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China’s Ministry of Finance (MOF) and the State Administration
of Taxation (SAT) issued guidance (Circular 58) on 11 July 2017
to address certain industry-specific VAT issues. Circular 58
applies retroactively as from 1 July 2017, except for the rules
applicable to bill discounting, which will apply as from 1 January
2018.
Construction sector
1. Simplified VAT calculation method

Under Chinese law, there are two methods for calculating VAT
payable: the general calculation method and the simplified
calculation method. The general method typically applies to
general VAT payers and the latter to small-scale VAT payers.
One difference between the two methods is that a taxpayer is
entitled to offset input VAT against output VAT under the general
calculation method, but a taxpayer may not credit input VAT and
a lower VAT rate applies under the simplified calculation method.
Circular 58 limits the use of the general VAT calculation method
for certain construction services. According to the circular, where
a general contractor provides construction services for the
foundation and/or key structures of a building, but the project
owner provides some or all of the relevant materials (i.e. steel,
concrete, masonry materials, precast components), the general
contractor must use the simplified VAT calculation method to
calculate its VAT liabilities. Previously, a general VAT payer in
the above situation was permitted to use either the general or
the simplified calculation method.
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However, Circular 58 will not apply to the following construction
services:
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Services provided for projects of non-building structures, e.g.,
roads, bridges, tunnels, dams, etc.;
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Services provided for projects where the project owner
purchased and provided only non-specified construction
materials; and
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Services provided by subcontractors.
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2. Taxation of advance payments
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Circular 58 abolishes the rules that the VAT liability on construction
services arises when a service provider receives an advance
payment from the service recipient. However, the construction
service provider still should pay an advance VAT at a rate of 2% or
3% when it receives an advance payment:
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How to
calculate
advance
VAT#1

Where to
pay
advance
VAT#2

General calculation method: (Advance payments
received by the taxpayer - subcontracting
payments made by the taxpayer)/(1+11%) x 2%
Simplified calculation method: (Advance payments
received by the taxpayer - subcontracting
payments made by the taxpayer)/(1+3%) x 3%
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Construction services provided in counties (cities,
districts) other than the place where the taxpayer
is registered: Advance VAT is to be paid to the tax
authorities where the services are provided.
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Construction services provided in the same county
(city, district) where the taxpayer is registered:
Advance VAT is to be paid to the tax authorities
where the taxpayer was registered.
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#1

Formulas are partially extracted from SAT Bulletin [2016] No. 17.

#2

Circular 58 newly introduces the advance VAT payment requirement for

taxpayers that provide construction services only in the county (city, district) in
which they are registered.

Previously, general VAT payers providing construction services were
subject to an immediate 11% VAT under the general calculation
method when they received advance payments. Since advance
payments may be received before the construction work
commences, a service provider could be detrimentally affected
where it has to pay VAT if it has not yet incurred sufficient input
VAT to offset its output VAT. Circular 58 is expected to alleviate this
situation by only requiring the taxpayer to pay a 2% or 3% advance
VAT upon the receipt of advance payments.
However, Circular 58 is silent on when a taxpayer has to calculate
and settle its final VAT liabilities. Assuming the general rules would
apply, the final VAT liabilities should be calculated and settled on
the earlier of:
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The date on which the construction services were provided, and
the service provider and recipient agree on the progress and
service amount as evidenced by relevant documents and/or
accounting treatment; and
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The date on which VAT invoice is issued.
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For practical purposes, the service provider could again experience
financial difficulties if it has to pay VAT due to a request for a VAT
invoice by the service recipient when there is insufficient input VAT
available for offset. It is unclear whether the SAT will issue
exceptions to the rules so that issuing a VAT invoice will not
necessarily lead to an immediate VAT obligation.
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When a non-financial institution party sells a bill of exchange to a
financial institution (notably a bank) for proceeds that are less than
the par value before the maturity date of the bill (i.e. bill
discounting), the difference between the proceeds and the par value
(i.e. "discount") currently is considered interest income, which is
subject to a 6% VAT for the financial institution. However, the
interest income may not be effectively earned by the financial
institution because the bill could be further sold to other financial
institutions before the bill matures, and the other financial
institutions then would be exempt from VAT for any interest income
they earned from holding the bill. Therefore, the VAT burden on the
discount is wholly borne by the first financial institution that
purchased the bill.
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Circular 58 modifies this practice. As from 1 January 2018, where a
financial institution purchases a bill from a non-financial-institution
party and then sells it to other financial institutions, each financial
institution in the chain will be subject to the VAT for the interests
accruing during the period in which it held the bill. As a transitional
rule, if a bill is sold to a financial institution before 1 January 2018,
with all VAT on the discount paid by the first financial institution
that purchased the bill, other financial institutions that subsequently
purchase the bill may be exempt from VAT for their interest income
earned from holding the bill.

Tel: +852 2852 5886
Email: cancha@deloitte.com.hk
Anthony Lau
Partner
Tel: +852 2852 1082
Email: antlau@deloitte.com.hk
Jonathan Culver
Partner
Tel: +852 2852 6683

The introduction of Circular 58 should be welcome by financial
businesses since it is designed to achieve fairer taxation of bill
discounting. By amending the current rules, which discourage
financial institutions from further selling bills, Circular 58 is
expected to stimulate the development of the bill of exchange
market. Nevertheless, some issues remain unclarified, such as:

Email: joculver@deloitte.com.hk
Western China
Chongqing
Jun Li
Director
Tel: +86 23 8823 1205



Whether Circular 58 will apply to other financial transactions
that have analogous practices, e.g. forfaiting, factoring;



Whether the net gains derived from selling a bill also will be
subject to VAT; and



When a non-financial-institution party sells a bill to a financial
institution, can the financial institution issue an invoice showing
the full amount of the discount, though it may not be subject to
the VAT for the same amount after Circular 58 comes into
effect?
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VAT grouping
According to the general rules of the VAT reform, two or more VAT payers could request the approval of
the MOF and the SAT to form a group to be treated as a single VAT payer. Circular 58 abolishes the
grouping rule, so it appears that this treatment will no longer be available after 1 July 2017. The reason
of the elimination of the grouping rules is still unknown. It is worth noting that the abolition will not
impact the situation where a head office and its branches request combined VAT filing treatment from
the tax authorities in the place where the head office is located.

Rural land for agriculture
Circular 58 provides that taxpayers that provide rural land to other parties for agricultural production
purposes (i.e. by subcontracting, leasing, selling, making a capital contribution, etc.) are exempt from
VAT. Such transactions were exempt from business tax before the VAT reform, so Circular 58 effectively
mirrors the exemption to support agriculture.

Comments
Circular 58 provides further guidance to address certain industry-specific VAT issues. Affected businesses
should stay updated on the regulatory changes, assess the impact of the new rules, and develop and
implement appropriate actions. Although VAT reform has been rolled out in all industries since 1 May
2016, more guidance is expected to be issued in the future.
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