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Individual income tax system for 
dividends to encourage long-term 
investment

In brief 

Following a series of moves to boost 
China’s capital market, the Chinese 
state government took another step in 
leveraging tax policy to encourage long-
term investment in domestic listed 
companies.  On November 16, 2012, the 
Ministry of Finance, State 
Administration of Taxation and China 
Securities Regulatory Commission 
(CSRC) jointly issued a circular Caishui 
[2012] No.85 (Circular 85).  This 
circular provides different Individual 
Income Tax (IIT) treatments on 
dividends received by individual 
investors from companies listed on the 
Shanghai and Shenzhen Stock 
Exchanges (Listed Companies) effective 
from January 1, 2013. 

What are the different IIT 
implications under Circular 85? 

Circular 85 provides different IIT 
treatments in respect of dividend 
income derived by individual investors 

from a Listed Company in accordance 
with the period he/she has held the 
shares of that Listed Company.  The IIT 
implications as well as its respective 
withholding method are summarized in 
the following table: 

 

Holding 
period by 
the 
individual 
investor 

 
Taxable 
income 
subject 
to IIT 

Effective 
IIT rate on 
dividends 

Withholding 
method 

≤1 month 

100% of 
the taxable 
income 20% 

A two-step  method 
that: (1) 
temporarily 
withholds 5% IIT 
upon distribution 
of dividends; and 
(2) true-up upon 
disposal of shares 
of Listed Company 
(Listed Shares) by 
the individual 
investor  

1 month< 
holding 
period ≤1 
year 

50% of the 
taxable 
income 

10% 

>1 year 

25% of the 
taxable 
income 5% 

Withhold 5% IIT by 
the Listed 
Company 
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Note:  Step 1:  The Listed Company is 

required to temporarily withhold 5% IIT 
upon distribution of dividends.  

Step 2:  China Securities Depository & 
Clearing Corporation (CSDCC) 
calculates the IIT liability upon disposal 
of Listed Shares by individual investors.  
Any underpaid IIT will be deducted 
from the individual’s account and 
passed on to the Listed Company to file 
with its in-charge tax authority. 

Who is affected by Circular 85?  

Circular 85 applies to individual 
investors receiving dividends from 
Listed Shares acquired through initial 
public offering (IPO) or from the 
market.  It extends to cover such 
Listed Shares obtained through 
transfer by agreement, inheritance or 
various acquisition and disposal 
scenarios.  Circular 85 also applies to 
individual investors holding restricted 
shares in respect of dividends received 
after the restriction is lifted.  Dividend 
income received before the restriction 
is lifted is continuously subject to an 
effective IIT rate of 10% regardless of 
the holding period of the restricted 
shares.  Lastly, Circular 85 should 
apply to dividend income derived 
from Listed Companies by Securities 
Investment Funds.  

How is the holding period 
calculated under Circular 85?  

The holding period should start from 
the day the individual investor 
acquires the Listed Shares through 
IPO or from the market to the day 
before he/she disposes of those Listed 
Shares.  The principle of 'first-in-first-
out' should be adopted in calculating 
the holding period of the relevant 
Listed Shares.  For restricted shares, 
the holding period begins to run only 
after the restriction is lifted. 

 

 

 

Effective date 

Circular 85 takes effect from January 
1, 2013 and has an impact on dividend 
distributions by Listed Companies for 
which the record date is on or after 
January 1, 2013.  For Listed Shares 
that individual investors have already 
held prior to this effective date, the 
holding period is calculated based on 
the acquisition date of such Listed 
Shares. 
 

Bottom line 
Currently, dividend income received 
by individual investors from 
investment in a Listed Company is 
subject to an effective IIT rate of 10%. 
This rate has been in effect from June 
2005. When Circular 85 goes into 
effect on January 1, 2013, affected 
persons with a long holding period 
will have a lower effective IIT rate.  
This change will affect stakeholders 
differently, depending upon their 
situation:  

 Individual long-term investors in 
Chinese A and B shares, including 
foreign individual investors in B 
shares, should welcome Circular 
85 as their IIT rate should now be 
lower.   

 Foreign individual investors in 
overseas Listed Shares (e.g. H, N 
shares, etc.) are not covered by 
Circular 85.  As a result, the 
Chinese IIT treatment for 
dividends received by foreign 
individual investors from these 
overseas Listed Shares will 
remain unchanged, i.e., IIT at 
20%, unless a tax treaty benefit is 
available such as a 10% rate for 
Hong Kong residents. 

 Institutional investors, 
specifically Securities Investment 
Funds, are eligible for the same 
IIT treatment as individual 
investors in respect of dividends 
derived from Listed Shares under 
existing regulations.  This 
continues to be the case as 
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Circular 85 explicitly applies to 
Securities Investment Funds.    
Nonetheless, Circular 85 should 
not apply to foreign institutional 
investors, such as QFIIs / 
RQFIIs, as they are subject to 
Chinese Corporate Income Tax 
rather than IIT. 

 The lower IIT cost may help to 
motivate Listed Companies to 
reward their individual investors 
with stable dividend 
distributions.  This is in line with 
the CSRC’s recent moves to 
encourage dividend distribution 
by Listed Companies and in turn 
to protect the interests of small 
and medium-sized investors.   

 From an administrative 
perspective, it may be difficult for 
the dividend paying companies to 
trace the holding period of each 
and every individual investor and 
apply the respective effective tax 
rate in withholding IIT at source.  
Fortunately, the two-step 

withholding method under 
Circular 85, by leveraging on the 
CSDCC’s administration role, 
may relieve the administrative 
burden of the Listed Companies 
to a certain degree.   

What does the new IIT policy aim to 
encourage?  Relevant officials stated 
in a recent Press Conference that the 
new IIT policy under Circular 85 aims 
to encourage long-term investment 
and restrain short-term speculation 
for the benefit of a healthy 
development of China’s capital 
market.  The different tax treatments 
under Circular 85 may also reflect the 
trend of 'structural tax reduction' put 
forward by China’s government 
authorities in recent years.   

Relevant stakeholders should revisit 
their current investment model and 
behaviour based on Circular 85 and 
closely monitor the policy 
development for areas that are not 
covered.
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