
After four years of a pilot run, the Ministry of 
Finance (MOF) and the State Administration 
of Taxation (SAT) issued Caishui [2016] No. 36 

(Circular 36), which provides detailed implementation 
guidance on the further rollout of the Value-Added Tax 
(VAT) reform to the last four major industries that were 
not already covered – construction, financial, lifestyle 
and real estate – as well as modifications to the current 
VAT rules for industries already covered in the previous 
phases. The business tax (BT) was completely phased 
out and replaced by VAT from 1 May 2016.

Construction & real estate – 11% VAT rate 
(3%/5% for simplified method)

This industry has great importance for Mainland 
China's economy. In general, Circular 36 allows for 
the deduction of subcontracting fees and cost of land 
use when calculating taxable income. As a transitional 
measure, taxpayers of certain projects may choose the 
simplified method of taxation.

In practice, it is relatively difficult for the construc-
tion companies to pass on the additional VAT cost (tax 
rate increase from 3% to 11%) to their customers, who 
are generally real estate developers, and obtain input 
VAT deductions for labour and materials costs. This 
may, in the short run, impact the profitability of these 
companies which therefore should accurately forecast 
the eligible input VAT deduction and re-assess suppliers 
with the focus not merely on pricing but also cost con-
trol. Tax clauses should also be added in business con-
tracts in order to avoid any unnecessary disputes.

Real estate development businesses generally have a 
long investment period, complicated operating struc-
tures and huge financing requirements. The transitional 
measures provided under Circular 36 should help stabi-
lize the tax burden of the taxpayers. However, since no 
input VAT deduction will be available for the labour and 
interest costs (the majority of the development costs), 
the companies' tax costs may increase in the long run. 
Nevertheless, having considered the current property 
market situation in China and the expected return from 
investments in real estate, the input VAT deduction pol-
icy (see below) may to a certain extent benefit the sales 
of commercial properties.

Financial services – 6% VAT rate
China will become the first jurisdiction to subject the 

financial services sector to VAT.1 The banking industry, 
in particular, will face a big challenge. Circular 36 retains 
certain fundamental tax exemptions currently available 
under the BT regime. As input VAT that is incurred for 
fees charged by the banks for providing different types 

of services to the corporate customers and inter-banks 
is deductible, there will likely be a huge increase in the 
demand for the issuance of VAT invoices. Additionally, 
since no input VAT deduction will be available for loan 
interest and related fees, for those companies which 
are relying heavily on loan financing, they may face an 
increase in borrowing costs.

Lifestyle services – 6% VAT rate
For this sector, the majority of the policies under the 

existing BT policy have been adopted in Circular 36, for 
example with the calculation of taxable income and tax 
exemption treatments. General VAT payers may reduce 
the overall tax costs by claiming input VAT. Since a vari-
ety of services are included in this sector and the opera-
tions may cover different types of businesses and loca-
tions, management would need to exercise more strin-



VAT Reform 
Concludes with Final Stage

tively with the tax authorities to understand the differ-
ent requirements.

In 2014, the VAT pilot reform resulted in a tax 
reduction to more than 95% of the relevant taxpayers 
(approximately RMB89.8 billion). Other taxpayers also 
benefited from the input VAT deduction, which reduced 
approximately RMB100 billion in taxes.2 It is therefore 
reasonable to assume that for the four newly added 
industry sectors, consisting of almost 10 million new 
taxpayers, this final stage of reform will lead to further 
reduction of their tax burden.

Opportunities come with challenges. With these 
four industry sectors being covered by the VAT regime 
from 1 May 2016, the chain of VAT deduction should be 
complete and double taxation within the supply chain 
should be eliminated. The VAT reform will have a sig-
nificant impact on all businesses operating in China. 

gent control at the group level in terms of issuance of 
invoices and VAT compliance formalities.

Customers and suppliers in the four industry sec-
tors may also directly or indirectly benefit from the VAT 
reform. For example, input VAT can be used to reduce 
tax costs. Also, regarding the acquisition of real estate 
properties, a deduction of input VAT over two years is 
granted under Circular 36. This new policy will signifi-
cantly reduce the tax burden of the relevant taxpayers.

This concluding stage of VAT reform will no doubt 
bring benefits to businesses as a whole. However, hav-
ing considered the increasing complexity of businesses 
and continuously changing environment, there is a 
higher demand for tax compliance. Taxpayers need to 
formulate adequate management and implementation 
guidelines and control risks in a systematic way. At the 
same time, they need to communicate timely and effec-




