Hwuason Insights. =~ ERETHEH

Insights into China’s tax laws for November 2009 == Hwuason Lawyers

Hwuason - the first specialist tax law firm in REFLECTIONS ON 2009 HIGH TECH STATUS APPLICATIONS
China. The 2009 application period for High-Tech Enterprises Status ended in Beijing on 16 November
2009. It is estimated that there will be around 1800 approved high-tech enterprises from this
year. Whilst this number may seem high, it is actually a dramatic fall in number of enterprise
which will have high-tech recognition. This is result of the more onerous requirements to obtain
Ple_ase feel _free_ to contact us in respect of any high-tech status since the changes in China’s tax regime in 2008. Over the 2009 year we assisted
S taxatlon. ISSUES At around 8o companies with their applications and we will now outline some of the main
china@hwuason.com problems that we identified with our clients’ initial applications. High-tech tax concessions are
the most generous tax incentives under China’s tax regime

Professional Advice. Excellent Outcomes.

www.hwuason.com

1. Many enterprises were unaware of the IP ownership requirements — Ownership of the

intellectual property associated with an enterprise’s core business and/or services is the
Foreign Legal Counsel most important condition for high-tech industry and one of the main reasons for the failure
Beijing in applications. Given this, we recommend that enterprises reinforce their IP management. If
practices in the past means that such requirements are not satisfied then there is a need to
acquire/develop such IP rights via one of the following methods:

Matthew McKee

=  Conduct independent R&D activities;
= Transfer such IP rights to the Chinese enterprise;
= Acquire IP rights through a M&A transaction; or

= Obtain exclusive license rights for more than five years.
Zhiqun Shi

Senior Lawyer 2. The product or technology of the enterprise did not fall within the prescribed hi-tech

scope - According to the current development of science and technology, hi-tech is divided
into following categories:

Hwuason promises to provide you with = New Technology Applicable in a Traditional Industry

clear and practical advice to help you =  Electronic Communication Technology

overcome complex problems. =  Space Science and Aerospace Technology (cont page 2)

Beijing
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2009 HIGH-TECH REFLECTIONS? “TIMELY RAIN” FOR SMES
(from page 1) . .
- High-Tech Service Industry Note: High-tech applications will In o‘rder to ht?lp small and medium enterprises(SMEs) to
s Life Science and Medical Science recommence in Beijing in late survive the winter and promote further development of
New Material Technol March 2010 them, the State Council has recently issued several
. ew Material Technology

supporting taxation policies. Firstly, for a small low-profit
enterprise whose annual taxable income is not more than
RMB30,000 in 2010, only half of its income will be regarded
as its taxable income and it will enjoy a lower corporate
income tax rate of 20%, compared with the normal 25% rate.
Secondly, if SMEs make investment on certain projects
supported by the state, the imported equipment for their
own use will be exempt from import duty. Additionally, if
SMEs have trouble in paying urban or town land-use tax ,
they may apply for tax deduction or exemption. Likewise, if
they can not pay the tax in time for some reason, they may
apply to defer payment for 3 months. Despite the end of
many tax incentives in China, tax continues to be wielded to
support the government social and economic objectives.

= New Energy and High Efficient Energy Conservation
=  Ecology and Environmental Science

Some of the more traditional categories have been deleted from the new
criteria resulting in quite a few of the old high tech enterprises being
excluded from the high tech industry. As such, it is advisable to make a self
assessment or ask for professional advice before any application to ascertain
whether the enterprise is eligible. As a matter of practice we will not take on
any case until we have determined that an enterprise has a reasonably
arguable case for recognition.

3. Some enterprises had poor performance in sales growth and asset growth
over the past three years - This one is one of the more strict conditions. If the
enterprise cannot meet this requirement, it will have a negative impact upon
the application.

November Tax Tip

4. Most of the enterprises were unaware of the importance of strict

administration management of an R&D center - We recommend enterprises | Given the introduction of Circular 601 (see page 3 below), and
establish the following systems or arrangements: the SAT’s attitude towards the general anti-avoidance rule in

= Project establishing system; 2009, it is critical for all enterprises to review pre-2008
= Performance appraisalsyst;m' investment structures. In particular, any off-shore SPVs that

. ’ undertake limited functions will be viewed in a negative light
=  R&D cost calculation system ; and

i ) ) ] ) by the authorities. It is also important for any loss-making
* Enter into a research cooperation agreement with a university or . . . .
T enterprises to be fully tax compliant as such enterprises will be
scientific institute.
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International Tax Spotlight: End of Treaty Shopping in China?

On 27 October 2009 the SAT issued Circular 601 which outlined a new interpretation of the meaning of “beneficial ownership” under China’s tax
treaties. This will radically impact upon the appropriate tax structure for investment in China. Under the previous favourable tax environment in
China, it became very popular to establish off-shore investment vehicles, or Special Purpose Vehicles (SPV), to act as the direct shareholder for the
company established in China.

However, since the introduction of the Enterprise Income Tax Law (“EITL”) in 2008 the tax officials have started taking a far more aggressive approach
to tax avoidance, and in particular have started disregarding SPVs for tax purposes. In late 2008 Chongqing Yuzhong Tax Bureau and the Xinjiang Tax
Bureau, in unrelated cases, relying upon China’s new general anti-avoidance rule issued tax determinations that disregarded SPVs in Singapore and
Barbados respectively. Similarly, the SAT has issued a circular in respect of the transfer pricing rules (“Circular 363”), which indicates their intention
to aggressively investigate any enterprise that runs up losses in China to determine whether they are shifting profits off-shore. Now the SAT has
issued Circular 601 in which it is suggested that it will, in many circumstances, look-through interposed companies to see who receives the true
benefits of the income for purpose of determining which DTA, and tax rate, is applicable.

“Beneficial ownership” is used in three articles of China’s DTAs:

1. Article 10 — which outlines the rights of a countries (the non-resident country) to impose tax on dividend income paid by an enterprise resident
of that country to a shareholder resident of the other country (the resident country);

2. Article 11 — which operates similarly with respect to interest as article 10 does with dividends; and

3. Article 12 — which once again does the same in respect of royalties.

For example Article 10(1) of the Australia-China DTA provides that ‘[d]ividends which are paid by a company which is a resident of a Contracting State
and which are beneficially owned by a resident of the other Contracting State may be taxed in that other State.” Accordingly, “beneficial ownership”
operates in the above articles to establish if the shareholder is entitled to access the benefits of the particular DTA. Where a SPV does not satisfy the
definition of “beneficial owner”, the authorities will look to the DTA (if one exists) of the taxpayer that satisfies the SATs definition of “beneficial
ownership”. Accordingly, the concept of beneficial ownership is critical for determining if a DTA is applicable. (Cont page 4)
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(cont from page 3) In Circular 601, the SAT state that the following will be indicators of beneficial ownership for the purpose of China’s DTAs:

Circular 601: End of Treaty Shopping?

1. Beneficial owners will have the right to own and dispose of the assets. They will usually conduct substantial business work. Individuals,

enterprises and organizations are qualified. However, agent companies and companies which are set for transferring profits and conduct no
business work are not qualified.

2. In determining the beneficial owner, the objective of tax agreements should be weighed. Usually the following elements will not be favorable
indications of beneficial ownership:

a) The applicant transfers most (more than 60%) of its income within 12 months to residents of a third country.
b) The applicants has no business except the assets and rights they hold.

c) Ascompanies, the applicants are so small-scaled that the income can not match.

d) Applicants have no control or can not dispose of his assets or right derived from the income.

e) Countries to which the agreements are signed levy no taxes or apply a lower tax rate.

f) A further loan contract exists between the creditor and a third party, of a similar amount, rate and date.

g) A further transfer contract for copyright, patent or technology exist between the applicant and a third party.

Circular 601 also provides that taxpayers should provide proof of qualifying as beneficial owners in accordance with the circular when applying for
tax benefits under the relevant DTA.

Implications

Circular 601 is one of more significant notices to be issued by the SAT in 2009, a year in which conventional tax practices in China have been
challenged. In of itself, Circular 601 is a concern for many existing groups. However, it is also a further sign that the SAT is no longer willing permit
the blatant shifting of profits off-shore. With the extra resources that China intends to invest in tax administration over the next few years, there
will be many companies feeling very vulnerable about their current tax positions. Further, there is a question of what will be the next step that the
SAT takes. As yet, there have been no indications from the SAT about a general crackdown on the off-shore payments of salaries to avoid
individual income tax. However, given the recent climate perhaps one can expect this to occur in the near future.
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Hwuason promises to keep you abreast of the

D Oi n g B u Si ness i n Ch i na. Preferential Tax latest developments in China’s tax laws to ensure
Treatment that you are aware of fresh opportunities.

Prior to 2008 effectively all foreign invested enterprises were entitled to some form of tax incentive and as result of which their effective tax rate
was far less than the 33% listed in the then law. Despite the removal of many tax incentives, several still remain. We outline a few of the more

important ones below. . . . . .
P Hwuason Insights will provide a brief outline each month of one legal aspect

High Tech Enterprises of Doing Business in China, with a focus on tax.

The most generous remaining preferential tax treatment is probably the tax incentives given for enterprises that obtain high tech status. Under
Article 28 of the EITL approved high tech enterprises are entitled to a reduced tax rate of 15%.

High Tech enterprises are those that that have their own independent, core intellectual property rights and at the same time meet the following
conditions:

1. The product (service) falls within the scope of the High and New Technology Areas Entitled to the Key Support of the State;

The proportion of research and development expenses in the sales revenues is not lower than the prescribed proportion;

3. The proportion of the income from high and new technology products (services) in the total income of the enterprise is not lower than the
prescribed proportion.

N

In 2008 the Chinese tax authorities issued two circulars providing implantation guidance for indentifying and approving high tech status: Circular
172 (Guo Ke Fa Huo [2008] No. 172) and Circular 362 (Guo Ke Fa Huo [2008] No. 362).

According to Circular 172, an enterprise must meet the following requirements to qualify as a high tech enterprise:

1. Be established within mainland China;

2. Have been established for more than one year;

3. Continuously conduct research and development (R&D) activities and convert any intellectual property (IP) developed into products and/or
services; and

4. Own the rights its core IP and carry out business in one of the “Encouraged High Technology Areas”.
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Preferentlal TaX Treatment? (Cont. . .) Hwuason promises to keep you abreast of the
(from page 5) Circular 362 outlines standards and measurement methods to be satisfied to obtain latest developments in China’s tax lafiv.s to ensure
high tech status. It lists and defines qualified R&D expenditure, clarifies certain controversial that you are aware of fresh opportunities.

issues (such as “exclusive rights”) and provides criteria for determining qualified R&D projects,

personnel and revenue. Importantly, in accordance with Circular 362, the potential Chinese high tech enterprise must hold the worldwide rights
to the IP.

Small-scale taxpayer incentives
Specified “small scale taxpayers” are entitled to obtain a concessionary tax rate of 20%. A small-scaled low-profit enterprise is defined in the EIT
Regulations as:

China Facts: Zhongguancun Science & Technology
Industrial Enterprise Park

a) engaged in industries other than those restricted or prohibited by the State;
b) has an annual tax payable of not more than RMB300,000;

c) assets valued at less than RMB 30 million; and

d) less than 100 employees; or

Located in Haidian district in the North of Beijing is the
Zhongguancun Science & Technology Park where most of
China’s high-tech enterprises are located. Referred to as
China’s “silicon valley”, Zhongguancun is the leading area
for technology development in China. The most famous
companies to come out of Zhongguancun are Stone
Group, Founder Group, and Lenovo Group.
Zhongguancun was conferred official status as a high tech
centre in 1999.

Enterprise not being an Industrial Enterprise

a) an annual tax payable of not more than RMB100,000;
b) assets value less than RMB 30 million; and

c) employs less than 80 employees

Environmental protection, water or energy saving projects.

Pursuant to Article 27 of the EITL income from environmental protection, water or energy savings projects are entitled to preferential tax
treatment. Environmental protection, water or energy savings projects includes the processing of public sewage, the processing of public
garbage, the comprehensive exploitation and utilization of firedamp, the renovation of technologies of saving energy or discharging wastes, the
desalination of sea water, etc (see Article 88 of the EIT Regulations). An enterprise’s income in relation to a qualifying project is exempt for the

first 3 years and receives a 50% discount for the next three years.
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