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Tax Newsflash
Guidance issued on transition rules for
preferential IIT policies

China’s Ministry of Finance and the State Administration of
Taxation jointly released guidance (Caishui [2018] No. 164
(Circular 164)) on 27 December 2018 that contains transition
arrangements for various preferential individual income tax
(IIT) policies that are available before the new IIT law enters
into effect (on 1 January 2019).

Annual bonus

Under the existing IIT law, an employee's qualifying annual
bonus may be taxed separately from his/her regular salary
income (which falls within the scope of "comprehensive
income" for IIT assessment under the new IIT law) and is
divided by 12 to determine the applicable tax bracket/rate.

Circular 164 grants a transition rule that applies through

. Under this rule, a resident individual may
elect to have his/her qualifying annual bonus be taxed
separately from other comprehensive income and divide the
bonus amount by 12 to determine the applicable tax
bracket/rate. Since the tax bracket/rate table for
comprehensive income under the revised IIT law is designed
on an annual basis, a modified "monthly" tax bracket/rate
table will be used to compute the tax on the annual bonus.

Alternatively, a resident individual may elect to include the
annual bonus in his/her comprehensive income for IIT
assessment purposes.

As from , all annual bonus income derived by a
resident individual will have to be included in an individual's
comprehensive income for IIT assessment purposes.

Comments

During the three-year transition period from 1 January 2019 to
31 December 2021, Circular 164 allows a resident individual to
have his/her qualifying annual bonus be taxed separately from
his/her other comprehensive income or alternatively, the
individual may include the bonus in his/her comprehensive
income for IIT assessment purposes.

If a resident individual's other comprehensive income in a tax
year is higher than his/her annual deductions, the individual
may benefit from the separate taxing method; otherwise, it
may be more beneficial for the individual to include the annual
bonus in comprehensive income for IIT assessment.

Employers should consider reviewing their compensation and
benefits policies and communicate with employees in advance



about the impact of Circular 164 in order to assist employees
in making appropriate elections.

It should be noted that the transition arrangement in Circular
164 is applicable to only resident individuals; the rules
applicable to nonresidents are still to be clarified.

Income from equity incentive plans by listed companies

Under the existing IIT law, an employee's qualifying income
from equity incentive plans (e.g. stock options, stock
appreciation rights, restricted stock) operated by listed
companies may be taxed separately from the employee's
regular salary income and divided by the number of stipulated
months (capped at 12) to determine the applicable tax rate.

For the period through , Circular 164
provides the above income derived by a resident individual will
be taxed separately from the individual's other comprehensive
income and the new tax bracket/rate table for comprehensive
income will be applied for IIT assessment purposes.

Qualifying income from equity incentive plans operated by
listed companies derived by a resident individual in a calendar
year should be consolidated for IIT assessment.

The IIT policies for such equity incentive income after 1
January 2022 will be separately announced.

Comments

The issuance of Circular 164 addresses concerns about
whether the separate taxing method would be retained after 1
January 2019. Circular 164 indicates that the tax authorities
likely will formulate and announce new IIT policies on equity
incentive plans following the expiration of the three-year
transition period.

To qualify for the separate taxing method, affected companies
still should submit the relevant documents to the tax
authorities in a timely manner.

Similar to the transition arrangement on annual bonus income,
the separate taxing method in Circular 164 applies only to
resident individuals. The rules applicable to nonresidents still
are to be clarified.

Non-taxable benefits-in-kind (BIK) for foreign
employees

Under the existing IIT law, certain BIKs (including relocation,
housing rentals, meals and laundry, home leave, language
training and childrens’ education expenses) may be exempt
from IIT for foreign employees working in China if they are
paid on a reimbursement basis or if the expenses are settled
directly by the employer at a reasonable amount.

Circular 164 provides that, for the period to
, foreign employees who are resident in China
may opt to claim either the relevant additional itemized



deductions (e.g. children's education, housing rental) or
continue to enjoy the existing non-taxable BIKs (i.e. housing
rental, children's education and language training). Once an
election is made, it may not be changed within a tax year.

As from , foreign employees no longer will
enjoy the non-taxable BIKs on housing rental, children's
education and language training.

Comments

The three-year transition period on certain non-taxable BIKs is
believed to address the concerns of foreign employees working
in China and ensure a smooth transition to the new IIT law.

Employers with a large population of foreign employees may
need to review the impact of Circular 164 on their existing
compensation and benefit policies, communicate with foreign
employees and make or adjust short and long-term plans,
accordingly.

Enterprise annuities

Under the existing IIT law, after an employee reaches the
statutory retirement age, any withdrawal from qualifying
annuities may be taxed separately from his/her regular salary
income.

Circular 164 provides that, under the new IIT law, such
withdrawals still may be taxed separately from the taxpayer's
other comprehensive income, and a tax bracket/rate table will
be used, depending on the situation:

New tax e Annual withdrawal

bracket/rate e Lump-sum withdrawal due to

table for emigration from China

comprehensive e Lump-sum withdrawal by an

income individual's designated beneficiary or
legal successor after the individual's
death

Modified e Quarterly/monthly withdrawal

"monthly" tax e Lump-sum withdrawal in other
bracket/rate situations
table

Severance pay

Under the existing IIT law, severance pay generally is exempt
from IIT if the amount is less than the three times the local
average wages. If the amount is higher than the threshold,
only the excess is taxable and is taxed separately from the
individual's regular salary income.

Circular 164 basically adopts the above taxing method under
the new IIT law.



Circular 164 signals the government's intention to ensure a
smooth transition to the new law. This is welcome news for

businesses.

It is worth noting that some of the transition policies will
expire in three years, so both employers and individuals
should use this time to prepare for the upcoming changes and
make plans accordingly. In addition, some policies provided by
Circular 164 are applicable only to tax residents, with the tax
treatment for nonresidents still to be clarified. Affected parties
should continue to monitor developments.
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