new guidance applies retroactively
from 1 May 2016.
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Based on the main guidance under the VAT reform (Caishui
[2016] No. 36 (Circular 36)), major financial services are
subject to a 6% VAT rate, with certain exceptions. Although
the MOF and SAT issued a supplementary guidance (Caishui
[2016] No. 46 (Circular 46)) that expanded the scope of VAT-
exempt treatment to cover more inter-FI (financial institution)
transactions, the exemption still is narrower than the
treatment under the previous business tax (BT) regime. As a
result, there are concerns in the market that the VAT burden
on FIs could increase as compared to the previous BT burden.
The MOF and SAT have been considering the expansion of
VAT-exempt treatment to mitigate the impact of the VAT
reform on the financial services sector.

On the other hand, the original BT treatment of foreign
investors investing in the security investment business was not
entirely clear and local practices were inconsistent. Under the
VAT reform, Circular 36 clarifies that Qualified Foreign
Institutional Investors (QFIIs) and Hong Kong market
investors are entitled to VAT-exempt treatment on
investments in the qualified security investment business, but
the circular is silent on the treatment of other foreign
investors. Circular 70 now clarifies that the VAT exemption can
be enjoyed by renminbi QFIIs (RQFII) and other foreign
investors allowed by the People’s Bank of China (PBOC) to
carry out certain security investment in China.

Circular 70 provides that the VAT exemption will apply to the
following:

1) Interest income derived from below inter-FI
transactions

a. Inter-FI deposits: Where the FIs receiving the deposits
are qualified deposit-taking FIs.

b. Inter-FI lending: The borrowing and lending of funds
between FIs which include rural credit cooperative
institutions and institutions whose business license
allows them to engage in "lending to financial
institutions."

c. Inter-FI payments by direction: Where a commercial
bank makes payments to a corporate client at the
request of another FI, and the FI agrees to repay
principal and interest to the commercial bank on an
agreed date.

d. Outright repo: Where there is a sale and buyback of
financial products (such as bonds) and the original
holder of the products sells and agrees to buy back the
same quantity of financial products at an agreed price
on a specified date in the future.

e. Holding of financial bonds: Where bonds are issued by
FIs in China through the interbank bond market or the
exchange bond market.



f. Inter-FI fixed deposit certificates: Where fixed deposit
certificates are issued by deposit-taking FIs in China via
the interbank market.

2) Intra-bank / bank group cross-border lending

a. Lending between a domestic bank and its overseas
headquarters office or parent company

b. Lending between a domestic bank and its overseas
branches or wholly-owned subsidiaries

3) Funding transactions between FIs and the PBOC
a. Purchase of central bank bills by commercial banks

b. Currency swaps or currency deposits between
commercial banks and the PBOC

4) Investment income derived by offshore investors
a. Trading in financial products in China by RQFIIs

b. Investment in the interbank money market by PBOC-
approved offshore investors.

Circular 70 should be welcomed by market players because it
clarifies some issues and expands VAT-exempt treatment to
cover most major inter-FI transactions. The definitions of
these transactions are consistent with those specified in a
circular issued by the PBOC in 2014 (Yinfa [2014] No. 127),
which makes it easier for the banks to follow. In addition, the
issuance of Circular 70 is timely because it allows banks time
to take into account the correct VAT treatment when preparing
for their first VAT filing, which is due in July.

Despite the clarifications provided in Circular 70, certain areas
still need to be addressed, such as whether the VAT exemption
for cross-border intra-bank / bank group funding transactions
would apply under different holding structures, such as
between subsidiaries that are under common control of the
same parent company. Not all inter-bank transactions
mentioned in the PBOC guidance are included as "exemption"
items; e.g. inter-bank investment transactions defined in the
PBOC guidance include multiple types of interbank investment,
but only FI bonds are included in Circular 70. It remains to be
seen whether other inter-bank investment transactions will be
brought within the scope of the exemption in the future.
Further guidance also is needed on any procedures FIs will
need to follow to claim the VAT exemption.

Finally, there are issues pertinent to other FIs and investors
that trade financial products (e.g. the VAT treatment of income
from holding or transfer of asset-based securitization products
or trust products).

Deloitte's indirect tax team will continue to monitor the VAT
reform developments and provide updates and insights in due
course.
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