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Navigating the ‘Five Year Tax Rule’ for Expatriates in China

Background

The China Five Year Tax Rule threshold and its application is a pertinent and often misunderstood issue that affects all expatriates
(including Hong Kong, Macao and Taiwanese nationals) residing in the People’s Republic of China (“PRC”). There have been many
questions raised about the ‘Five Year Tax Rule’ concerning its application. The keys ones that are usually asked include:

B What does the ‘Five Year Tax Rule’ actually mean?

B Whom does it affect?

B How will it impact an expatriate’s tax liability if not adhered to?

B How can an expatriate avoid being subject to China Tax on Worldwide Income?

Since the requirement for expatriates to file an annual tax return was introduced in 2006, the authorities are now better equipped
to work backwards to trace an expatriate’s Individual Income Tax (“lIT”) footprint. With the China Local Tax Bureau (“LTB”) stepping
up its policy of collection in order to meet government imposed targets, and expatriate tax being an area of particular interest,
it is important for expatriates to review their past, current and future tax position, from both a tax compliance and a planning
perspective.

In terms of putting in place a compliant tax strategy as an expatriate living in China, it is important to have a clear understanding of

the Five Year Tax Rule, what China Tax Residency entails and the Individual Income Tax liabilities applied to an expatriate residing and
working in the People’s Republic of China (“PRC”).

This short guide will illustrate the best practices for ensuring that as an expatriate from an IIT perspective, tax liabilities can be
planned and clarifies the key points of understanding concerning China Tax Residency.

Definition of a China Tax Resident

In practice, a China Tax Resident can be defined as a foreign national living and working in China for more than 5 years (including
Hong Kong, Macao and Taiwanese nationals). Residing in China for a period of 365 consecutive days in the fiscal calendar year from

31st December to 1st January (also termed ‘Tax Year’) is acknowledged as having lived in China for the full one year duration.




How is a ‘Full Year’ Defined?

To be counted as a full year residing in China, an expatriate throughout this period does not leave China for a consecutive period of
30 full days or a total of 90 full days throughout the calendar year. Days travelling inbound or outbound from the PRC are classed as
days spent inside China’s borders, so therefore if you were to take a 7 day business trip to New York, departure and arrival days from
China included, this would mean that 5 full days were spent outside of China’s borders.

What could be Taxable for an Expatriate under the Five Year Rule?

Exceeding the ‘Five Year Tax Rule’ can substantially increase an expatriate’s tax burden and therefore if the period of the ‘Five Year
Tax Rule’ is not interrupted, subsequently an expatriate could incur IIT tax liability with the Local Tax Bureau (“LTB”) on worldwide
income from the sixth year onwards for every consecutive year forthwith. IIT would therefore apply to all PRC and Non — PRC sourced
income specified by law. Ideally, an expatriate would want to avoid this scenario being applied to their lIT liability.

How can | avoid being taxed on Worldwide Income under the Five Year Tax Period?

To break the five-year period at any point and reset tax residency, an expatriate should leave China for a period of more than 30 full
days consecutively in one trip or a total of 90 full days within a ‘Tax Year’. This will in effect reset the clock back to zero in tax years
and the following year would become year 1. The process can then be repeated every five years, therefore enabling an expatriate to
remain exempt from tax on worldwide Non-PRC sourced income.

However, an expatriate can also break the five-year residence in China only if they spend less than 90 days inside China any one-
year after the sixth year, or whereby the expatriate becomes a tax resident in another jurisdiction which has a double tax treaty
with China, the conditions noted in the tax treaty would apply. (You should check carefully the specific terms concerning Tax treaties
between China and your country of nationality.)

What happens if | miss the Five Year Tax Threshold?

If the Five Year Tax threshold is missed (l.e., an expatriate does not exit the PRC for the required time period during the five year
period) and tax residency is carried on into the sixth year, an expatriate can still avoid being liable for China IIT from the seventh year
onwards. In order to do this however, they would need to exit China for the stated period (30 full days consecutively, or a total of 90
full days) for every calendar year onwards. The sixth year though would still be subject to IIT in theory.

Final Thoughts

While the ‘Five Year Tax Rule’ has not been directly applied to expatriates residing in China on any specific case to date, it is a
regulation that is hovering in the background. Should the Chinese tax authorities decide to impose the Five Year Tax Rule, it would
be prudent to have complied with the policy set out by exiting China for the specified period during each Five Year Tax residence.
Therefore, it is advisable to pay attention to your duration of stay in China, plan to take 30 consecutive full days outside of China
within a 5 Year period or 90 full cumulative days annually and keep track of the period spent both inside and outside of China’s tax
jurisdiction.

LehmanBrown can assist both individuals and companies to better optimise their tax structures in the case of expatriates. For more

information of the Five Year Tax Rule or to learn more about how we can support you, please contact us.




About Us

Founded in 2001, LehmanBrown is a China-focused accounting, taxation and business advisory firm, operating in Beijing, Shanghai,

Hong Kong, Macau, Shenzhen, Guangzhou and Tianjin. Our firm also manages an extensive affiliate network, providing service
throughout China and reach across the globe.

Combining years of international expertise with practical Chinese experience and knowledge, LehmanBrown offers expert advice and
support to both local and international clients. Within the mid - tier, we are regarded as a market leader and our clients enjoy access
to a combination of senior and experienced counsellors from both China and abroad.

At LehmanBrown we recognise that you are unique, that you have unique requirements and we are committed to providing
individually tailored financial solutions. LehmanBrown is dedicated to providing personalised service by working closely with our
clients to understand your individual business needs. This enables us to offer the most up-to-date and expert advice.
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Professional Services

Audit & Assurance
External Audit

China Statutory Audit
US GAAP Audit

IFRS Audit

Hong Kong Statutory Audit

Internal Audit
Fraud Investigation

Forensic Accounting

Special Purpose Audit
Foreign Currency Audit
Royalty Audit

Capital Verification Audit

Valuation Services
Corporate Valuation
Damage Assessment Valuation
Intellectual Property Valuation
Asset Valuation

Special Purposes Valuation

Corporate Finance

Debt Restructuring

Acquisition, Disposal & Financing

Mergers & Acquisitions

Transaction Advisory
M&A Divesture
M&A Integration

Financial Due Diligence

Business Services

Company Registration & Maintenance
Market Entry Advisory

Updating Company Certificates

Annual Inspection & Reporting

Company Secretarial Services

Company Ownership Transferring/Corporate Restructuring
Background/Credit Checking

Company Deregistration & Bankruptcy

HR Support Services

China Visa Services for Expatriates

Social Welfare Structures

Outsourcing Services

Accounting & Bookkeeping
Budgeting & Forecasting

Financial Statement Preparation

Head Office Reporting

Financial Management

Interim Financial Management
Finance Manager Function
CFO Function

Cash Flow Management

Treasury Management

Set-up of Bank Account

Payroll Services

Payroll Processing Setup
Expatriate Employees

Local Employees

Secondment & Temping Service

Chop Custodian Services

Taxation Services

Individual Tax Planning (IIT)

Tax Immigration & Investment Review

US & Overseas Personal Income Tax Planning & Filing
IIT Tax Payment Facilitation

Application for Individual Income Tax Refund
Expatriate Staff Individual Income Tax Staff Filing

Local Staff Individual Income Tax

Company Taxation (CIT)
Tax Consulting

Corporate Tax Planning
Business Restructuring

Value Chain Review

Onshore / Offshore Investment

Transfer Pricing

Tax Compliance

Tax Due Diligence

Tax Deregistration

Negotiation of Tax Penalties

Tax Refund Application

Tax Representatives for Tax Audit
VAT & Customs Duty Clearance
PRC Tax Receipt Verification

VAT Application

VAT & Sales Tax Filing

Corporate Income Tax Reporting
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Specialist Accounting & Risk Management

Internal Controls

Systems
Risk Management

Sarbanes - Oxley (SOX 404)

GAAP, SEC & IFRS Compliance
US GAAP
US GAAP Financial Statement Preparation

US GAAP Conversion

Other GAAP
GAAP Conversion
Public Company Compliance

Financial Statement Preparation

IFRS
IFRS Accounting Repackaging
IFRS Financial Statement Preparation

IFRS Public Company Compliance

SEC

SEC Public Company Compliance

Legal Services

Legal Advisory

Labour Legal Advisory
Workforce Downsizing Advisory
Labour Tribunal Assistance & Advisory
Labour Law Review & Audits

Review & Preparation of Employment Contracts

Corporate Legal Advisory

Legal Due Diligence

Corporate Restructuring Advisory

Review & Preparation of Articles of Association (AoA)
Review & Preparation of JV Contracts

Review & Preparation of Repatriation Agreements

Other Legal Services

Dispute Mediation & Advisory

Trademark & Intellectual Property Advisory
Debt Collection Assistance

Litigation Support
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For further information about how we can add value and support your individual or business needs, please contact us.
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Beijing b5t

6/F, Dongwai Diplomatic Building, 23 Dongzhimenwai Dajie, Beijing
100600, China

PEAL S A IX R ETTANRAT 23 5, ZRAMME IR A KHE 602
Tel: +86 10 8532 1720

Fax: + 86 10 8532 2746

E-mail: beijing@lehmanbrown.com

Shanghai |

Room 1501 & 1504, WanTai International Building, No. 480 North
Urumgi Road, Shanghai 200040, China

P BT X S E AT (L) 480 5 1501 & 1504
Tel: +86 21 6249 0055

Fax: +86 21 6288 1636

E-mail: shanghai@lehmanbrown.com

Guangzhou |

Room 3317, China Shine Plaza, 9 Lin He Xi Road, Guangzhou 510610,
China

HRE I T ARRIFG G 9 SR 3317 &

Tel: + 86 20 2205 7883

Fax: +86 20 2205 7880

E-mail: guangzhou@lehmanbrown.com

Shenzhen &3

Room 3206, News Building 2, Shennan Middle Road, Shenzhen
518027, China

T EBRYITTRF T 2 SR O 3206

Tel: +86 755 8209 1244

Fax: + 86 755 8209 0672

E-mail: shenzhen@lehmanbrown.com

Tianjin Ky

Unit 2901-04, The Exchange Tower 2 189 Nanjing Road, Heping District
Tianjin 300051, China

o [ R AT X R 5t 189 5 L)1 2 ) 29 J2 2901-104 =
Tel: + 86 22 2318 5056

Fax: + 86 22 2318 5001

E-mail: tianjin@lehmanbrown.com

Hong Kong & H&

Suite 03, 16/F, Sino Plaza,

255-257 Gloucester Road, Causeway Bay, Hong Kong
TR AT 5 AT I8 255-257 SA5A 17 16 £ 03 =
Tel: + 852 2426 6426

Fax: + 852 2426 6427

E-mail: hongkong@lehmanbrown.com

VSN
Macau #[7]

No. 367, Avenida da Praia Grande, “Keng Ou” Commercial Building #16,
A & B, Macau

o R TR I R B B 367 5 IR LR E 16 B AB

Tel: + 853 2835 5015

Fax: +853 2837 1884

E-mail: macau@lehmanbrown.com

www.lehmanbrown.com



