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Tax Newsflash
STA released guidance on multiple VAT
issues

On 16 September 2019, China's State Taxation Administration
(STA) released guidance (Bulletin [2019] No. 31 ("Bulletin
31")), which clarifies multiple VAT issues, including input VAT
credit issues related to domestic passenger transportation
services and the VAT super credit, as well as specific issues
related to the transportation, real estate and financial sectors.
Unless otherwise specified, the rules set out in Bulletin 31
apply as from 1 October 2019. Issues that arose and were not
settled prior to the release of this bulletin will be governed
pursuant to Bulletin 31; issues that were settled prior to the
release will not be adjusted on a retroactive basis.
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Bulletin 31 provides guidance on the following VAT issues:

As from 1 April 2019, general taxpayers may credit input VAT
related to the purchase of domestic passenger transportation
services against their output VAT. Bulletin 31 makes several
clarifications relating to such services and details the
management of vouchers for VAT credit purposes, which took
effect on 16 September 2019, including the following:

For purposes of the input VAT credit for domestic passenger
transportation services, the term "passenger" refers only to
employees who have concluded an employment agreement
with the taxpayer, as well as staff assigned to the taxpayer
under a staff assignment arrangement (hereinafter referred
to as "employees").

In practice, due to business needs or management
activities, taxpayers often purchase domestic transportation
services for personnel other than their employees, such as
clients or vendors, directors and supervisors that do not
have an employment agreement. According to Bulletin 31,
the input VAT related to such transportation services may
not be credited.

Where a taxpayer purchases domestic passenger
transportation services and receives an electronic VAT
invoice, the information stated on the invoice, such as the
name and taxpayer identification number of the buyer,
must be consistent with that of the taxpayer claiming the
credit. If the name of the buyer shown on the electronic
VAT invoice submitted by an employee is the name of the
individual employee rather than the taxpayer, the taxpayer
will not be entitled to an input VAT credit.

The creditable input VAT associated with domestic
passenger transportation services must be input VAT that
actually is incurred on or after 1 April 2019 and is shown on
a valid voucher or calculated on the basis of such a
voucher. Where a special VAT invoice or a normal electronic
VAT invoice is used to support input VAT credit, such
invoice must be issued on or after 1 April 2019.

Bulletin 31 does not define the term "input VAT amount
that actually is incurred." However, the official
interpretation of Bulletin 31 states that the provisions on
the input VAT credit in Bulletin 31 shall follow the basic
principle of taxing at "the time tax liability arises," which



may indicate that the "input VAT amount that actually is
incurred" will be determined based on the point in time the
tax liability of the transportation service arises. Taking the
online car-hailing platform as an example, some platforms
can issue a VAT invoice for several trips, which means that
even though the VAT invoice is issued after 1 April, it
possibly could be issued for services that were provided
before 1 April for which the tax liability arises before that
date. In such a case, the corresponding input VAT may be
regarded as incurred before 1 April and will not be allowed
as a credit.

In view of the above, companies should consider the following
actions:

e To ensure compliance with the input VAT credit rules,
finance departments should update internal control policies
as needed, and carefully examine key information when
reviewing the reimbursement of travel expenses, including
whether the passenger on the voucher is an employee,
whether the buyer's information on the voucher is accurate
and whether the VAT invoice is issued on or after 1 April
20109.

e Remind employees to choose an electronic VAT invoice
when available if requesting an invoice for domestic
passenger transportation services, and ensure that the
buyer's information on the invoice is consistent with that of
the taxpayer.

e Schedule training for functions such as procurement, and
consider clarification in contractual arrangements related to
travel expenses under different business scenarios.

From 1 April 2019 to 31 December 2021, a general VAT
taxpayer that is mainly engaged in providing postal services,
telecommunications services, modern services and lifestyle
services (the "four services") can enjoy an additional 10% VAT
super credit provided the taxpayer’s sales from the four
services accounts for more than 50% of its total sales within a
certain period (i.e. the "50% sales test"). Bulletin 31 clarifies
the calculation method, which applies as from 16 September
2019, as well as the following:

e When determining whether a taxpayer's sales from the four
services qualifies for the 50% sales test, the sales amount
includes the total sales amount stated in the VAT return,
any additional sales amount adjusted during a tax audit,
and the sales amount adjusted based on the taxpayer’s
compliance status as assessed by the tax authorities.
Where the net basis calculation method is applied in
calculating the taxable sales amount, the net sales amount
will be used to determine whether the taxpayer’s sales
qualify for the 50% sales test.

e In terms of the attribution period of sales revenue, both the
additional sales amount adjusted during a tax audit and the
sales amount adjusted based on the tax compliance



assessment must be included in the current period's sales
amount (i.e. the period in which the adjustment is made),
rather than the period in which the tax liabilities arose.

e For the following two types of taxpayers, the sales amount
for the three consecutive months following the occurrence
of the first sales amount will be the basis to determine
eligibility for the VAT super credit:

- Taxpayers established before 31 March 2019 whose
sales revenue are zero throughout the period 1 April
2018 to 31 March 2019;

- Taxpayers established on and after 1 April 2019 whose
sales are zero throughout the three months since the
date of establishment.

e For head offices and branches that use consolidated filing
for VAT purposes, the total sales volumne of the head office
and its branches must be taken into account in determining
eligibility for the VAT super credit. If qualifying for the 50%
sales test, both the head office and its branches can apply
the VAT super credit.

Bulletin 31 clarifies the VAT treatment for transportation
businesses that either subcontract transportation services to
another transporter or exchange shipping space with other
transporters, both of which are common businesses in the
transportation industry.

Certain transportation businesses enter into a transportation
service agreement with a consignor, collect freight charges,
bear carrier responsibilities, and then engage a subcontractor
to complete the relevant transport services using the
subcontractor’s vehicles. The subcontractor and contractor
must account for the gross revenue collected from the
contractor and consignor, respectively, and pay VAT for the
provision of transportation services. In this business
arrangement, the carrier does not actually provide
transportation services or own the transportation vehicle, but
engages others to carry out the services. Bulletin 31 confirms
that the associated revenue of such carrier will be subject to
the VAT rate applicable to the transportation service provided.

A shipping space exchange business refers to business
activities where taxpayers enter into a transportation service
agreement, utilizing the shipping space of each other's
transport vehicles to provide the relevant transportation
services for the transportation business of each carrier.
According to the official interpretation in Bulletin 31, since both
taxpayers provide transportation services by exchanging
shipping space of transportation vehicles, the amount on which
VAT is charged will be the gross revenue for each taxpayer
from exchanging shipping space, at the rate applicable to the
provision of transportation services.



Net basis calculation method for subcontracting construction
services

According to current rules, where certain construction services
are provided by a taxpayer, the taxpayer may deduct
subcontracting charges from the total gross revenue received
for VAT purposes. In practice, in addition to a construction
service fee, the general contractor also may pay the
subcontractor for purchased goods (e.g. building materials,
etc.). Practices differ with respect to whether the payment for
such purchased goods may be deducted from gross revenue.
Bulletin 31 clarifies that the deductible charges are the total
payment made to the subcontractor, including the payment for
purchased goods.

Cancellation of registration for simplified taxation method

To simplify the taxation process, Bulletin 31 eliminates the
registration requirement for a general VAT taxpayer if the
taxpayer applies the simplified taxation method for the
provision of construction services, either according to
regulation or by election. Instead, Bulletin 31 requires that the
taxpayer maintain relevant supporting documents for future
inspection.

Simplified taxation method for real estate projects on land
reclamation

For real estate projects based on land reclamation from the
sea, the date of commencement of land reclamation may be
earlier than the date stated on the "Construction Permit."
Bulletin 31 clarifies that where either the commencement date
for a land reclamation project stated on the Construction
Permit or the date stipulated in the relevant construction
contract is before 30 April 2016, the relevant project will be
considered an "Old Real Estate Project (OREP)," so that the
taxpayer may elect to apply the simplified taxation method to
compute and pay VAT at a rate of 5%.

A common issue when calculating VAT on the sale of restricted
shares and the corresponding stock dividends is how the
purchase price should be determined. Bulletin 31 clarifies the
rule to determine the purchase prices for two situations. Some
practical issues still need to be clarified regarding the purchase
price of shares (e.g. how to determine the purchase price of
stock dividends obtained after the lifting of a sale restriction,
etc.), so taxpayers should monitor future developments.

Bulletin [2016] No. 53 sets out the rule for determining the
purchase price for restricted shares arising in three situations:
(i) nontradable shares reform; (ii) initial public offerings
(IPOs); and (iii) significant reorganizations; in practice, there
also are shares subject to sale restrictions due to all three of
these situations occurring simultaneously.



Bulletin 31 specifies that for the sale of such restricted shares
and the corresponding stock dividends relating to such
restricted shares arising during the period from the IPO date to
the date the restriction is lifted, the purchase price is the
opening price on the first trading day.

According to Bulletin [2016] No. 53, the purchase price for
restricted shares arising from significant reorganizations is the
closing price of the stock on the last trading day before the
stock trading is suspended as a result of a reorganization. In
practice, there may be multiple suspensions on stock trading
due to a reorganization, so Bulletin 31 clarifies that a
"suspension on stock trading" referred to in Bulletin [2016]
No. 53 means the last suspension before the China Securities
Regulatory Commission approves the significant
reorganization.

A controversial issue in the property insurance industry is
whether the input VAT associated with insurance claims on
tangible goods can be creditable. The STA has issued its first
technical position on this issue in Bulletin 31. The VAT
treatment for "claims on tangible goods" and "cash claims" are
as follows:

e Claims on tangible goods: Taking car insurance as an
example, the insurance company undertakes to provide a
guarantee of compensation for a vehicle and has the
vehicle repaired so it is brought back to its original
condition. The insurance company arranges for the vehicle
repair services from the repair shop and pays the service
fee in its own name. Given that a qualified VAT special
invoice is obtained, an input VAT credit is allowed.

e Cash claims: Again, taking car insurance as an example,
the insurance company undertakes to provide a guarantee
of compensation for the vehicle and pays cash to the
insured party. The insured party then has the vehicle
repaired. Hence, no credit is allowed for the associated
input VAT relating to the cash compensation paid by the
insurance company. However, in practice, insurance
companies typically pays the vehicle repair shop directly on
behalf of the insured and obtains a VAT special invoice. In
this case, the actual service recipient is still the insured
party, so the insurance company may not claim an input
VAT credit, even if a VAT special invoice is obtained.

Where the compensation amount (VAT-inclusive) is the same
between claims in tangible goods and cash payouts, the
former is more financially advantageous for the insurance
company.

According to Bulletin 31, a taxpayer that prepares food onsite
and sells the food directly to consumers must pay VAT for the



provision of "catering services." According to Caishui [2016]
No. 36, "catering services" refers to business activities that
offer consumers food and a “place for dining” at the same
time, while Bulletin 31 does not include the requirement of a
"place for dining" for VAT treatment to apply as the provision
of catering services.

Even before China’s recent VAT reform, there were many
debates as to whether the sale of food delivery and takeaway
should be treated as catering services or the sale of goods for
indirect tax purposes. Although the debate has continued after
the VAT reform, catering services and the sale of goods are
treated differently for VAT purposes, and different VAT rates
apply in each case. Due to technology developments that have
driven changes in social consumption habits, there has been a
significant increase in off-site consumption (i.e. food delivery
and takeaway) in the catering industry, so clarification of the
VAT implications is needed.

China’s Ministry of Finance (MOF) has released a series of rules
and guidance (e.g. Caishui [2016] No. 140) clarifying that the
sale of food delivery by the taxpayer providing catering
services is subject to VAT as the provision of catering services.
The official interpretation of Caishui [2016] No. 140 further
clarifies that taxpayers shall engage in preparing the food
delivered (rather than purchasing the food from other parties
and then selling them without any material processing) for
such VAT treatment to apply.

Bulletin 31 mainly addresses the VAT treatment of the sale of
takeaway food in the catering industry. It seems that both the
MOF and the STA want to ensure consistent VAT treatment
among common consumption patterns, such as "dine-in,"
"takeaway" and "food delivery."

The government has announced a series of VAT rate
reductions in recent years. According to current rules, for VAT
supplies where sales took place before each reduction but VAT
invoices were not issued at the prior VAT rates (including 17%,
16%, 11% and 10%), or the issued VAT invoices need to be
re-issued because the invoice contained incorrect information,
taxpayers may issue VAT invoice at the prior VAT rates.
According to Bulletin 31, with effect from 20 September 2019,
taxpayers are not allowed to access the VAT Invoice
Administration System to issue VAT invoices at the prior VAT
rates by themselves. If the taxpayer needs to issue a VAT
invoice at prior rates, it must apply for temporary access with
the in-charge tax authority and issue the invoice within 24
hours.

The submission of a confirmation letter by taxpayers to
confirm their reasons for applying for the temporary access is
sufficient when requesting access, but relevant supporting
documents such as a contract, “red letter” VAT invoice and
payment collection voucher must be retained for future
inspection.



The above changes mean that the tax authorities have
strengthened their management of the issuance of VAT
invoices at the old VAT rates. Taxpayers should ensure they
are in compliance with relevant rules, properly determine
when tax liabilities arise and the corresponding applicable VAT
rates for the historical transactions. Key points for
consideration are:

e Where VAT invoices at prior VAT rates are needed, but the
VAT returns were not filed correctly, the taxpayer must
make proper filings or rectify the previous VAT returns and
pay late surcharges.

e If the tax liabilities are incurred after 1 April 2019, the
taxpayer may not issue VAT invoices at the prior VAT rates.
If such VAT invoices have been issued, they will be
cancelled or credited via issuing a “red letter” invoice if the
invoice may not be cancelled.

On the other hand, taxpayers that need to issue VAT invoices
at prior VAT rates must proactively communicate with the in-
charge tax authorities to confirm the details (e.g. the
procedure to apply for temporary access, whether there is any
cap on the application, as well as the number of invoices that
may be issued). Considering that the valid period for
temporary access is only 24 hours, the taxpayer should have a
discussion with related parties and align on the details of the
invoices to be issued before requesting temporary access from
the tax authorities. The taxpayer should collectively handle as
many invoices as possible in one batch and reduce the
frequency for requesting temporary access.

Bulletin 31 also clarifies miscellaneous VAT issues as follows:

e With effect from 1 June 2019, advanced manufacturing
taxpayers that satisfy the criteria in Bulletin No. 84 can
enjoy a refund of unutilized input VAT with fewer
restrictions. Bulletin 31 clarifies that advanced
manufacturing taxpayers must complete the relevant
formalities for requesting a VAT refund pursuant to Bulletin
[2019] No. 20, and revise the refund application form.

e With effect from 1 January 2019, small-scale taxpayers
making quarterly VAT filings that are established or
terminated during a quarter and thus operate for less than
a quarter in the current period are exempt from VAT if the
sales amount in the current period does not exceed RMB
300,000.

e According to the prevailing VAT rules, small-scale taxpayers
in the cargo transportation industry that meet the
transportation qualifications can apply to the tax bureau or
a qualified internet logistics platform enterprise to issue a
special VAT invoice on their behalf. Since the transportation
administration department has adjusted the requirements
for transportation qualification, Bulletin 31 makes the
corresponding adjustment to reflect these changes.
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