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All the staff at Hwuason Lawyers wish
you a happy Chinese New Year.

We hope that your fortunes prosper in the
year of the Tiger.

Hwuason’s offices will be closed from 12 February
to 20 February 2010 for Chinese New Year

celebrations.

Deductibility of Interest on Loans by
Individuals

On 31 December 2009 the State Administration of
Taxation issued Guoshuihan [2009] 777 providing
clarification in relation to the deduction of interest
on loans by individuals to companies for the
purpose of the Enterprise Income Tax Law. The
Circular makes two points. Firstly, it states that the
deductibility of interest in relation to loans from
individual "related parties" (such as shareholders)
are also subject to the EITL and Caishui [2008] 121
(that is, the general thin capitalization rules). This is
nothing new and is really just for emphasis to avoid
any implication that the remainder of the Circular
will apply to such loans.

The main point of the Circular is that the
deductibility of interest payments on loans from
internal staff or other persons (non-related parties)
will be allowed if the loan meets the following
conditions:

1. The loan between the enterprise and
individual/s are real, legitimate, effective, and
do not have illegal fund-raising purposes or
violate other laws and regulations;

2. The enterprise and the individual/s have signed
a loan contract.
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Clarification on VAT tax rebate

for R&D enterprises
On 17 January 2010 the State
Administration  of  Taxation issued

Guoshuihan [2010] 9 providing clarification
on the VAT tax rebate for R&D enterprises.

From 1 July 2009 to 31 December
2010, domestic and foreign-funded R & D
institutions or centres will be entitled to a

full refund on value-added tax when
purchasing Chinese manufactured
equipments. Whether a  particular

transactions falls within the timeframe will
depend upon the timing of the VAT
invoice.

This is China's latest round of tax
concessions aimed to encourage and
promote scientific and technological

development. This is favorable news to
foreign-funded R & D institutions or

centres. Other tax concessions
encouraging technological development
include the enterprise income tax

concessions for high tech enterprises and
the business tax exemption on technology
transfers.
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CHINA TAX DISPUTES

In this section Hwuason Insightutlines the results of some of the recent
published tax disputes in China. If you would like further information on a
particular case please contact china@hwuason.com

Guangxi Jiayuan Real Estate Company fined RMB 1.44 million for failure to
declare income from sale of shares C In a very simple case of tax avoidance
the taxpayer failed to disclose its income from an equity transfer and
accordingly was required to pay the full amount of tax on RMB 1.51 million
plus a late fee surcharge of RMB 430,000 in addition to the above penalty.

Fujian foreign invested enterprise receives transfer pricing adjustment ¢ In
a case decided late last year in Fujian, the local authorities investigated a FIE’s
transfer pricing practices over a 6 year period. In reliance on the new
anti-avoidance provision in the Enterprise Income Tax Law, the authorities
re-adjusted the taxable income of the company and increased it by
RMB272.9 million. Reports indicate that the company was relatively content
with the result, suggesting that it’s potential exposure was significantly
higher. The fine was the result of a negotiated settlement between the
authorities and the taxpayer.

VAT Invoice forger sentenced to 15 years in prison ¢ Ye Mou Biao has been
sentenced to 15 years in prison by the Zhuhai Intermediate People’s Court
and fined RMB500,000 after creating RMB400 million worth of fake VAT
invoices. Ye Mou Biao’s conduct resulted in a loss of tax revenue in the
amount of RMB12.463 million.

END TO TAX EXEMPTION FOR RESTRICTED LISTED SHARES

From 1 January 2010, in accordance with Caishui [2009] 167
(“Circular 167”) income from the transfers of listed restricted
shares will no longer be exempt from individual income tax in
China. Income from the sale of such shares will now be taxed at
20% in accordance with China’s individual income tax law.
Following on from Circular 167, the State Administration for
Taxation has issued a notice (Guoshuifa [2010] 8) outlining the
collection procedures in respect of the tax from such income
(“Circular 8”). Under Circular there are two methods of
collection, on a withholding basis by the securities institution or
a self-declaration by the taxpayer. The applicable method will be
determined by the local taxation bureau. If the former method
applies, but the securities institution does not withhold
sufficient tax, the taxpayer must remit the remainder
themselves.

It should be noted that original exemption never applied in
respect of income from employee stock options (either through
the accretion in value derived or through tranfser of the shares)
as such income is considered to be related to employment and
therefore is characterised as employment income (for example,
see Guoshuihan [2009] 461). This is actually very important to
note, because this is when restricted shares are often used. In
other words, restricted shares have, in many cases, not been
exempt from tax in China. The changes will not impact upon
employee share plans that use restricted stocks.

. _____________________________________________________________________________________________________________________________________________________________________________|
© Hwuason 2009. All rights reserved. This document has been created for the educational purposes for clients, potential clients and to alert readers to the taxation services provided by
Hwuason. It is not intended to be relied upon as legal advice. You may avoid this risk by using the taxation services of Hwuason — www.hwuason.com.



Hwuason Insights. 5 ERAIHS

Hwuason Lawyers

Insights into China’s tax laws for January 2010
Page 3

INTERNATIONAL TAX SPOTLIGHT: NEw DETAILED FOREIGN TAX CREDIT RULES

On 25 December 2009 the State Administration for Taxation and the Ministry of Finance issued the "Notice on Foreign Tax Credit Issues for
Enterprise Income Tax" (Caishui [2009] No. 125) (“Circular 125”), outlining more detailed rules in respect of claiming foreign tax credit relief under
the Enterprise Income Tax Law (“EITL”). Under Article 23 of the EITL is tax credit is provided in respect of income for which foreign tax has already
paid by the resident taxpayer (“direct FTC”). Article 24 of the EITL extends the credit to where the resident taxpayer has received dividends and
similar proceeds from shares in a foreign enterprise and that foreign enterprise has already paid tax on its profits in the original jurisdiction (“indirect
FTC”). Articles 80 and 81 of Implementing Regulations of the Enterprise Income Tax Law (“IREITL”) limit the availability of this indirect tax credit to
where the resident enterprise holds more than 20% of the equity in the foreign enterprise.

It is important to note that under the EITL, tax resident enterprises are subject to tax on their worldwide income. Where foreign sourced income is
taxed in the country of source (which will usually be the case) the potential for double taxation arises. Accordingly, the FTC rules aim to prevent such
double taxation. However, at the same time, the rules need to be designed to avoid potential abuse of the FTC. One manner in which the EITL
prevents abuse is to limit the FTC to the tax amount that is payable under the EITL (the “FTC Limit”). Under Article 78 of the IREITL, this limit is to be
calculated on a jurisdiction by jurisdiction basis in accordance with the formula in the box below.

FTC Limit
An example can best illustrate the operation of the FTC. China Co has $1000 ($S700 sourced from China and $300 9y i SNLINR &S Q&
sourced from the United States) of taxable income worldwide. This gives rise to a tax liability of $250 in China. Liability ~on  Worldwide
Accordingly, the FTC Limit is calculated as follows - $250 x $300 / $1000 = $75. $75 is therefore the allowable FTC S SR LG
. . , - Specific Foreign Sourced
Limit in respect of China Co’s US tax liability. Income) / total taxable

worldwide income
Qualifying Taxes
Under Article 77 of the IREITL, only taxes which are “in the nature of income taxes” are entitled to an FTC. Unfortunately, Circular 125 does not
clarify what is meant by “in the nature of income taxes”. This is highly unlikely to include transactional taxes, such as VAT or GST, but would most
likely include withholding tax. It is anticipated that clarification will be given in this area in the future. Circular 125 then lists certain specific payments

that will not qualify for the FTC, including (inter alia):

(cont on page 4)
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FOREIGN TAX CREDIT RULES

(cont from page 3)

1. Foreign income taxes that, although they have been paid, should not have under foreign jurisdiction’s income tax laws and regulations;
2. Interest or penalties incurred because of the non-payment or late payment of foreign taxes; and

3. Foreign income taxes that will not be paid because of the operation of a double tax agreement;

Indirect FTC and interposed entities

Circular 125 permits tax resident enterprises to “look-through” interposed entities for the purpose of the Indirect FTC In other words, where
dividends or similar payments, on which tax in the nature of income tax has already been, are made by a foreign enterprise to an intermediate
holding company, the tax resident enterprise will be entitled to a FTC in respect of the tax paid by the original enterprise. However, this
look-through ability is limited to three tiers. Further, in order to qualify to “look-through” there must be a 20% holding at each level of the chain

and, the tax resident enterprise must hold, directly or indirectly, hold 20% in the relevant foreign enterprise. The diagram below illustrates these
holding requirements in respect of two-tiers:

Figure 1.1
1 20% 20%
China | Interposed Foreign Co Note: On an aggregate basis, China CoQinterest in Foreign Co is 20% ([20% x 20% = 4%] +
Co | Co 16% = 20%] and therefore satisfies the requirements under Circular 125.
I ]
16%

Simplified Calculation of FTC Limit

In certain circumstances Circular 125 allows a simplified calculation to be used for the FTC Limit. For the purposes of the Indirect FTC, where the tax
resident enterprise is unable, because of reasons outside its control, to establish the income tax liability for the foreign country, the FTC Limit will be
12.5% of foreign source income, except where the tax rate of the respective source jurisdiction is lower than 12.5%. Where source jurisdiction’s tax
rate is “significantly higher” than China’s tax rate, China’s 25% corporate tax rate will be the relevant multiplier. Circular 125 lists the following
countries as having a significant higher tax rate than China: Argentina, Bangladesh, Burundi, Cameroon, Cuba, France, Japan, Jordan, Kuwait, Laos,
Morocco, Pakistan, Syria, the U.S. and Zambia. It should be noted that the simplified approach does not negate the need for the tax resident
enterprise to produce the relevant tax certificates or other proof of payment of some tax. (cont on page 5)
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DOING BUSINESS IN CHINA: THE CORPORATE

FORM

Under the Company Law of China (the “Company Law”) there are two basic
forms of companies in China for both local companies and FIEs; limited
liability companies and companies limited by shares. The majority of private
companies in China (domestic companies, most joint ventures and wholly
foreign-owned enterprises) take the form of a limited liability company. A
limited liability company may be set up by between two and fifty
shareholders.

Hwuason Insightswill provide a brief outline each month of one legal
aspect of Doing Business in China.

Articles of Association are the company’s constitutional document. The
original capital investment is registered in China and there are requirements
for the minimum amount of capital. Under the Company Law, limited liability
companies are required to have a minimum registered capital of RMB30,
000. For joint-stock limited companies, the minimum registered capital is
RMB 5 million. However, these legal requirements do not have much
relevance in practice. The Ministry of Commerce has considerable discretion
when approving a company and generally requires higher levels of registered
capital than the minimum legal requirements. The registered capital levels
are subject to the specific business scope of the FIE. If the business scope is
in a more sensitive or specific area then it is likely that a higher level of
registered capital will be required. Furthermore, a higher level of registered
capital will generally be required for operations with high initial capital costs,
such as infrastructure projects.
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FOREIGN TAX CREDIT RULES

(cont from page 4)

Inability to calculate FTC accurately

Apart from where the conditions exist to use the simplified approach,
if the tax resident enterprise is unable to accurately calculate the FTC
Limit in respect of a particular country, then they will not be entitled
to claim the FTCin China.

Tax Treatment of Income from Foreign Branches

Tax treatment of “foreign branches without separate taxable status” is
explained under the Circular. This entity is basically a foreign branch of
a resident taxpayer that is not a legal person under the relevant
foreign laws or is not a tax resident in accordance with a double tax
agreement. Circular 125 confirms, this simply restates the general
operation of the EITL in respect of worldwide income, that the foreign
sourced income of such entities must be included in the taxable
income of the resident taxpayer. Similar to the position generally with
foreign branches under Article 17 of the EITL, resident taxpayers are
not entitled to deduct foreign losses relating to their “foreign branches
without separate taxable status” from domestic profits.

Circular 125 also notes that, in respect of a branch which is a taxable
entity in the foreign jurisdiction, expenses which are common to both
the foreign operations and the China operations should be allocated
on a reasonable basis. No guidance is given as to what will constitute a
“reasonable allocation”.

Circular 125 applies retrospectively from 1 January 2008.
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CHINA TAX BYTES

China to tax vehicle emissions
China continues to utilise tax policy in its
drive to address the country’s environmental
problems. Under the proposed scheme,
purchasing a higher output car will result in
the imposition of higher tax. It is not yet
clear as to when the tax will be introduced
and if it will apply nationally.

China’s Tax Revenues up 9% in 2010
Despite a slow start to the year on the back
of the global financial crisis, China’s tax
revenues increased by 9% in 2010. Much of
the increase was attributable to sales tax
(increase of 84.7%) driven by a surge in
domestic consumption. Revenue from stamp
duty on shares decreased by a large 47.9%

China cracks down on unlawful use of

tax invoices
In 2009, 13803 cases of fraudulent use of tax
invoices were uncovered by public security
departments throughout China. As a result,
the Chinese government collected RMB1.226
billion in additional tax RMB233 million in
fines.

China-Taiwan Tax Stalemate to effect

Airlines
The failure by Taiwan and China to reach
agreement on a Double Tax Agreements looks
like it will adversely effect airlines operating
across the strait.

The talks between China and Taiwan in
December 2009 did not achieve a final
agreement but it was agreed that airlines from
both sides would receive interim preferential
tax treatment. China had implemented its side
of the bargain, waiving income and business tax
on China Airlines and EVA Air, the two
Taiwanese airline. However, Taiwan’s
commitment could be satisfied as the relevant
law has yet to pass through the Taiwanese
legislature.

Accordingly, China has now asked the two
airlines to pay back taxes to December 2009.
China Airlines has applied to defer the tax,
although it is not clear on what basis. EVA Air
did not receive the official waiver originally and,
as such, has not been able to transfer its
earnings out of China as it does not have a tax
clearance certificate as required by China’s
FOREX regulations.
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‘We believe that our clients would like to pay us
fairly for what we do and that a fair sharing of
risk and reward is beneficial to our relationship
with our client.

Further Information

For more information on the topics
discussed in this briefing paper, please
contact:

Matthew McKee
matthew@hwuason.com

Zhiqun Shi
spark@hwuason.com

Hwuason Law Firm

Suite 1505, Tower B, Jianwai SOHO,
No 39, East 3rd Ring Road,
Chaoyang District, Beijing

100022, PRC

Tel: +8610-58697282
Fax: +8610-58697292

For daily discussions on China tax
issues:

www.chinataxblog.com
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