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Insights into China’s tax laws for October 2009

Hwuason - the first specialist tax law firm in WHAT IS A “ROYALTY”?

China. The 10 October 2009 edition of Hwuason Alerts mentioned the issuance of a new Circular
(Circular 507 ) by the State Administration of Taxation (SAT), in relation to interpreting the
Professional Advice. Excellent Outcomes. Royalties provisions in China’s Double Taxation Agreements (“DTA”). The Circular is effective as
of 1 October 2009. We now detail some of the more essential points of Circular 507.

Please feel free to contact us i respect of any

China taxation 1ssues at: Definition of “royalties”
Circular 507 clarifies the scope of the definition of “royalties”. It is important to note that alower
china@hwuason.com tax rate will be applied to income originated from such payments where there is a relevant
treaty (usually 10% although it can be lower). However, immovable properties are excluded from
www.hwuason.com the Circular and are instead governed by the relevant immovable properties article in the DTA.

Royalties are defined under China’s DTA to include “information concerning industrial,
commercial or scientific experience”. Circular 507 states that this should be interpreted as
including “technical know-how” - essentially undisclosed proprietary information relating to
production processes.

Tianyong Liu
Managing Partner
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Royalties and Service fee

Circular 507 further indicates that, if the service provider uses certain technical know-how
without transferring or licensing it In a service contract, the service fees will be excluded from
the scope of royalties. In contrast, service fees procured by technical support or guidance during
the course of licensing or transferring the technical know how will be recognized as royalties,
provided that the provision of such services do not constitute a permanent establishment, in
which case the “business profits” article of the DTA will be operable. Circular 507 lists the
following payments excluded from the scope of royalties:

1. Income obtained for after-sales services regarding sales of goods;
(cont. page 2)
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(from page 1)

2. Payments for services provided by the sellers to the
purchasers during a product-warranty period;

3. Payments delivered by the relevant entity or individual
for professional services in respect of construction,
management or consultancy; and

4. Other similar payments regulated by the SAT.

Special tips

Any royalties provided by foreign companies to investors or
related entities will also be subject to China’s transfer pricing
provisions. In particular the Enterprise Income Tax Law
provides that business transactions between enterprises and
their affiliates that reduce the taxable income of such
enterprises must be consistent with the an arms length
price. Failure to comply with the arms length principle may
result in companies facing tax adjustments by the SAT.
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New Business Tax Rules Made Clearer ... For Now

The Ministry of Finance (“MOF”) and SAT have recently issued a joint notice (Caishui
[2009] No. 12) (Caishui 12) in relation to the operation of the new Business Tax rules.
Business Tax is a tax on the provision of services and certain intangible goods that are
not subject to VAT. As of 1 January this year, amended Business Tax regulations came
into effect. The most significant amendment to the regulations was the expansion of
the territorial scope of business tax. Under the previous system, liability for business
tax only arose where the services were provided in the territory of China or were
provided by a Chinese enterprise or person. However, under the new regulations,
Business Tax will arise merely where the Chinese party is the recipient of the service.
For example, if an Australian law firm were to provide legal advice to a Chinese
company, this would give rise to a liability for Business Tax even where the service was
entirely provided in Australia. In such a case, a withholding obligation is placed on the
Chinese party. The government is able to enforce such an obligation because all
overseas payments in China must obtain State Administration of Foreign Exchange
(SAFE) approval before they are remitted. SAFE approval is subject to a tax clearance
in relation to the payment.

Obviously the change brought about by new regulations is somewhat burdensome,
but one of the more problematic questions was the issue of contracts that were
entered into prior to 1 January 2009 (what is referred to as “cross-year contracts”).
Caishui 12 provides clarity here by stating that service agreements entered into prior
to 1 January 2009 in respect of services that would not have previously been taxable,
will continue to remain free from business tax until the agreement comes to an end or
31 December 2009, whichever is earliest. Accordingly, Caishui 12 does provide some
relief for taxpayers but it is only a temporary measure.
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Tax on employee share appreciation rights and restricted shares plans

On 24 August 2009, the SAT issued Guo Shui Han [2009] No. 461 ("Circular 461") providing further clarification on
the income tax treatment of employment income derived from share appreciation rights ("SARs") and restricted
shares plans. SARs are rights to receive a bonus equal to the increase in the company's share price. Restricted
share plans are those that provide shares with restrictions placed on them, the most common restriction is a
requirement for certain time to pass before the shares can be sold. By their nature, SARs and restricted share
plans pose some problem in order to determine taxable value. Circular 461 seeks to clarify this.

Liability to Taxation for SARs and Restricted Shares

Under Circular 461, SARs are taxed at the time when the rights are exercised and cashed out. The taxable income
is the increase in the share price from the date of the grant to the date of exercise. Restricted shares are taxed
when the ownership of the shares are fully vested i.e. when the restrictions are removed. The taxable income is
taken as the average between the closing price on the date when the taxpayer initially became the registered
owner of the shares and the closing price on the date when the restrictions were removed less the price paid for
the relevant shares .

Application of the preferential tax treatment under Circular 35.

In 2005 the State Administration of Taxation issued Cai Shui [2005] No. 35 ("Circular 35") which preferentially
axes equity income by treating it as a separate month of income and as a result it is taxed at a lower marginal
rate. Circular 461 provides that the tax preferences outlined Circular 35 will also apply to SARs and restricted
shares. However, Circular 461 has also made it clear that the preferential treatment will only apply to equity in
listed companies. The Circular further notes that where there are two taxable events in a year in relation to
equity, they will be taxed on a “combined basis” (not as separate months of income) so that effectively more tax
will be paid as this income will be tax at a higher marginal rate.

SAT to Increase Awareness of
Export Rebates

The SAT has announced its
intention to commence a reminder
campaign in respect of the
availability of export rebates and
the deadlines by which such
rebates must be claimed. These
reminders will be sent to exporting
enterprises. Under China’s VAT
laws, enterprises are entitled to a
rebate for VAT previously paid when
they export a product. Enterprises
can choose the information for
which they need a reminder by the
authorities. The reminders will be
sent to the enterprises by short
message, phone call or e-mail. If
this new policy is implemented
appropriately it will be significant
step forward in the administration
of the export rebate in China. It also
suggests a more client focus on
behalf of the SAT. Or perhaps its
just talk?
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International Tax Spotlight. New Treaty “Measures” commence operation

On 1 October 2009 "Administrative Measures for Non-Tax Residents to Enjoy Treatments on Income under DTA (Trial)" ("the Measures") took effect. The Measures
set out the procedures that need to be completed in order for enterprises to claim the benefits of China’s Double Taxation Agreements (DTAs). As most readers will
be aware, the tax position that would normally operate under China’s domestic laws can be altered by the operation any relevant DTA. The one primary condition to
be able to claim the benefit of a treaty is that the taxpayer is a tax resident in one of the contracting States to the DTA. The Measures stipulate that treaty resident
enterprises do not automatically obtain the benefits of a DTA but rather must comply with the administrative procedures under the Measures. The Measures
distinguish between “active income” (basically the business income of a permanent establishment) and “passive income” (essentially dividends, shares, interest
etc). The procedure in respect of “active income” is referred to as the “Record-Filing Procedure” and the procedure in respect of “passive income” is referred to as
the “Application Approval Procedure”. The documentation and procedural requirements are different between the two procedures.

1. Approval Application procedure - applications need to be lodged with the relevant Approval Tax Bureaus ("ATBs"), which will be specified by the
provincial-level tax bureaus. Taxpayers are not required to repeat the application for passive income within 3 years from the first approval, although this is
subject to the fulfillment of certain conditions. Chapter 3 of the Measure outlines in detail the following matters in relation to the Approval Application
procedure
a) Acceptance and rejection guidelines of the application by the tax bureaus;

b) The timeframe for ATBs to approve or reject the application;
c) Arrangement for cases where the ATBs are not able to determine if the enterprise is entitled to invoke the DTA; and
d) Implementation after the enterprise has obtained approval to enjoy the benefits of the DTA.

2. Record-filing procedure - the taxpayers (or their withholding agents where relevant) are merely required to file the prescribed documents with their usual tax

bureaus for record-filing purposes. The Measures do not indicate where there are any examination of approval requirements.

Chapter 5 of the Measures provides that in the instance of non-compliance with the Measures or where false information was supplied to obtain approval, the tax

bureaus may impose penalties, surcharges and/or interest pursuant to the China Tax Collection Administration Law.
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Hwuason promises to provide you with

D Oing BUSin ess in China: Consumption Tax? clear and practical advice to help you

overcome complex problems.

Consumption Tax is a tax on the production, processing or importation of certain specific consumable goods in the People’s Republic of China. There
are two critical elements that will establish liability for Consumption Tax. Firstly, the goods must be prescribed “consumption goods”. Secondly, the
goods must have been produced, processed on commission or imported into the PRC. Accordingly, it is important to understand the operation of
these two elements to determine whether there is liability for consumption tax, and the timing of such liability.

Taxable Consumption Goods

The specfified Taxable consumption goods are outlined in a schedule in the Consumption Tax regulations. The schedule has been extracted at Figure
1 on page 6.

Production, Process and Importation
Production of consumable goods is a relatively uncomplicated term and it simply means when such goods are produced. Liability for tax in respect of
produced goods will arise when the goods are sold. Goods “processed on commission” refers to goods in which the principal provides raw materials
and major materials and for which a contractor only collects the processing charge and supplies some auxiliary materials for processing. Liability for
tax in such circumstances arises when the goods are taken back by the principal. Liability in respect of the importation of taxable consumption goods
arises when the customs declaration formalities are handled.

Hwuason Insights will provide a brief outline each month of one legal aspect
Exemptions to Consumption Tax. of Doing Business in China.
There are several exemptions to Consumption Tax, including:
1. exported goods — However, there is an anti-avoidance provision so that when the export of goods is cancelled after the Consumption Tax refund
has been paid, the taxpayer is required to return the relevant refund amount to the tax authorities. It is important to note that in certain
circumstances goods, although exported, will treated as being sold domestically. This was the result of a notice (Guoshuifa (2006) 102) that was
issued by the State Administration of Taxation. The most important exceptions are where those goods are not  (cont. page 6)
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Consumption TaX ? ( cont... ) Hwuason promises to keep you abreast of the

(from page 5) entitled to an export VAT refund under the VAT regulations and where the latest developmentsinChina’staxla.w.stoensure
application for the export refund is not made within the required time. Accordingly, it is that you are aware of fresh opportunities.
important that taxpayers make their applications for the refund in a timely manner.

2. The manufacture of Taxable Goods for the continuous production of Taxable Goods — these are goods that are manufactured and used by the
manufacturer for the purpose of further production. The goods produced by this further production must also be taxable goods in order to enjoy
this exemption.

Figure 1. Taxable Goods and Tax Rates

ltems Tax Rate Product oil
Tobacco .
1. Cigarettes, category A 45% plus 0.003 yuan/piece %'Jﬁi‘iﬁig até?rlol 8%8 yﬂgﬂflﬁferr
2. Cigarettes, category B 30% plus 0.003 yuan/piece 3' Diesel oil P 0'10 zuan/ liter
i' glgt&trsb gg?;o 4. Aviation kerosene 0.10 yuan/ liter
.t tobacco 2 5. Naphtha 0.20 yuan/ liter
Alcoholic drinks and alcohol 6. Solvent oil 0.20 yuan/liter
1. Distilled spirits 20% plus 0.5 yuan/500 g (or 500 ml) 7. Lubricating oil 0.20 yuan/liter
g. Eleceer wine 240 yuan/ton 8. Fuel oil 0.10 yuan/liter
: M hicle ti 9
(1) Beer, Category A 250 yuan/ton Mgig;cvy%;ie res =
4 %2hi?ear|’cocr?ct)ﬁg%rl¥n?<s ig&yuan/ton 1. Cylinder capacity (displacement, the same below) lower than 250ml 3%
. X L o
5 Alcohol 5% ao(iglrmcdaerrscapacny higher than 250ml 10%
i 0,
?osmletlcsd Srecous St 30% (1) Cylinder capacity (displacement, the same below) lower than 1.0L 1%
1ev(\3/elgy&an_| re(i'(t’_us OndeZ' d iewel 5ot (2) Cylinder capacity of 1.0L i 1.5L (including 1.5L) 3%
5 O?h silver, pla lmllm and lamon J?WG ry 10?’/ (3) Cylinder capacity of 1.5L 1 2.0L (including 2.0L) 5%
- Other EfeC'OUSdJ?Ne ry 6}(” precious stone _ (4) Cylinder capacity of 2.0L i 2.5L (including 2.5L) 9%
Firecrackers and fireworks 15% (5) Cylinder capacity of 2.5L i 3.0L (including 3.0L) 12%
Golf ball and its equipments 10% (6) Cylinder capacity of 3.0L i 4.0L (including 4.0L) 25%
Wooden floor boards ' 5% (7) Cylinder capacity higher than 4.0L 40%
Disposable wooden chopsticks 5% 2. Medium and light commercial buses 5%
Yacht 10% High-grade wrist watch 20%
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