An Introduction to VAT Export Refund Rules in China
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The VAT paid for the purchase of export goods in the Chinese market, or for

purchases used in the manufacture of export goods, can be refunded in whole or in

part, given that the following requirements are satisfied: -

1. The goods are subject to VAT or consumption taxes under the Chinese tax rules;

2. The nature of the export transaction must be treated as sales, not the disposal of
fixed assets, in the books of accounts for the exporter;

3. The goods must have physically left the country (except for that shipped to
export processing zones);

4. The exporter has to produce evidence showing that the foreign exchange
verification procedure governing the export collections has been completed.
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To the individual exporter, the goods it buys for purpose of export and VAT rebates
should not fall outside the scope of its business as approved by the Chinese
government. The exporter should possess the general taxpayer status under the PRC
VAT tentative regulations first. The taxpayer needs to submit the application for
export rebates within 90 days of the export declaration. If the taxpayer fails to submit
the application within the 90-day period, the tax rules deem all the export to be
domestic sales and VAT is payable on export accordingly. The taxpayer should
produce the following documentary proofs to the tax bureau in order to get the export
refunds: -

Special Invoice for export goods;

Customs declaration for export goods;

Foreign exchange verification notes for export collections;

VAT invoice for purchase of export goods;

Paid tax payment demand note;

. VAT declaration forms.
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Computations for VAT exempt-credit-refund
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The exempt-offset-refund method shall apply in the computation of export refunds for
exporter of self-produced goods. In respect of export sales as from 1% January 2002,
all production type enterprise exporting products made from local materials or bonded
materials shall adopt the *“exempt-offset-refund” method in the computation of
disallowed credit, VAT payable, VAT offsettable, and the VAT refundable. “Exempt”
here refers to the exemption of VAT for the export sales; “offset” here means the
input VAT paid on purchase in the manufacture of export sales shall be used to offset
the output VAT collected on local sales; and “refund” here means if the amount of
input VAT is bigger than the VAT payable for the current period (i.e. a debit balance),
the excess is refundable.
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According to the origination of the input materials, the export goods may be made
from bonded materials (the BM), locally manufactured materials (the LM), or a
combination of both. A disallowed credit should be deducted from the input VAT
paid on the LM, and the VAT payable and VAT refundable needs to be adjusted
accordingly:

® Disallowed credit for current period = (Export sale -BM) x (Standard rate —
refund rate); and

® VAT payable for current period = Output VAT on local sales — (Input VAT on
LM — disallowed credit)

® VAT refundable = (Export sale — BM) x (refund rate)
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The amount of purchased BM may consist of (i) the amount of tax-exempt materials
bought in domestic market, and (ii) the amount of bonded materials (BM) imported
under export processing agreement. Tax-exempt materials here refer to the goods that
are specifically exempt from VAT under the PRC Tentative VAT regulations and
Implementation Rules. Bonded materials here refer to those directly imported under
export processing contracts, those obtained from bonded warehouse or imported from
free trade zones, and those transferred or purchased from other export processing
enterprises (the EPE) for further and substantive processing. Purchased BM is given a
notional input VAT on the dutiable value of the imported materials for purpose of
computing VAT export refunds and disallowed credits. Note that the notional input
credit is not granted automatically. The taxpayer has to submit an application for a tax
exemption certificate for the inclusion of bonded materials into the VAT refund
computation. Otherwise, the amount of purchased BM shall be excluded from the
computation. A few illustrations may help:
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Example (1): Assuming that the EPE exports all the finished goods made of 100%
local materials. There are no local sales. For simplicity, the following example
excludes the computation of VAT export refunds on the purchase and consumption of
water and electricity in the manufacture of the export goods:
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Local materials (LM) 70,000 VAT paid (17%) 11,900
AR BEIBL

Bonded materials (BM) |0 VAT paid 0
Local sales 0 VAT collected 0
Export sales 100,000 VAT collected 0
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Disallowed credit = (Export sales — Bonded materials) x (standard rate — refund rate)
S ARIBBIALF RAEAFRANBIA= B SR - RBUEMESED x - (IEBI% - 1B
B

= (100,000 - 0) x (17%- 13%) = 4,000

VAT payable = VAT on local sale — (VAT on LM - Disallowed credit)

AR = A A DT A R B P A —  CGIETB A — S AR BEANG S AT B D
=0-(11,900 - 4,000) = -7,900




VAT refundable = export sales x refund rate — BM x refund rate

HIRACERA = CGHOEES - RBURMEEED x BB
= 100,000 x 13% - 0 X 13% = 13,000.

Note that since the VAT payable is in the negative and shown as a debit balance in the
accounting ledger, the FIE is eligible for an export refund. The amount of refundable
VAT is restricted to the lesser of “VAT refundable” and the absolute amount of VAT
payable. Since the maximum amount of VAT refund (13,000) is bigger than the
absolute amount of VAT payable (7,900), the amount of final refundable VAT for
current period is 7,900. The amount of VAT offsettable is 5,100 (=13,000 — 7,900).
AR A8, w LRAR 1 HAR B AL 0 (A AN B 13000 1By B B 24
W1 % HEBLAE 5,100 (=13,000 — 7,900)

Example (2A): The export processing enterprise exports goods made from both local
materials (LM) and bonded materials (BM); there is no local sale.
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Local materials (LM) (40,000 VAT paid (17%) 6,800
A AR BEIBL

Bonded materials (BM) [30,000 VAT paid 0
TREL B HETRRL )
Local sales 0 VAT collected 0
Export sales 100,000 VAT collected 0
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Disallowed credit = (Export sales — BM) x (standard rate — refund rate)

S ARIBBALF RAEAFANBIA= B SR - RBUEMESED x (IEBIE - 1B
D)

= (100,000 - 30,000) x (17%- 13%) = 2,800

VAT payable = VAT on local sale — (VAT on LM - Disallowed credit)

AR = A A DT AR B PUBL A — - CGIETB A — S ARIR BEANG S AT B D
=0- (6,800 — 2,800) = - 4,000

VAT refundable = export sales x refund rate — BM x refund rate

LI RAGRBIA = G OSBRI - RBURMEEED x  BEIE

100,000 x 13% - 30,000 x 13% = 9,100

VAT cost = VAT paid on LM + VAT payable — VAT collected= 6,800 — 4,000=
2,800.

VAT A = AHIPPRLEIRE + MW ANBLAT — 2I8¢ = 6,800 — 4,000= 2,800

Bonded materials are eligible for a notional input VAT on the dutiable value of the
imported materials, according to the document Guo Shui Fa 11 (2002) issued by the
State Administration of Taxation. Note that since the VAT payable is in the negative,



the FIE is eligible for an export refund. The amount of refundable VAT is restricted to
the lesser of “VAT refundable” amount and the absolute amount of VAT payable.
VAT refundable = export sales x refund rate — BM x refund rate = 100,000 x 13% -
30,000 x 13% = 9,100. Since the maximum amount of VAT refund (9,100) is larger
than VAT payable (2,800), the amount of final refundable VAT for current period is
2,800. The amount of VAT offsettable is 6,300 (=9,100 — 2,800).
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s HE AN BT 9100 () BB (9100 = 100,000 x 13% - 30,000 x 13%) . 4
W S B A 2 6,300 (=9,100 — 2,800).

The export enterprise is eligible for export refund of VAT paid on the domestically
purchased materials used in the manufacture of export goods. Where the export goods
are produced from both domestically purchased and imported materials, the amount of
imported materials will not be eligible for export refunds given that they are exempted
from VAT. Export processing enterprise exporting finished goods using bonded
materials is not entitled to export refund treatment because the bonded materials are
imported tax-exempt.
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Example (2B): The export processing enterprise exports goods made from bonded
materials (BM); there is no local sale.
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Local materials (LM) |0 VAT paid (17%) 0
A AR .

Bonded materials (BM) {70,000 VAT paid 0
TREL B HETRRL )
Local sales 0 VAT collected 0
Export sales 100,000 VAT collected 0
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Disallowed credit = (Export sales — BM) x (standard rate — refund rate)

S ARIBBALF RAEAFRANBIA= B SR - RBUEMESED x - (IEBIE - 1B
D)

= (100,000 - 70,000) x (17%- 13%) = 1,200

VAT payable = VAT on local sale — (VAT on LM - Disallowed credit)

AR = A A DT R B PUB A —  CGETB A — S ARIR BEANG S AT B D
=0-(0-1,200) = 1,200

VAT cost = VAT paid on LM + VAT payable — VAT collected=0 + 1,200-0 =
1,200.

VAT A = ARHARHETRL + NABIE — #5580 = 0 + 1,200= 1,200




Example (3A): The export processing enterprise sells in both the domestic and
overseas market using both bonded materials (BM) and local materials (LM) in the

final products.
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Local materials (LM) (40,000 VAT paid (17%) 6,800

AR BEIBL

Bonded materials (BM) (30,000 VAT paid 0

TREL B HETHRL )

Local sales 60,000 VAT collected (17%) [10,200

A Hi A B GEE

Export sales 40,000 VAT collected 0
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We first work out the amount of disallowed credit; the portion of input VAT that is
neither creditable nor exemptible. Disallowed credit, VAT payable and VAT cost are
computed as follows: -
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Disallowed credit = (Export sales — BM) x (standard rate — refund rate)

S ARIBBALF RAEAFRANBIA= B SR - RBUEMESED x (IEBI% - 1B
B

= (40,000 - 30,000) x (17%-13%) = 400

VAT payable = VAT on local sale — (VAT on LM - Disallowed credit)

AR = A A DT R B PUBL A —  CGIETUB A — S ARIR BEAG S AR B D
= 10,200 - (6,800 — 400) = 3,800

VAT cost = VAT paid on LM + VAT payable — VAT collected = 6,800 + 3,800 —
10,200 = 400, which is the same as the disallowed credit. L 451 1~ ) N 4B 451 2 1F
B, WAHIBBL. BEBURA : AR R + NAVBiET — [ A E IR = 6,800
+ 3,800 — 10,200 = 400, WI4F 55 T-A1F G iE R HI B o

Example (3B) There is no refund in example 3A because the VAT payable is positive.
Let us see how a negative VAT payable case works. Suppose that the sale mix has
been changed, and that the purchase mix also changed.
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Local materials (LM) (50,000 VAT paid (17%) 8,500
A H AR} BEIGRL

Bonded materials (BM) (20,000 VAT paid 0
TRBEF B BETRURL g
Local sales 30,000 VAT collected (17%) |[5,100
A Hi A B BITIRL




Export sales 70,000 VAT collected 0
tH A A GEE g

Disallowed credit = (Export sales — BM) x (standard rate — refund rate)
FARIBBIAF AR = CHE AL - ORBORMF G0 x - (IEBEE - 3R
B

= (70,000 - 20,000) x (17%-13%) = 2,000

VAT payable = VAT on local sale — (VAT on LM - Disallowed credit)

NN = N A DT A TR A —  CRETUB 0 — S RIR B AN S AN AL
= 5,100 - (8,500 — 2,000) = -1,400

VAT refundable = export sales x refund rate — BM x refund rate

LI RARIRBIA = GO ES - RECEHMEEHD x BB

= 70,000 x 13% - 20,000 x 13%= 6,500

The amount of VAT payable is in the negative. Therefore the taxpayer is entitled to
tax refund. Since the maximum amount of VAT refund (6,500) is larger than the
absolute amount of VAT payable (1,400), the amount of final refundable VAT for the
period is 1,400. The amount of VAT offsettable is 5,100 (=6,500-1,400).

T B B, ] DL R o f e <6 40 (6,500) KT+ 4N B A1) 4 %k
{H(1,400), BRI 1,400, HLBIAIE 5,100 (=6,500-1,400).

Analysis
Bl

() In comparing the examples (1) with (2)A and 2(B) above, the VAT costs as
represented by the portion of input VAT that are neither creditable nor exemptible
decrease from 4,000 to 2,800 to 1,200. The VAT cost is a function of the input mix.
The higher (lower) the LM contents in the input mix, the higher (lower) the
disallowed credit and the cost of sales will be. The export enterprise can avoid the
VAT cost if it is located in the export-processing zone, where the enterprises engaged
in export processing activities are exempted from VAT.
(1) It is held that raising (lowering) the export FOB price will result in bigger
(smaller) amount of VAT export refund (assuming that there is a special relationship
between the shipper and the consignee, and that the Chinese customs do not challenge
the price so fixed). In fact it is not. If we try to lower the export FOB prices in the
above examples, we can get a bigger amount of export VAT refund!
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