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In this Global Watch, we will highlight 
the updates brought about by the repeal 
of these IIT Circulars as well as the 
implication under Public Notice 27, and 
share our observations. 

Taxation of unlisted 
equity awards becomes 
uncertain 
Circular 1030 provided that IIT liability 
on gains derived from exercising share 
options issued by unlisted companies 
can be calculated by reference to the 
“preferential tax treatment” adopted for 
one-time annual performance bonuses, 
(i.e. to divide the gain by a factor of 12 
to find the applicable (usually lower) 
tax rate to apply to the bonus and tax it 
separately from the regular salary.)  In 
addition, unlisted shares acquired from 
share options should generally be 
assessed based on the net asset value 
(“NAV”) of the share issuing company.  
With the repeal of Circular 1030, the 
above preferential tax treatment is no 
longer applicable to such gains.  It is 
also necessary to consult and agree with 
the in-charge tax bureaux in advance 
on the valuation basis for reporting 
unlisted share option income. 

PwC observation 
With the repeal of the above 
preferential tax treatment, unlisted 
stock option gains should be added to 
regular monthly salary and would 
generally fall into a higher band of 
progressive tax rates, and thus resulting 
in a higher IIT liability.  However, it is 
still possible to rely on the 
concessionary tax treatment under 
Guoshuifa [1998] No. 9 (“Circular 9”) 
to spread the gain by up to 6 months in 
order to minimize the IIT liability and / 
or achieve tax deferral.  

For the valuation of unlisted shares, the 
adoption of NAV in the past was seen as 

simple and efficient from the IIT 
administration perspective.  However, 
NAV may not always reflect the fair 
value of the unlisted shares.  Based on 
our discussion with the SAT, we 
understand that the SAT is also aware 
of such shortcoming and thus has 
decided to cancel Circular 1030. 

Therefore, unlisted companies having 
employee share incentive plans should 
review their IIT reporting and 
withholding positions as soon as 
possible.  For companies operating in 
multi-locations, it would be a challenge, 
if not impossible, to convince different 
in-charge tax bureaux's to agree on the 
same valuation basis for their unlisted 
shares. 

Relaxed rule to enjoy 
preferential tax 
treatment on listed 
equity awards 
According to Circular 461, income 
derived from share plans of a listed 
company (namely share options, 
restricted shares and share 
appreciation rights) could be subject to 
preferential tax treatment where the 
gain is divided by a factor of up to 12 to 
determine the applicable tax rate and is 
taxed separately from salary.  In the 
past, this treatment was limited to the 
employing entity which (i) is within 
two-tier from the listed company and 
(ii) is owned by the listed company for 
not less than 30%.  In addition, the 
equity plan must be pre-registered with 
the in-charge tax bureau. 

The requirement for the employing 
entity being within two-tier from the 
listed company was controversial.  Now 
it is removed effective May 1, 2011 
under Public Notice 27. 



 

PwC Global Watch 3 

 

PwC observation 
It is not uncommon for many listed 
companies to have a complex holding 
structure that extends to more than 2 
tiers of group companies. Since the 
promulgation of Circular 461, we have 
been sharing our concern with the SAT 
on the perceived hardship brought 
about by this circular, especially in the 
cases where the Chinese affiliates are 
wholly owned by the group companies 
along the holding structure.  We are 
happy to see that the SAT also takes a 
pragmatic approach to relax the two-
tier limitation.   

With Public Notice 27 issued, 
employers who have not registered its 
equity plans with the in-charge tax 
bureaux or whose registration 
applications have been rejected 
previously under the two-tier limitation 
should now catch up on the registration 
to secure the preferential tax treatment. 

Tougher rule on 
employer’s mandatory 
contributions to 
overseas pension and 
insurance plans 
Circular 101 provided that employer’s 
mandatory contributions to overseas 
pension and insurance plans could be 
exempt from IIT provided that they 
were not claimed as corporate income 
tax (“CIT”) deductions by a Chinese 
entity. However, effective January 2011, 
such exemption is no longer applicable.  
In other words, employer’s 
contributions to the overseas pension 
and insurance plans, no matter whether 
they are mandatory or voluntary in 
nature, would be subject to IIT. 

PwC observation 
Obviously such change is not welcome.  
Practically, our experience indicated 

that many local-level tax bureaux 
(especially in Southern China) would 
focus on whether the employers have 
missed out on the IIT reporting of 
employer’s contributions to overseas 
pension and insurance plans.  With the 
repeal of Circular 101, such tax bureaux 
would likely strengthen its review and 
categorize such employer’s 
contributions as a routine item for 
review.  Companies should therefore 
examine their existing IIT filing and 
assignment costing to ensure that they 
include such employer’s contributions 
(both mandatory and voluntary) as 
taxable income irrespective of CIT 
treatment. 

IIT on dividends paid to 
foreign individual 
shareholders  
Circular 45 exempted IIT (and the 
former Foreign Enterprise Income Tax 
(“FEIT”) for corporate shareholders) on 
dividends and capital gains derived by 
individual investors from B Shares and 
overseas listed shares (e.g. H, N Shares, 
etc.) of Chinese tax resident enterprises 
(“TRE”).  Even when the FEIT 
exemption under Circular 45 was 
invalidated in light of the new CIT Law 
effective January 1, 2008, the IIT 
exemption still remained until Circular 
45 was confirmed to be abolished by 
Public Notice 2 issued on January 4, 
2011.  With the abolishment of Circular 
45, in theory, foreign individuals would 
be subject to Chinese IIT at the rate of 
20% on dividends and capital gains 
derived from B Shares and overseas 
listed shares of Chinese TREs.   

On June 9, 2011, a Chinese company 
whose H Shares are listed on Hong 
Kong Stock Exchanges (“the 
Company”), made a public 
announcement (“the Announcement”) 
in relation to the payment of final 
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dividends for the year ended December 
31, 2010.  The Announcement explicitly 
indicates that the Company will 
temporarily withhold 20% IIT upon 
distributing the final dividends to its 
individual shareholders (“Individual H 
Share Shareholders”); if the Individual 
H Share Shareholders are eligible for 
tax treatment provided in relevant 
double tax agreements (or 
arrangements) upon approval by the in-
charge Chinese tax bureau, the 
Company would refund the excess 
amount of temporarily withheld tax to 
the relevant Individual H Share 
Shareholders.  The Announcement has 
aroused the attention of the markets 
and brought the abolishment of IIT 
exemption under Circular 45 to the 
spotlight. 

PwC observation 
Claiming treaty benefit 

The tax treatment as mentioned in the 
Announcement should be referring to 
the restricted tax rate (generally at 
10%) for the beneficial owners of the 
dividend as provided in relevant double 
tax agreements (or arrangements).  
According to a previous SAT circular 
Guoshuifa [2009] No.124 (Circular 124) 
regarding granting of treaty benefits, 
the taxpayer (i.e. Individual H Share 
Shareholders in this case) should apply 
with the in-charge tax bureau (i.e. the 
tax bureau in charge of the H Share 
Company) for enjoying such a 
restricted tax rate.  As Circular 124 
requires submission of various forms 
and disclosure of extensive information 
in the treaty benefit application, it is 
believed some Individual H Share 
Shareholders may not bother to go 
through the rather complicated 
application procedures to obtain the 
treaty benefit of the 10% restricted rate.   

Holding of H Shares via 
corporate nominees 
In practice, many individual investors 
are holding the H shares via corporate 
nominees / brokers. That makes the 
registered shareholders appear to be 
corporate investors.  If the Chinese tax 
authorities would accept the corporate 
nominees / brokers as the owner of the 
dividends for withholding income tax 
(“WHT”) purposes and not look 
through to the foreign individual 
shareholders, then this group of foreign 
individual investors would effectively 
be subject to the 10% WHT rate 
applicable to foreign corporate 
investors (i.e. lower than the standard 
IIT rate of 20%).  This 10% withholding 
tax rate is the same as the restricted 
rate for individuals under the 
China/Hong Kong Double Tax 
Arrangement. 

If the above assessing practice of not 
looking through the corporate 
nominees / brokers is allowed, the 
Individual H Share Shareholders may 
want to consider having the H Shares 
held by corporate nominees / brokers 
instead of holding these shares directly 
in their own name as natural persons. 
This would save them the trouble of 
having to apply for the treaty benefit.   

Other IIT implications 

Circular 45 provided IIT exemptions for 
dividends and capital gains of not only 
H Shares but also other overseas listed 
shares, such as N Shares, S Shares etc. 
and even B Shares.  Now with the 
abolishment of Circular 45, in theory 
the foreign individual shareholders 
would also be exposed to IIT on the 
capital gains arising from the disposal 
of these shares.  However, unlike IIT 
withholding on dividends where the 
amount of the withholding is 
determinable and can easily be 
administered by the H share (or other 
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overseas listed shares) companies 
(which pay the dividends), the IIT 
collection on the capital gains is a 
different story. It remains to be seen 
how the Chinese tax authorities will go 
about enforcing the collection of IIT on 
capital gains derived from the disposal 
of B Shares and overseas listed shares. 

Further, it would be useful to monitor 
any similar announcements from other 
Chinese companies which have H 
shares (or N, S, B Shares) to confirm 
whether this 20% IIT withholding on 
dividends would be a market practice 
going forward. 

The Bottom Line 
The abovementioned changes in the IIT 
related policies appear to present an 
overall picture that the Chinese tax 
policy makers are, in general, no longer 
keen to grant or even keep preferential 
IIT policies for individual taxpayers, 
especially foreign individuals deriving 

different types of income from China 
sources.  It has been a trend that the IIT 
policies are changing to be more and 
more stringent and with less and less 
preferential treatments.  It is quite 
obvious that the Chinese government 
does not intend to use IIT policies to 
make any group of taxpayers or any 
types of income a “special class”, to 
achieve its economic objectives, unlike 
what was done in the last two decades 
or so. Of course, this would make the 
IIT administration more straight 
forward in some areas.  Also, it would 
probably discourage the adoption of 
aggressive tax planning schemes in 
order to take tax advantages.   
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