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On 30 November 2021, Chinese tax authorities in Guangdong, Inner
Mongolia, and Shanghai announced that they would pilot a program for
fully-digitalized electronic invoices (FDEIls) in selected regions as from 1
December 2021. The State Taxation Administration has established a
nationwide online platform to enable pilot taxpayers to issue, deliver,
and validate FDEIs at all times and free of charge. Unlike prior pilot
programs for electronic invoicing (which to a certain extent have
mirrored the traditional administrative process for paper invoicing), the
new pilot program aims to achieve "full digitalization" for the
management of invoices, which could bring far-reaching changes to the
daily operations of businesses.

Being commercial documents that record transaction details, invoices
play an important role in the collection of indirect taxes. Since the value-
added tax (VAT) was introduced in 1994, tax authorities have established
a nationwide computerized system to monitor and track the issuance
and usage of invoices for domestic transactions, with various control
measures being imposed on taxpayers. The template of invoices for
domestic transactions generally are standardized and designed by the
tax authorities. To issue paper invoices, a business normally applies to
the tax authorities to obtain "blank" copies of paper invoices. An invoice
number is assigned and printed on the invoices, and the invoices include
blank columns for transaction data to be filled in (e.g., names of the
buyer and seller, date, price, items of goods or services, etc.). The
business must use special software and devices to print the transaction
data on the invoices in order to complete the process of issuing the
invoice. The tax authorities also have set a ceiling requirement on both
the transaction amount on a single invoice and the number of invoices
that can be issued for a business during a single calendar month.

FDEIs' new features

Electronic invoices in other pilot programs must be in PDF or OFD
format, which still is standardized and designed by the tax authorities.
However, an FDEI may be in the form of electronic data without being
converted to a specific page layout file (e.g., PDF or OFD format). If
businesses choose to physically print FDEIs, they may determine the
format at their discretion. In addition to the basic transaction elements
required to be recorded in an FDEI, businesses also are allowed to add
self-customized elements to the FDEI. The OFD format for electronic
invoices in the other pilot programs are expected to phase out in the
future.

Businesses must use special devices (e.g., special hardware, printers) to
issue invoices, and even in the other pilot programs for electronic
invoicing, a pilot taxpayer still needs a USB security key to log into the
system to issue an electronic invoice. These devices are not required in



the FDEI pilot program, where businesses may issue an FDEI simply
through the online platform. The platform is expected to be enhanced
further so that businesses may issue an FDEI through mobile
applications in the future.

Under the FDEI pilot program, the ceilings on the transaction price for a
single invoice and the number of invoices that can be issued for a
business during a single calendar month are replaced by a single ceiling
on the total of transaction amounts of FDEIs issued by a business in a
single calendar month. The ceiling is computed according to certain pre-
set rules in the system based on a certain factors such as the business'
tax compliance rating, industry status, etc.

Under the FDEI pilot program, a business does not need to obtain blank
copies of invoices with invoice numbers already assigned, before it
actually issues an invoice by filling in the transaction data on such blank
copies. Rather, the invoice number of an FDEI will be automatically
assigned by the system when the FDEI is issued.

Since electronic invoices in other pilot programs must be in PDF or ODF
format, they are normally delivered through email or SMS. However,
FDEIs can be delivered through "tax digital accounts" under the new
pilot program. The platform sets up a "tax digital account" for relevant
pilot taxpayers. Whenever an FDEI is issued, it would automatically be
delivered to the "tax digital account" of the recipient, who can read or
download the invoice information from the account.

For pilot taxpayers that have received FDEIs for their purchases, the
platform allows them to mark the relevant status of the FDEIs, including
whether an FDEI has been posted to their accounts for bookkeeping
purposes. Meanwhile, for pilot taxpayers that have issued FDEls for their
sales, they also are able to track the status of FDEIs they issued through
the platform, including whether an FDEI has been used by the recipient
to support an input VAT credit.

To reverse in whole or in part a sale where the invoice already has been
issued, an invoice showing a negative sales amount (i.e., a "red-letter"
invoice) must be issued. The process to issue a "red-letter" invoice is
streamlined under the FDEI pilot program.

e Ifan FDEI has been neither marked as being already posted to the
recipient's accounts for bookkeeping purposes nor used to support
a credit or refund of input VAT by the recipient, the selling party
(i.e., the business that originally issued the FDEI) under the pilot
program can immediately issue a "red-letter" FDEI to reverse the
original sale, without completing an informational form (which is
required by other pilot programs).

e [fan FDEI has been marked as already being posted to the
recipient's accounts for bookkeeping purposes or used to support a
credit or refund of input VAT by the recipient, either the selling
party or the recipient can initiate the process to issue a "red-letter"
FDEI. Subject to the counterparty's confirmation, an informational



form will be generated by the platform for the selling party to issue
a "red-letter" invoice accordingly. Previously, only the recipient in
such situations can initiate the process.

Comments

With the introduction of the FDEIs, the tax authorities aim to achieve
"full digitalization" for the entire lifecycle of an invoice so that they can
leverage digital technologies to capture and track all the transaction
information for tax administration purposes. On the other hand, it also
provides opportunities for businesses to consider reformation and
optimization of their current invoice management with technology
solutions. Given that the FDEI pilot program is likely to be rolled out
nationwide in the future with more guidance, businesses should closely
monitor the development of the program and consider necessary
system upgrades or tailoring to explore more opportunities to improve
the efficiency of invoice management.

Streamlining invoicing work process

The invoicing work process under the FDEI pilot program can be
significantly streamlined because of the removal of certain
requirements, notably the application for blank copies of invoices with
pre-assigned invoice numbers. The removal of special devices may
provide more flexibility for businesses to centralize their invoicing
function without restriction as to locations.

Due to the cumbersome process to issue or adjust an invoice, it is
common for businesses to report sales first but delay the invoicing until
they receive a client’s request. Therefore, businesses may need to keep
records and regularly reconcile the timing differences. Given the
convenience of the invoicing process under the FDEI pilot program,
affected businesses may want to consider changing their practices by
issuing FDEIs immediately upon the recognition of the sales and saving
their efforts on the reconciliation work.

Leveraging self-customized invoice elements

Businesses that prefer to provide more information on invoices must use
the limited space on invoices in the "(other) remarks" section. This
situation could be significantly improved under the FDEI pilot program,
which allows businesses to add self-customized elements on FDElIs.
Businesses may consider adding elements such as numbers or codes of
contracts, orders, delivery notes, revenue center, etc. that may better
suit internal management needs. Affected groups may plan ahead about
the design of the self-customized invoice elements to ensure they are
consistently added and used among group member entities.

Upgrading ERP system to integrate multiple work processes

Invoices are one of the most important documents to be used in
functions, such as business management, financial accounting, and tax
reporting. The digitalization of all the invoice data can help businesses to
establish an "invoice pool" (i.e., an electronic database of invoices) and
further achieve a seamless integration of multiple invoice-related work
processes in different functions. Under the FDEI pilot program, affected
businesses may upgrade their enterprise-resource planning (ERP)
systems to be connected with the "tax digital accounts" in the platform
so that the relevant data can be automatically download from the



platform once the invoice is issued or received. After the information is
sent to the ERP system, the relevant work processes (e.g., posting the
invoice to financial accounts for bookkeeping purposes) can be
automatically initiated and completed to improve the management
efficiency.

Developing technology solutions for archiving FDEls

As supporting documents for financial bookkeeping, invoices generally
are required to be archived and maintained by businesses for 30 years.
With the introduction and promotion of electronic forms of various
accounting documents (e.g., electronic invoices), the Ministry of Finance
issued guidance in 2020 to allow qualified enterprises to archive and
maintain the relevant materials only in electronic forms (e-archiving)
without maintaining physical documents. The FDEI pilot program rules
are still silent on how a qualified enterprise should perform the e-
archiving for FDElIs (e.g., whether to archive them in PDF files or other
self-defined formats). Nevertheless, affected businesses should consider
developing technology solutions beforehand to achieve an automated e-
archiving for FDEls.

Enhancing tax compliance rating

Although the invoicing work could be much more streamlined under the
FDEI pilot program, tax authorities have still imposed a ceiling amount
on the total sales for which FDEIs can be issued within a calendar month.
The tax authorities have adopted a risk-oriented model to determine
and dynamically adjust the ceiling amount based on taxpayers' risk level
and compliance status. Where any noncompliance is identified, the tax
authorities may lower the ceiling or even suspend taxpayers'
qualification to issue invoices in serious cases. Therefore, businesses
should make efforts to improve their tax risk control system and ensure
compliance.

We will keep a close monitoring of the development of the FDEI pilot
program and provide an update in due course.
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