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China s new Uni ed Enterprise

Income Tax (EIT) Law and Detailed
Implementation Rules (DIR) took effect
on 1 January 2008. Various Chinese
authorities  such as the State Council,
the Ministry of Finance, the State
Administration of Taxation (SAT), the
Ministry of Science and Technology and
other regulatory government bodies
have issued a number of circulars and
regulations to clarify various issues
regarding the implementation of the new
law.

Under the new Uni ed EIT Law and
DIR, all enterprises are subject to an

income tax rate of 25%. However,
enterprises that qualify as High and
New Technology Enterprises wiill
enjoy a reduced tax rate at 15%. This has
made the de nition of such enterprises a
focus of attention, both domestically and
abroad.

In April 2008, the Chinese government
issued The Measures of High/New
Technology Enterprises and the
Catalogue of High/New Technology
Supported by the State to provide
standardised procedures and methods
for assessing the eligibility of a company
in this respect. These guidelines are
retroactive to 1 January 2008. Gary
James, our Tax Services Partner, has
written a comprehensive article on this
subject in the Summer 2008 issue of
Insight, our quarterly newsletter.

The EIT Law devotes an entire chapter
to Special Tax Adjustments , and

the DIR provides further elaboration

on anti-avoidance provisions. These
include the regulation on transfer-pricing
documentation requirements, cost-
sharing arrangements, thin-capitalisation
rules, controlled foreign corporation
rules, general anti-avoidance rules, and

the levy of a special interest of 5% on
transfer-pricing adjustments.

In April 2008, the SAT also issued the

Draft Administrative Regulations on
Special Tax Adjustments (the Draft)
to solicit comments. The 13 chapters
and 120 articles of this document
contain proposed guidelines for the
implementation of the anti-avoidance
provisions included in the Special Tax
Adjustments chapter. These would
likewise to be retroactive to 1 January
2008.

The Draft rede nes the threshold for
related-party transactions from a 25%
shareholding to one of 20%. It also
requires every taxpayer with annual
related-party transactions of RMB20
million or more to prepare and complete
its contemporaneous documentation in

ve areas by 1 June of the following year.
Taxpayers with annual related-party
transactions of less than RMB20 million
will be exempt from the documentation
requirements.

The Draft proposes the transfer-
pricing methods and formulae for
calculating various types of related-



party transactions. It also de nes the
eight types of enterprises that will be
selected for transfer-pricing audits and
adjustments. However, related-party
transactions between enterprises inside
China that have the same effective tax
rate will not normally be selected for
these audits.

In addition, the Draft also proposes

that an Advance Pricing Agreement
(APA) may be unilateral, bilateral and
multilateral. However, an enterprise will
only be eligible for an APA if its related-
party transactions exceed RMB100
million and if it has been operating for
more than ten years. Generally, smaller
operators that have been established in
China for a relatively short time will not
qualify for an APA.

The Draft proposes that parties to

a Cost-Sharing Agreement (CSA)
involving intangible properties are not
required to pay any royalties. This
eliminates the imposition of a Chinese
withholding tax at 10% and business tax
at 5%. Regarding the CSAs for services,
the Draft speci es that they should
generally be applied to group purchasing
and group marketing planning activities,
and that the relevant service CSAs must
be approved by the SAT.

A Controlled Foreign Corporation
(CFC)isde ned inthe Draftasa
foreign enterprise that is controlled by
a company or individual that is resident
in China for tax purposes, and which

Enterprise Income Tax

has been established in a country that
has an effective tax rate which is 50%
or less than the new EIT rate of 25%
(i.e. 12.5% or less). The undistributed
pro ts of the CFC would be included
in the taxable income of the Chinese
shareholders who each holds at least
10% of its voting shares.

On the issue of Thin Capitalisation, the
Draft provides that if the debt to equity
ratio of a company exceeds a standard
ratio, then the interests paid on the
excess debt will not be tax deductible.
While the Draft describes the formulae
for calculating the debt-to-equity ratio,
it does not de ne what the standard
ratio would be. This will probably be
announced in separate circulars in future.
Non-deductible interest paid will be
regarded as a dividend to its recipients,
and it will be subject to a withholding
tax if it is paid to an overseas party. It
should be noted that only related-party
debts would be considered in calculating
the debt-to-equity ratio. The Draft also
provides that if its debt-to-equity ratio
exceeds the standard percentage a
company may prepare contemporaneous
documentation by 1 June of the
following year to prove that this ratio is
atarm s length .

The Draft also empowers PRC tax
authorities to initiate general anti-
avoidance investigations of enterprises in
the following situations:

abuse of tax incentives;
tax-treaty shopping;

abuse of corporate organisation
forms;

frequent transactions with tax
havens; and

other arrangements that have no
bona- de commercial purposes.

Both the form and substance of an
arrangement would be considered, and
the tax authority may disregard a tax-
avoidance arrangement and reallocate
the revenue, costs, pro tsand tax
deductions to re ect the actual substance
of the business that it relates to. To
protect the interests of taxpayers, the
Draft speci es that any general anti-
avoidance investigations and adjustments
should be reported to the SAT for its
approval.

The Draft also proposes that the 5%
special interest levy on transfer-pricing
adjustments should apply to relevant
related-party transactions that took
place on or after 1 January 2008, and that
the interest will be calculated on a daily
basis.

The SAT is expected to nalise the Draft
for enactment in the near future. Foreign
investors in mainland China should gear
themselves up to prepare for compiling
the contemporaneous transfer-pricing
documentation, and possible audits.

Daisy Ip
daisy.ip@gthk.com.hk

Update on PRC Enterprise Income

Tax

Since it released the new Enterprise
Income Tax (EIT) Law and Detailed
Implementation Rules for the EIT
Law (DIR), the PRC government has
supplemented these with the following
major Notices:

Guofa (2007) 39
Guofa (2007) 40
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Caishui (2008) 1
Guoshuifa (2008) 23
Guokefahuo (2008) 172

Tax relief during transitional periods
Notice Guofa (2007) 39 allows for
enterprises established on or before 16
March 2007 to be grandfathered . That
means the EIT rate for those which

enjoyed a lower rate under the previous
law will be progressively increased to
25% over a ve-year period starting in
2008.

For example, if an enterprise paid EIT

at a rate of 15% during 2007, it will be

charged the following rates over the next
Ve years:



2008: 18%
2009: 20%
2010: 22%
2011: 24%
2012: 25%

On the other hand, an enterprise which
paid an EIT rate of 24% in 2007 will be
charged a rate of 25% during 2008.

Enterprises that previously enjoyed
xed-period preferential EIT
arrangements (for example, a two-year
tax exemption period followed by a
50% tax reduction for three years)
will continue to bene t from the tax
holiday prescribed under the old tax law
until the tax holiday ends. 2008 will be
regarded as the rstpro t-making year
of those enterprises which were entitled
to preferential treatment concerning
EIT under the old law, but which have
not previously begun their rstpro t-
making year.

Tax incentives

One of the new EIT Law s major
changes is that tax incentives are now
granted to companies in industries that
are encouraged or supported by the
State, rather than on the basis of their
geographical location. Other than those
allowed under the new EIT Law and
DIR, the PRC government will also
grant tax incentives to newly established
High/New Technology Enterprises in
designated areas.

Notice Guofa (2007) 40 allows a two-
year tax exemption period followed by
a three-year 50% tax-rate reduction
period for High/New Technology
Enterprises that were established after

1 January 2008 in the Shanghai Pudong
New Zone, Shenzhen, Zhuhai, Shantou,
Xiamen and Hainan special economic
zones. It should be noted that the two-
year tax exemption period takes effect
during the rst year that a quali ed
enterprise generates revenue, rather than
pro t.

Notice Caishui (2008) 1 provides tax
incentives to the following industries:

tax refunded under the VAT refund
policy that is used by enterprises
for R&D and the expansion of their
production facilities is exempt from
EIT

a recognised newly established
software production enterprise may
enjoy a two-year EIT exemption
period followed by a 50% reduction
for three years

staff training expenses are fully tax
deductible

enterprises may enjoy a shorter
depreciation/amortisation period

(a minimum of two years) for their
software purchases

integrated circuit (1C) design
companies may enjoy all the above
tax incentives available to software
production enterprises
subject to the approval of the tax
authorities, they may enjoy a shorter
depreciation period (a minimum
of three years) for production
equipment
IC production enterprises with a
minimum investment of RMB 8
billion or which produce 1Cs with
a width of less than 0.25um will be
eligible for
areduced EIT rate of 15%
a further ve-year EIT
exemption period plus a
50% reduction in EIT for an
additional ve years, provided
the term of operation is more
than 15 years
IC production enterprises that
produce 1Cs with a width of less
than 0.8um will receive a two-year
EIT exemption period, followed by a
50% reduction for three years
enterprises that operate for at least
ve years and use their post-tax
pro ts to establish an 1C production
or packaging enterprise between 1
January 2008 and 31 December 2010
will be eligible to receive:
a 40% refund of the tax they have
paid, or
an 80% refund of the tax they
have paid if they are re-investing
in China s western region

EIT is being temporarily waived on:

income derived from the securities
market, including gains from sales
of stocks and bonds, and interest
and dividends derived by securities
investment funds

income derived from investments in
securities funds

gains derived by securities
investment fund managers from the
trading of stocks and bonds

Tax incentives repealed

At the same time, a number of previous
tax incentives have now been repealed,
including:

tax refunds on the reinvestment

of after-tax pro ts (unless the
enterprise concerned completed

the re-investment and registered
with the local of ce of the State
Administration of Industry and
Commerce before 31 December
2007)

tax credits for purchasing equipment
manufactured inside the PRC after 1
January 2008

all other previous notices and
incentives, except for those speci ed
in the EIT Law, DIR, Guofa (2007)
39, Guofa (2007) 40, Caishui (2008) 1
and Guoshuifa (2008) 23

Withholding tax on dividends

Under Caishui (2008) 1, a zero percent
rate of withholding tax on dividends
will still apply if the repatriated
dividends were accumulated prior to 1
January 2008. Under the DIR, a 10%
dividend withholding tax will apply
for repatriated dividends earned after 1
January 2008.

Measures on High/New Technology
Enterprises

Measures Concerning High/New
Technology Enterprises and the
Catalogue of High/New Technology
Supported by the State were both
published on 14 April 2008. The former
contains detailed de nitions of High/
New Technology Enterprises, as well

as the processes and procedures for
applying to receive this designation.
Approved High/New Technology
enterprises will enjoy a reduced EIT rate
of 15%.

However, it should be noted that
further Assessment Guidelines will

be forthcoming. These will contain
more details regarding the criteria and
quali cations that apply to applicants.

Winnie Tsui
winnie.wy.tsui@gthk.com.hk

Tax talk Issue 2 2008 3



Individual Income Tax

PRC Individual Income Tax; Stock

Options

General principles

The application of Individual Income
Tax (I1T) with regard to stock options
was outlined in Caishui (2005) No 35
issued by the Ministry of Finance and
the State Administration of Taxation on
28 March 2005.

Generally speaking, employees are not
liable to pay II'T when they are granted
stock options; but they may be liable
to pay it when they exercise these stock
options.

The 11T payable is calculated on the
basis of the difference between the open
market value (closing price) of the shares
on the date when an option is exercised
and the amount the employee actually
pays for the shares.

According to the Notice, the IIT liabilities
of stock option gains are calculated
separately from the employee s normal
monthly income instead of being added
to it, and they are taxed according to the
following formula:

[(taxable stock option gain/applicable
months) applicable tax rate quick
calculation deduction] applicable
months

About Tax talk

The aim of Tax talk is to alert
taxpayers to recent developments.
The information is general in
nature and it is not to be taken as
a substitute for speci ¢ advice.
Accordingly, Grant Thornton
accepts no responsibility for any
loss that occurs to any party who
acts on information contained
herein without further consultation
with ourselves.

Paul Chow

Brenda Cheung

T +852 2218 3188
E paul.chow@gthk.com.hk

T +852 2218 3136
E brenda.cheung@gthk.com.hk

Applicable months is de ned as the
number of months that an employee
is required to work in China in order
to be eligible to receive a stock option.
The maximum number of applicable
months is 12.

The top marginal tax rates and quick
calculation deductions in respect of
stock option gains are determined by
referring to the stock option gain divided
by the number of applicable months.

Only stock option gains originating in
China are subject to 11T. They can be
calculated with reference to the number
of months that the employee worked
inside and outside China.

Dividend income or gains from the
disposal of stocks obtained through the
exercise of stock options are taxed (or
exempted) according to the relevant tax
regulations.

Unlisted shares

Gao Shui Xiao [2007] No 1030,
published by the State Administration of
Taxation on 9 October 2007, states that
Caishui (2005) No 35 is applicable only
to stock options for listed shares.

Contact information

It is generally impossible to assess

an open market value for unlisted
shares. For simplicity s sake, if no
actual or speci ed market value or

any comparables exist for the shares
concerned, the State Administration of
Taxation accepts that their market value
can be determined on the basis of the
net asset value of the issuing company
recorded in its audited nancial
statements for the preceding year.

Like annual bonus payments, top
marginal tax rates and quick calculation
deductions in respect of stock option
gains for unlisted shares are calculated
on the basis of an amount equal to the
stock option gain divided by 12 months.

Administrative issues

It is worth noting that Notice 35
requires companies intending to

make stock options available to their
employees to submit a copy of their
stock option plan to the relevant tax
bureau before it is implemented. Details
of the exercise of stock options should
also be submitted to the tax bureau when
stock option gains are reported. Penalties
may be imposed for non-compliance
with the reporting obligations.
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