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New Rules Issued to Regulate Private Education Institutes
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On August 10, 2018, the PRC Ministry of Justice (“MOJ”)
promulgated the Implementing Rules of the Law on the
Promotion of Private Education (Revised Draft) (Draft for Review)
(the “Draft”) to solicit public opinions. Compared with the
currently effective 2004 version of the Implementing Rules of the
Law on the Promotion of Private Education (the “Implementing
Rules”) and the Draft for Comments of the Implementing Rules
issued in April this year, the Draft further strengthened the
classified regulation of the for-profit and not-for-profit private
schools which may have far-reaching impact on the
establishments, operations, investments and listings of private
schools, especially when VIE structure is involved.

On August 22, 2018, the General Office of the PRC State
Council announced the Opinions on Regulating the Development
of Off-Campus Training Institutions (the “Opinions”). The
Opinions stipulated relevant regulations for after-school training
institutions (the “Institutions”) providing non-academic education
training to primary and secondary school students (the “K12
Students”) such as the licenses required for establishment of the
Institutions, the conditions of school operation and the
establishment of branches.

1. Impact on VIE Structure. According to the Draft, foreign
invested enterprises and social organizations controlled by
foreign entities are prevented from sponsoring,
participating in the sponsoring or actually controlling private
schools providing compulsory education. The Draft further
stipulated that education groups are not allowed to control
any not-for-profit private schools by means of merger and
acquisition, franchising, or contractual arrangement. In
practice, due to foreign investment restrictions in education
area in China, VIE structure is widely used for overseas
listing purpose. If the Chinese regulators intend to set
restrictions on the “participating in the sponsoring or
actually controlling” or “contractual control” of the not-for-
profit private schools as provided in the Draft, the VIE
structure may be no longer useful in the field of private
education in the future and the compliance of overseas
listed education companies with VIE structures may also
be adversely affected.

Additionally, the Draft imposed higher requirements on the
fairness, necessity and legitimacy of the related-party
transactions involving not-for-profit private schools. This
may cause challenges over the legality and fairness of the
arrangements for the transfer of profits from not-for-profit
private schools to foreign invested enterprises under the
relevant VIE agreements.

The Draft is currently seeking public opinions before it is
officially promulgated and becomes effective. We will
closely monitor the legislative development in this regard
and the potential implications to the VIE structure in the
private education field.

2. Licenses Required for Off-Campus Training Institutions. It
is noteworthy that for the Institutions providing quality-
oriented education (such as music training, dance training
and swimming training) for the K12 Students, whether the
Institutions should obtain a school-running license or not is
differently regulated by the Draft and the Opinions.
According to the Draft, the Institutions providing quality-
oriented education can apply for registration with the
competent registration authorities directly without obtaining
a school-running license first. Meanwhile, the Opinions
clearly required that all Institutions providing training
activities (regardless of training content) to the K12
Students must obtain the school-running license before the
registration and operation.

Note that the Opinions have already taken effect while the
Draft is still seeking public comments. It therefore remains
to be seen whether the Draft will be further revised to
conform to the Opinions.
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SAT Tightens up Tax Collection Policy on Individual LPs of PE Funds
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China Adopts New Individual Income Tax Law
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According to the recent news report, the State Administration of
Taxation (“SAT”) has claimed in the Guiding Opinions of the
Inspection Bureau of the State Administration of Taxation on the
Inspection of Equity Transfer in 2018 (the “Guiding Opinion”,
which is not publicly available) that some local regulations and
practices imposing taxes on the individual LPs of the private
equity funds in the form of limited partnership for their investment
proceeds (excluding dividends) at a rate of 20% is in violation of
relevant existing provisions of the upper-level tax regulations.
The SAT believes that the investment income of individual LPs
shall be levied individual income tax at the progressive tax rates
ranging from 5% to 35% with reference to the income tax rules
applicable to the operators of individually-owned business
(including the Circular on the Imposing of Income Taxes on Sole
Proprietorship Enterprises and Partnership Enterprises (Guo Fa
[2000] No. 16) and other relevant regulations). It is also said that
individual LPs who have already paid individual income tax at a
rate of 20% may be subject to additional tax payment to make up
the difference of the past years between the payable amounts
calculated based on the aforesaid two tax rates.

It is noteworthy that the tax policy of applying 5%-35% tax rate
on the investment income of individual LPs of PE funds has been
effective for years without any material change at the national
level. However, for purposes such as investment promotion, a
few local governments have in practice effectively lowered the
above-mentioned tax rates with the SAT’s acquiescence for a
long time. The tightening of the tax collection policy on individual
LPs of partnership type of PE funds will greatly adversely affect
the investment enthusiasm of individual LPs, increase the
difficulty of fundraising of PE funds in China, and thus may
further affect the development of Chinese PE investment market.
Further, it may to some extent also damage the credibility of the
tax authorities for their deviation from the general principle of
protection of reliance relationship. Practically speaking, it may
also be hard to collect taxes retrospectively for the past years if
the investment proceeds have already been allocated and
distributed to the individual LPs by the PE funds.

FABUEH &

On August 31, 2018, the Decision of the Standing Committee of
the National People’s Congress on Amending the Individual
Income Tax Law of the PRC (the “Decision”) has been adopted
at the Fifth Session of the Standing Committee of the 13"
National People’s Congress of the People’s Republic of China.
Pursuant to the Decision, the revised PRC Individual Income Tax
Law (the “New IIT Law”) will be implemented step by step with
most of the provisions taking effect since January 1, 2019. The
New IIT Law has increased the tax reporting threshold,
established a comprehensive income tax deduction mechanism,
optimized the tax rate structure, introduced anti-tax avoidance
rule and the tax-related information sharing and exchange
mechanism between various government departments. Here are
a few highlights of this New IIT Law:

1. Tax Reduction Measures: The New IIT Law intends to
reduce individual tax burden by raising the threshold and
introducing additional specific deductible items. However,
under the Plan for Reform of the National Tax and Local
Tax Collection and Administration System (the “Reform
Plan”) issued by the General Office of the Central
Committee of the Communist Party of China and the
General Office of the State Council on July 20, 2018 (the
“Reform Plan”, which will be implemented on January 1,
2019), given the tax authorities who will gain knowledge of
the individual income status through collection of income
tax will also become the collection authority of social
security premiums, it will be nearly impossible for
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employers to continue to contribute social security for their
employees based on a lower salary base rather than their
actual salary as the past practice. Therefore, the post-tax
income of employees after the deduction of social security
contribution and individual income tax may become lower
than the post-tax income that employees have received
before the implementation of the New IIT Law and the
Reform Plan. Meanwhile, the employment related costs of
employers will unavoidably be increased due to the
implementation of the Reform Plan.

Criteria for Constitution of PRC Tax Resident: The New IIT
Law tightened up the physical presence test for
determining the tax residency status of foreign individuals
without a domicile in China (including Hong Kong, Macao
and Taiwan residents) from one full year to 183 days spent
in China. Under the new criteria, a foreign individual
without domicile in China who has spent 183 days or more
in China during the relevant tax year would be considered
a PRC tax resident for individual income tax purpose and
thus will be subject to individual income tax on his/her
worldwide income. However, if the five-year exception rule
as provided in the existing Implementing Rules of the
Individual Income Tax Law of the PRC (i.e., overseas
income obtained by foreign individuals who have been
considered as PRC tax residents but have lived in China
for less than five consecutive years may be exempt from
individual income tax in China) will still be kept in the future
implementing rules for the New IIT Law, the qualified
foreign individuals may continue to enjoy the tax exemption
treatment pursuant to such future implementing rules.

Conditions for Change Registration for Equity Transfer of
Individuals: The New IIT Law provides that individual
income tax clearance is a condition for an individual to
complete the change registration for the proposed equity
transfer. This provision, having inherited the spirit of the
Circular on Strengthening the Administration of Individual
Income Tax Collection on Equity Transfer Proceeds issued
by the SAT on June 12, 2009 (Guo Shui Han [2009] No.
285, which has been abolished at the end of 2014),
creates a clear legal obligation for the registration authority
to verify the tax payment receipt in the case of individual
equity transfer registration.

Anti-Tax Avoidance Rule: The New IIT Law introduced the
anti-tax avoidance rule for the first time to prevent
individuals from evading their tax obligations through
related-party transactions, offshore structures and other
special arrangements without reasonable commercial
purposes. We noted that China has exchanged relevant
financial account information under the Common Reporting
Standards (“CRS”) with some countries for the first time on
September 1 this year. With the launch of anti-tax
avoidance rule in the New IIT Law and the information
exchange under CRS, it will facilitate the tax authorities to
crack down on the offshore tax evasion and aggressive tax
avoidance of PRC individuals.

Generally speaking, the New IIT Law has established a basic
regulatory framework for individual income tax reduction and
strengthened the tax collection and administration system.

China is taking a major step forward to reform its individual
income tax system, although we will also need to wait and see
how the New IIT Law’s implementing rules will be formulated and
enforced.
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