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Significant retrospective changes introduced to clarify VAT reform policies
Regulations discussed
in this issue:

• Circular Caishui [2016] 140

Background
On 21 December 2016, China’s Ministry of Finance (MOF) and State
Administration of Taxation (SAT) jointly issued Circular Caishui [2016] 140
(Circular 140) which sets out new Value Added Tax (VAT) rules applicable
to those sectors which recently transitioned from Business Tax (BT) to
VAT, being financial services, real estate and construction services, and
lifestyle services.
Given the absence of significant international precedent to call upon, it was
inevitable that some of the rules initially set out in Circular Caishui [2016]
36 (Circular 36) would need to change once issues identified in practice
emerged. The policymakers have responded with the release of Circular
140 before the end of the first fiscal year after the VAT reforms were
implemented.
Circular 140 clarifies a number of uncertainties which have arisen in
practice, and assists taxpayers by overcoming some of the previous
inconsistencies in interpretation which have occurred between tax
authorities at a local level.
Importantly, Circular 140 takes effect from 1 May 2016, meaning that its
impact will affect all transactions from the inception of the VAT reforms.
Though retrospectivity in tax rules is often considered undesirable, in this
case the retrospective changes generally benefit taxpayers and therefore
give them an opportunity to secure tax benefits they may not have
recognized as yet. However to give effect to these changes retrospectively
is discussed further below.
In the recently released Sixth edition of the “China Looking Ahead” series
published by International Tax Review, KPMG writers noted a “tax
authority willing to listen, adapt and make changes where needed in
response to concerns”, but equally noted that “the extent of clarity and
certainty sought by taxpayers, and their advisers, may always be plotted
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on a graph that approaches infinity”. Circular 140 is a perfect example of
this. In the attempt to clarify the previous policies, new Circulars will be
needed in the near future to clarify uncertainties creates with Circular 140.
The release of Circular 140 will no doubt be warmly welcomed by
taxpayers, though in this China Alert we highlight certain areas where
further clarification or uncertainties may still exist. We discuss the new
rules and provide our observations in terms of their impact on each
industry segment separately, though strictly speaking, any industry group
may be impacted by these new rules where they engage in transactions
which fall within the scope of these rules.

KPMG commentary on new rules and key impacts
Financial services
We first provide some brief observations below on the impact of Circular
140 on the financial services sector.
Income derived from principal protected or non-principal protected
products
According to Circular 36, the income derived from holding financial
products, whether it is in the form of a return on principal protected
products, remuneration, fees for the use of funds, or other forms of
compensation, is subject to VAT at the rate of 6 percent as a loan service.
Circular 140 now effectively creates a distinction between returns on
principal protected products (subject to VAT at 6 percent), and returns from
holding non-principal protected products (not subject to VAT).
“Returns on principal protected products, remuneration, fees for the use of
funds, and compensation” is the investment income which is explicitly
stated in the contract, and where the principal will be fully recovered upon
maturity.
In essence, what Circular 140 seeks to do is to clarify the difference
between returns on debt, and returns on non-debt instruments. Circular
140 does this by prescribing that what distinguishes debt in the form of a
loan (as compared with other instruments) is the existence of an effectively
non-contingent obligation to repay the principal upon maturity.
However, Circular 140 does not give clear guidance as to how to make
that determination. For example, whether the focus will be on the legal
form – that is, whether the contract has to include specific wording such
as “principal guaranteed”; or whether the VAT treatment will be influenced
by the accounting treatment; or more generally, whether a “substance over
form” principle will be adopted by the tax authority to evaluate the nature
of such income. This could possibly lead to different approaches between
tax authorities and taxpayers.
Financial products - “held to maturity”
Circular 36 provides that net gains from trading in financial products is
subject to VAT at the rate of 6 percent.
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“Trading of financial products” comprises the transfer of ownership of
foreign exchange securities, non-commodity futures and “other financial
products”. “Other financial products” refer to various types of asset
management products such as funds, trusts, wealth management
products, as well as various types of derivatives.
Before the release of Circular 140, it was unclear whether the purchase
and holding of financial products until maturity fell within the scope of
“trading of financial products”. The explanation provided by the tax
authorities at a local level varied city from city. However, Circular 140
seeks to clarify that if a taxpayer holds asset management products (such
as funds, trusts, wealth management products) until maturity, the relevant
income does not fall within the scope of financial products trading. Instead,
such income would be subject to VAT at the rate of 6 percent as loan
services if it is principal protected, or not subject to VAT if it is considered
as non-principal protected.
In practice, certain asset management products do not have a specific
maturity date, or the holding period will last for several decades. In this
situation, if a taxpayer transfers a financial product without a specific
maturity date or before the maturity date, such a transaction is likely to be
considered as the trading of financial products and subject to VAT
accordingly.

Extending the scope of taxpayers eligible for bad debt relief for
interest income
China’s VAT system contains a limited form of bad debt relief applicable
to non-performing loans. In essence, where a period of 90 days or more
has expired from when interest was receivable but not received, the lender
is not required to continue accounting for output VAT unless and until such
time as the interest is actually paid. However, the output VAT applicable
to interest which is receivable but not received during the initial 90 day
period, cannot be reversed.
According to Circular 36, the only taxpayers eligible to apply this limited
form of bad debt relief is “financial enterprises”, which is defined as banks
(including State-owned, collective, shareholding structure, equity joint
venture, foreign-funded banks and banks with other ownership structures),
urban credit cooperatives, rural credit cooperatives, trust investment
companies and finance companies.
Circular 140 now extends this scope of eligible taxpayers so as to include
securities companies, insurance companies, financial leasing companies,
securities funds management companies, securities investment funds and
also other entities which are established with approval either by the
People’s bank of China (PBOC), China Bank Regulatory Commission
(CBRC), China Securities Regulatory Commission (CSRC) or China
Insurance Regulatory Commission (CIRC) to engage in finance and
insurance business. As such, other financial enterprises such as
automobile finance companies will be able to benefit from this same
concession. This will lead to a more level playing field for all financiers
offering similar services.
Having said that, certain taxpayers such as finance leasing companies
approved by the Ministry of Commerce and micro credit companies still
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are not able to enjoy such preferential treatment since they are not
regulated by the PBOC, CBRC, CSRC or CIRC.
Asset management products – who is the VAT taxpayer
Internationally, the VAT treatment of asset management products, as well
as trusts and funds, varies significantly. In many jurisdictions, the issue
can be of relatively minor importance only because the trading of such
products, or the returns from the assets which are invested in, are often
exempted from VAT. In other jurisdictions, the obligations to account for
VAT are imposed variously at the investor level, the fund level or the trust
level.
In China, these issues taken on heightened significance because most
financial products and assets are generally taxed for VAT purposes, and
the registration thresholds and compliance burdens can produce
significantly different outcomes if imposed at the product, fund or trust
level, as compared with being imposed at the investor level.
The following diagram serves as a useful guide to highlight many of the
flows which can take place in a typical fund or trust structure. Each of those
flows potentially give rise to VAT issues which need to be carefully
considered.

As mentioned in our previous China Alerts on Circular 36, the growth of
trusts, funds and other asset management products in China has outpaced
regulation in many respects. A common question is who is responsible for
registering for VAT, accounting for VAT, and the issuance or receipt of
VAT invoices. For convenience, we use the term “asset manager” and
“asset management products” only, though in reality this treatment applies
equally in a trust context and in a fund context. Theoretically, there were
3 different models which the regulators could have chosen from. They
could have required:
-

The asset manager to account for VAT (albeit on a consolidated basis)
for all of the products which they manage;
The asset manager to account for VAT separately on a specific
product basis for each of the products they manage; or
The investor could have been required to account for the VAT (i.e.
look through treatment).

© 2016 KPMG, a Hong Kong partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (“KPMG International”), a
Swiss entity. All rights reserved. © 2016 KPMG Advisory (China) Limited, a wholly foreign owned enterprise in China and a member firm of the KPMG network of independent member firms
affiliated with KPMG International Cooperative (“KPMG International”), a Swiss entity. All rights reserved.

As we had expected, Circular 140 clarifies that the asset manager shall be
the VAT taxpayer. It shall account for VAT on a consolidated basis in
respect of all of the taxable activities occurring during the operating period
of the asset management products. This means the asset manager will not
be required to register and account for VAT separately in respect of each
asset management product, and neither will the individual investor. We
expect that Circular 140 merely clarifies what some asset managers are
already likely to have done in practice, while for other asset managers
which have operated on the basis of the investors accounting for any VAT,
Circular 140 will represent a significant change.
While the VAT position as between the asset manager and the tax
authorities may have been clarified to some extent in Circular 140, the
asset management company will still need to keep separate (internal)
accounting records for each product and calculate the VAT applicable to
each product respectively. Otherwise, the interests and liabilities of
different investors in different products will be affected by comingling. For
example, where investors in one product have a net VAT credit balance,
and the investors in another product have a VAT output liability, it may
need to be unmingled so as to avoid one set of investors effectively
‘funding’ another.
Despite the release of Circular 140, there are still many practical issues in
the asset management sector where further clarification is needed. Issues
include:
 In the case of an asset manager managing hundreds of products, how
it can reflect the output tax / input tax for each product in one VAT
filing return?
 What is the VAT impact of the asset management fees charged by the
asset manager? Can it do self-invoicing for the management fee
charged to the products, and for professional or sophisticated
investors, would they be eligible for an input VAT credit for the
handling fee charged?
 Who accounts for VAT in relation to dealings between investors – for
example, when one investor sells their investment to another – is it the
investor or the asset manager?
 What happens where the asset manager is an offshore entity, yet is
dealing with PRC investors and/or holding PRC assets?
 Whether the investor will be required to pay VAT, if subject to VAT, for
the returns it receives from the asset manager?
Overall, this new rule will have a significant impact on asset managers,
including but not limited to, increasing the liabilities and compliance costs
of asset managers. The asset manager will also need to review and modify
its legal documents to accommodate these new rules. The policy makers
will also need to give further guidance on these matters.
Losses incurred from trading in financial products
Circular 36 provides that losses from trading in financial products can only
be carried forward to offset gains from trading in financial products within
the same calendar year. This was potentially problematic during 2016
given that the VAT system only commenced part way through the year on
1 May 2016.
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Circular 140 now allows losses from trading in financial products incurred
in the period from January to April 2016 to be carried forward to the next
filing period. This means the accrued losses incurred under the BT regime
can be used to offset any gains from trading in financial products derived
under the VAT regime for the period from May to December 2016.
While this is good news for taxpayers able to utilize losses incurred from
financial products trading in the first four months of 2016, Circular 140 does
not allow taxpayers to carry back losses incurred in May to December 2016
to offset gains derived under the BT regime.
Finance leasing companies
Circular 36 provides that qualified finance leasing companies are able to
enjoy certain preferential VAT policies, such as the ability to use the net
basis method for calculating their VAT liabilities.
Circular 140 extends the scope of qualified finance leasing companies
mentioned in Circular 36 so as to include not only those finance leasing
companies approved by the PBOC, CBRC or Ministry of Commerce
(MOFCOM), Bureau of Commerce and National Economic and
Technology Development Zones, but also those who have completed
record filing with the government authorities mentioned above.
Real estate and construction services
Expanding the scope of deduction for obtaining land use rights
The real estate and construction industry is amongst the most
economically sensitive sectors affected by VAT reforms. As the VAT rates
for the real estate and construction industry (11 percent) are substantially
higher than the previous BT rates (5 percent), the government has been
very careful to ensure that the tax burden impact associated with the
transition from BT to VAT is managed appropriately and has introduced
several specific rules to achieve that objective, including allowing a
‘deemed input VAT credit’ or deduction for purchases of land use rights
against the sale proceeds.
More specifically, Circular 36 provides that when developers sell real
estate, they are eligible to deduct from the sale proceeds the purchase
price of land use rights from the local government authority in calculating
their VAT liability. However, this does not apply where the simplified VAT
method has been used.
The clear purpose of the concession in Circular 36 was to ensure that
developers would effectively be pay VAT on their “margin” only, either
because they could claim an input VAT credit for expenses they incur in
the development (where those expenses were subject to VAT), or by
claiming a deduction of the land use rights (which was not subject to VAT).
However, many developers were still left with a category of black hole
expenditure – that is, expenses for which no deduction or input VAT credit
would be available, but which economically reduced their margin. In
practice, developers could not obtain special VAT invoices for resettlement
compensation, initial land development costs and land assignment returns.
These costs are often significant.
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Circular 140 expands the scope of the deduction for “the purchase price of
land use rights”, so as to include many of the above costs. The expanded
scope includes:
 Land acquisition costs paid to the government;
 Resettlement compensation paid to the government, other individuals
or entities when purchasing the land use rights. Supporting
documents which are used to prove the authenticity of such
compensation amounts is needed, which includes but is not limited to:
resettlement agreement, the payment/ receipt voucher of the
resettlement compensation;
 Initial land development costs paid to the government; and
 The purchase price of land use rights paid to the government.
This change will be warmly welcomed by real estate developers. Many will
no doubt wish to take advantage of these changes on a retrospective
basis, which is discussed further below.
Project Company could deduct purchase price of land use rights
which is settled by developers
In practice, after a developer obtains the land use rights, it will typically set
up a separate project company to develop the land. One question which
had arisen was whether the project company could claim the deduction for
the purchase of the land use rights, even though it was settled by a
different legal entity. Circular 140 resolves the issue by clarifying that if all
of the following conditions are satisfied, the purchase price of the land use
rights which is settled by the developer can be deducted by the project
company:
 The project company must be appointed as the land assignee under
a tripartite agreement which should be concluded between the
developer, the project company and government authority;
 The purchase price of the land use rights should not be changed when
concluding the tripartite agreement, if the purpose and the
development plan is unchanged;
 The project company must be 100% owned by the developer.
It should be noted that, in practice, after the set-up of the project company,
the original developer may introduce other developers to invest in the project
company. Whether this can be achieved in a two step process (that is, by
initially meeting the 100% ownership requirement before introducing other
developers) yet still meet the criteria of Circular 140, remains to be seen.
Clarification of the category of certain services
Circular 140 also seeks to categorize certain services as falling within the
scope of “construction services” which is subject to 11 percent VAT. They
are:
 Decoration services provided by a property management company to
the owner falls within the scope of construction services; and
 If taxpayers rent construction equipment and also provide operating
personnel, the services provided falls within the scope of construction
services.
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In practice, some property management companies have treated the
decoration services provided as property management services which is
subject to 6 percent VAT. However, Circular 140 effectively clarifies that the
VAT treatment is determined by reference to the nature of the service (i.e. a
construction service) rather than the taxpayer’s main business (i.e. property
management). Decoration services provided to tenants should also follow the
above VAT treatment.
Lifestyle services
Clear classification of certain lifestyle services
Circular 36 provides that lifestyle services are subject to 6 percent VAT.
However, in practice one of the issues, especially with restaurants and hotels,
is how to distinguish these services from other services subject to VAT at
different rates (e.g. 11 percent for real estate services), or from the sale of
goods (17 percent VAT).
In order to guide taxpayers to calculate and pay VAT under the correct service
categories and solve certain tax collection and management issues, Circular
140 classifies the following services:
•

•

•

•

If taxpayers are mainly engaged in food and beverage (F&B) services,
then their sales of take-away or delivery services fall into the scope of
“F&B services”. That is, the applicable VAT rate shall be 6 percent
instead of 17 percent VAT applicable to sales of goods.
The provision of meeting venues and relevant support services by hotels,
hostels, holiday resorts and other for-profit accommodations services
providers fall into the scope of “conference and exhibition services” which
is subject to 6 percent VAT;
If taxpayers operate cableway, ferry cars, battery cars and cruises in
tourist sites, they should pay VAT under “cultural and sports services”
(which is subject to 6 percent VAT instead of 11% VAT for
transportation);
The provision of armed guard and escort services should be subject to
“security and protection services”, which is subject to 6 percent VAT.

Before the issuance of Circular 140, there was substantial uncertainty about
the applicable VAT rate for take-away and home delivery services, as being
17 percent or 6 percent. Interestingly, the approach adopted in Circular 140
is to categorise based on the restaurant’s “predominant business”, rather
than based on the specific activity being carried out – this represents a
departure from the normal VAT rules in Circular 36.
While this clarification will be warmly welcomed by taxpayers affected by this,
from a policy perspective there is a concern that this results in inequitable
treatment for those businesses predominantly engaged in take-away or home
delivery services, where 17 percent VAT would apply. Competition in this
industry is fierce, and margins may not allow for such a significant variation
in VAT rates.
In reality, it can be difficult for restaurants to distinguish take-away foods from
restaurant meals, and it may also be difficult for the tax authorities to
supervise or enforce this. Ultimately, it would be desirable from a longer-term
policy perspective if this distinction between VAT rates for sales of food
products from F&B services was removed altogether.
Grant of simplified method for certain taxpayers
Circular 140 also introduces a new rule allowing general VAT taxpayers the
choice to apply a simplified 3% VAT rate method for the provision of
educational support services. If an education provider is also providing
exempt education services, the adoption of this method effectively means
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there is no need to apportion input VAT credits – put simply, all input VAT
credits would be denied.
Circular 140 also allows non-enterprise organizations, such as universities
and other academic organisations, which are general VAT taxpayers the
choice to apply a simplified 3% VAT rate method for the provision of the
following services or sales of following intangible assets:
•
•
•
•
•
•

R&D and technical services;
Information technology services;
Authentication and consultation services;
Sales of technology;
Sales of copyright;
Technology transfer, technology development and the related technical
consulting and technical services stipulated in Appendix 3 of Circular 36.

Other rules
New policies for upstream enterprises in oil industry
From 1 January 2017, upstream enterprises in the oil industry which sell
ocean engineering structures or enter into finance leases of either ocean
engineering structures, will no longer be entitled to VAT export refund
policies. If the purchaser or the lessee is a Chinese-foreign co-operative oil
field company and the VAT is collected in kind, the above regulation will not
apply. The aim of this policy is to maintain the integrity of the deduction chain
of VAT since most oil operators are now subject to 17% VAT under the normal
VAT regime.
Circular 140 also provides grandfathering relief for these upstream
enterprises. For contracts concluded before 1 January 2017, these upstream
enterprises can still enjoy the VAT export refund policy until the contract
expiry date.
Retrospective impact
Except where specifically noted above, Circular 140 is retrospective to 1 May
2016. This raises the question of how to give effect to this retrospectivity.
Generally, most of the changes in Circular 140 are beneficial to taxpayers, so
it will be incumbent upon them to seek to adjust their VAT position to give
effect to these changes. Circular 140 provides that if a taxpayer has overpaid
VAT in a prior period, it will be able to use the overpaid VAT to offset the VAT
payable in the future.
However, in practice we anticipate a number of challenges arising in
implementing these changes retrospectively. By way of example:
•
•

•

•

Certain asset managers may not have accounted for the VAT on their
asset management products, but if the investors have accounted for the
VAT then should the position be unwound?
Alternatively, if the asset manager has not accounted for the VAT but has
made distributions to the investors which are calculated on the
assumption that they would account for the VAT, will those asset
managers be exposed for an unforeseen liability?
Where beneficial rule changes have been made, such as for real estate
developers, will there be any flexibility in respect of documentation or
evidentiary requirements to claim deductions, especially where those
developers were unaware of the need to obtain those documents at the
time.
What will be the timeframe by which taxpayers must take advantage of
these changes on an historical basis?
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Conclusion
While these changes are generally beneficial to taxpayers, it is quite clear
that significant work will need to be performed to implement these changes
from an administrative, compliance, and record-keeping perspective,
especially on a retrospective basis. Please consult with your regular KPMG
advisor for assistance.
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