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Officials of the State Council Legal Office, the Ministry of Finance, and the State
Administration of Taxation giving answers to questions raised by newspaper reporters
on the PRC Interim VAT Regulations, the PRC Interim Business Tax Regulations,
and the PRC Interim Consumption Tax Regulations
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On 10" November 2008, Wen Jia-bao, the Premier of the State Council, signed the
decree and promulgated the revised PRC Interim VAT Regulations, the revised PRC
Interim Business Tax Regulations, and the revised PRC Interim Consumption Tax
Regulations. The three revised regulations shall come into effect on 1% January 2009.
To enhance the understanding of the three regulations, the officials of the State
Council Legal Office, the Ministry of Finance, and the State Administration of
Taxation accepted an interview conducted by the press reporters.
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Q: What is the background for the revision of the PRC Interim VAT Regulations?
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The old VAT regulations have played a positive role in ensuring the fiscal revenue
and regulate the national economic development in the past. But the old VAT
regulations are production type VAT that did not allow the input VAT for the
purchased fixed assets to be offset against output VAT, and that has resulted in double
taxation and put a brake on the enterprise’s incentive for its technological
improvement. The voice in all sectors for the VAT transformation reform has got very
loud in view of the development and change in social and economic environment
these years. The issue that the VAT transformation reform was to be introduced at the
appropriate time was raised during the third plenary of the 16™ session of the China
Communist Party clearly. The “11™ Five-year Plan” clearly outlines that the VAT
reform should be completed during the period of the 11™ Five-year Plan. With the
approval from the State Council, as from 1% July 2004, the experimental trials have
been launched in the Northeastern and Central regions and that gives us successful
experiences. To eliminate double taxation, reduce the tax burden, encouraged
technological improvement and industrial structure adjustment, it is necessary to
introduce the transformation reform on a nationwide scale. The introduction of VAT
transformation reform in full scale is especially urgent, as a measure of coping with
the negative impact of the international financial crises on the economic development
of our country, increasing domestic demand, promoting investment in equipment and
expansion in production, and maintaining the steady and relatively fast growth of our
country’s economy. Therefore, the State Council made a decision to implement the
VAT transformation reform on a nationwide basis as from 1* January 2009.
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The core issue for the VAT transformation reform is that the input VAT for the
purchased machinery is deductible from the output VAT in the computation of the
VAT payable. This change is inconsistent with the provisions in the old VAT
regulation that the input VAT for purchased fixed assets is not deductible from the
output VAT. Therefore, it is necessary to amend the VAT regulations before the VAT
transformation reform is being introduced.
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Q: What principles have been followed in the amendment of the VAT regulations?
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A: The principles having been followed in the amended VAT regulations taking into
consideration of the economic situation and the urgency of the transformation reform
are as follows:

(1) Ensuring the major point of reform without an amendment across the board, and
that provides for the legal base for the VAT transformation reform;

(2) Keeping policy stable and linking the current policy and regulations with relevant
provisions to show that the requirement for the rule of law has been followed;

(3) Satisfying the requirement for tax collection and administration, optimizing the
tax services, enhancing the standard of tax collection and administration, and the
standard of conduct in law enforcement.
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Q: What major amendments have been made in the VAT regulations?
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A: The VAT regulations have been amended in the following five areas:
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The first is to allow deduction of the input VAT for purchased fixed assets. Before the
amendment, input VAT is not allowed to get deducted from the output VAT. The
production type VAT system is adopted and that has increased the tax burden of the
enterprise buying the machinery and equipment. To reduce the tax burden, the revised
VAT regulations remove the practice of such non-deduction, and allow the taxpayer
to deduct the input VAT for purchased fixed assets. That helps achieve the
transformation of the production type VAT system to one of consumption type.
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The second is to plug the tax loophole arising from the transformation. The revised
VAT regulations provide that the input VAT for consumables (like vehicles and
yachts) is not allowed to get deduction from output VAT since it is easy to mix up
corporate consumption with personal consumption that is not relevant to the
technological improvement of the enterprise.
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The third is to reduce the levy rate for small-scale taxpayer. Before the amendment,
small-scale taxpayer who is engaged in production activities is subject to VAT at a
6% levy rate. According to the original VAT regulations, with the approval from the
State Council, small-scale taxpayers carrying on production activities and non-
production activities are taxed at a levy rate of 6% and 4% respectively. After the
transformation reform, the tax burden of the VAT ordinary (general) taxpayer has
been reduced across the board. To balance the tax burden between the VAT ordinary
taxpayer and the small-scale taxpayer and promote the growth of small and medium
size enterprises to raise employment level, it is necessary to reduce the tax burden of
the small-scale taxpayer. Taking into account the fact that it is commonplace for the
small-scale taxpayer to carry on production and non-production activities at the same
time, it is difficult to distinguish between the small-scale taxpayer who is doing
production business and the one who is not. Therefore, the revised VAT regulations
no longer provide for two levy rates for different line of businesses, and fix the levy
rate at 3% across the board for the small-scale taxpayer.
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The fourth is to incorporate some current VAT policies into the revised VAT
regulations, mainly including the deduction rates for agricultural produce and
transportation charges, the provisions for the qualifications for being recognized as
the VAT general taxpayer, and the abolition of tax exemption for the equipment



imported for use in export processing with supplied materials, export processing with
samples, and compensation trade.
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The fifth is to extend the VAT filing deadline from 10 days to 15 days after the month
end in order to provide convenience to taxpayers, improve revenue service level and
relieve the workload for handling VAT filing at the counter of the local tax bureaus in
accordance with the practices of tax levy and administration. The revised VAT
regulations also clarify the issue how to determine the tax withholding agent, the time
the tax liabilities arise, the location of paying taxes and the period within which
payments should be made for the taxpayer situated outside China.
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Q: Why is it that the Interim Consumption Tax Regulations and the Interim Business
Tax Regulations are also amended at the same time, and what are the contents of the
amendments?
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A: The VAT, consumption tax and business tax are type of the three main taxes in
China’s turnover tax system, and it plays an important part in the PRC tax system.
The scope of VAT covers the supply of all goods, the supply of services for
processing, repairing and replacement. But the provision of transportation service, the
construction services, the installation services and other taxable services fall under the
scope of business tax. It is commonplace for the taxpayer to pay both VAT and
business tax in the course of tax administrations. The consumption tax is imposed on
a few consumable goods that are subject to VAT. Therefore, the taxpayer who pays
the consumption tax also pays VAT.
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In addition to the amendment in the VAT regulations for the transformation reform,
the following problems have to be solved: first, the tax filing period is too short for
the taxpayer to comply with; the second is to incorporate the adjustments previously
made, with the approval from the State Council, by the Ministry of Finance and the
State Administration of Taxation into the new regulations. The new VAT regulations
should implement and perfect such adjustments. In view of the fact that the VAT has
a co-relationship with the business tax and consumption tax, and the fact that the
consumption tax regulations and the business tax regulations also have the same
relationship with the VAT regulations, it is necessary to amend the PRC interim
consumption tax regulations and the PRC interim business tax regulations accordingly
in order to achieve the effective links among the three relevant tax policies.
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Q: What are the contents of the amendments to the consumption tax regulations?
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A: There have been two areas of amendments in the consumption tax regulations:

The first is to incorporate in the new consumption tax regulations the policies made
and adopted since 1994, such as the adjustments made to collect the consumption tax
in the retail chain for certain consumable goods (gold jewelry, platinum, diamond and
diamond jewelry), the compound computation method for cigarettes and white wines,
and the adjustments to consumption tax rates for some items of goods subject to the
consumption tax.
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The second is to achieve the linking of the consumption tax regulations with VAT
regulations by extending the tax filing deadline from 10 days to 15 days, and the
adjustment to the place for the payment of consumption tax.
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Q: What are the contents of the amendments to the business tax regulations?
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A: There have been four areas of amendments in the business tax regulations:
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The first is to adjust the place of paying business taxes. To solve the problem that it is
difficult to determine the place where the taxable services are delivered in practices,
we have considered that most taxable services take place in the city where the
taxpayer’s registered office is located and that the place of tax payment for the supply
of taxable services is fixed at the city where the taxpayer’s registered office is located
under the current policies. It is decided to change the place of tax payment from the
city where the taxable services are delivered to the city where the taxpayer’s
registered office or residence is located.
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The second is to remove the policy to impose tax on the spread between the money
loaned out and the money borrowed. This policy only applies to foreign currency loan
business in practices, causing an imbalance between the foreign currency loan
business and the RMB loan business. Therefore, this provision has been deleted.
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Third, it is difficult to list out all the detailed scope of business tax for each taxable
item. The scope of taxable services is removed in the rate table for each taxable item
in the appendix to the business tax regulations. Instead, the detailed scope of tax shall
be determined jointly by the Ministry of Finance and the State Administration of
Taxation.
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The fourth is to establish the link with the VAT regulations by extending the tax filing
deadline from 10 days to 15 days, further clarifying how to determine the tax
withholding agent, the time the withholding obligation arises, and place of tax
payment and the deadline for payment for taxpayer situated outside China.
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Q: How does this amendment provides for the tax preferential policy on VAT,
consumption tax and business tax?

B BRI A0 2GR0 T ERUE R OO I R 2, I T2y 50l Rk
A R BLBURA HOB B X i 2 C 2R [ 55 e 4t v ) B A BB AT
CABRELHHAT, AR =SB AT R AR AT, oA =PI e 2]
BRERE 55 e ] AESRAT o BB D BV B 3EA T T 4

A: The objective of this amendment is to meet the requirement for the VAT
transformation reform, for which there is no sufficient time. Therefore, there will be
no adjustments to the tax preferential policies. The policies that have been approved
by the State Council shall be continued and it is not necessary to make any
amendment to that. The three revised regulations have expressly provided that the
State Council will make adjustments to the tax preferential policies in the course of
their implementation.



