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INVESTMENT AND TAXATION
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Corporate Income Tax

The Ministry of Finance and State Administration of Tax (SAT) released Circular on Issues Regarding

Deduction of Offshore CIT of Enterprises (CaiShui [2009] No.125) on Dec. 25, 2009, stipulating that:

® This Circular is applicable for the enterprise (here “the enterprises” refer to resident enterprises and
permanent establishments set up in China by non-resident enterprises) that are allowed to deduct their
offshore CIT payment from their domestic CIT in accordance with the Article 23 and 24 of CIT law.

® The enterprises should determine the actual deductible offshore CIT as well as deduction limit of each
country (region) concerned, after correctly calculating the following items related to the offshore CIT
deduction, according to the CIT law, the Implementation Regulations, Tax Treaties and this Circular:

v Domestic taxable income as well as taxable income from each foreign country (region) concerned;

v" Deductible offshore CIT of each foreign country (region) concerned;

v’ Offshore CIT deduction limits of offshore of each foreign country (region) concerned.

® |f the enterprises cannot correctively calculate the above-said items, they shall not be allowed to deduct
the offshore CIT from their domestic CIT payable of the period.
® The enterprises should calculate the taxable offshore income specified by Article 78 of the CIT

Implementation Regulations, according to the following rules:

v' If a resident enterprise has an offshore branch which is not an independent taxpaying entity and has
offshore income, the taxable income of the branch shall be equal to its total offshore revenue minus
various reasonable expenses related to the revenue. The revenue and expenses shall be recognized in
accordance with relevant regulations of CIT law.



v Revenue derived by the above-said branch shall be treated as the enterprise’s taxable offshore income
of the fiscal year, no matter the revenue is to be remitted back to China or not.

v' If a resident enterprise has revenue from its offshore equity investment gains like dividend and bonus,
and other proceeds from interests, rent, royalties, assets transfer, etc., the relevant taxable income shall
be equal to the total revenue minus various reasonable expenses related to the revenue.

® Deductible offshore CIT is defined as the CIT that enterprises have actually paid on their offshore income
according to relevant tax laws and regulations of related countries (regions).

® After the deduction of offshore CIT, the actual CIT payable shall be calculated according to the following
formula:

Actual CIT payable = total of domestic CIT and offshore CIT — preferential CIT reduction and

deduction — deductible offshore CIT

® This Circular is also applicable for enterprises that have income from Hong Kong, Macao and TaiWan.

SAT issued Circular on Enhancing Management of CIT on Income Derived by Non-Resident

Enterprises from Transferring Equity (GuoShuiHan [2009] No0.698 on Dec. 10, 2009, stipulating that:

® Under this Circular, the income from equity transfer refers to the proceeds derived by non-resident
enterprises from transferring the equity of China’s resident enterprises (exclusive of dealing in stock of
China’s resident enterprises in public stock markets).

® |f tax withholder did not or can not withhold the related CIT, the non-resident enterprise should go to the
competent tax authorities of the resident enterprise to handle CIT filing within 7 days since the equity
transfer date prescribed by contract or agreement. Non-resident enterprises failing to handle the CIT filing
on time shall be punished according to the relevant regulations.

® Equity transfer income is equal to equity transfer price minus equity cost.
Equity transfer price is equivalent to transferor’s gains in the forms of cash, non-monetary assets, equity
and others from transferring equity.
Equity cost price equals equity transferor’s actual fund contribution to the resident enterprise when
making investment, or equity transferor’s actual payment for acquiring the equity to the original
transferor.

® If offshore investor (substantial controller) conducts indirect transfer of equity of China’s resident
enterprise by abusing structural relationship and with unreasonable business purpose, to avoid liability for
CIT payment, the competent tax authorities have right to re-examine and determine the nature of the
equity transfer, and deny the existence of the offshore holding company which is considered having tax
planning purpose.

® When a non-resident enterprise transfers equity of a resident enterprise to its related party, if the transfer
price is obviously away from the principle of arm’s length price and the taxable income gets down, tax
authorities have right to make an adjustment based on a proper measure.

® If a non-resident enterprise has income of equity transfer and meets the requirements (prescribed by
ordinance of CaiShui [2009] No.59) for special restructuring and chooses the special tax treatment, it
should submit relevant paperwork to tax authorities to certify its compliance with special restructuring.



SAT released Circular on Pre-tax Deduction of Interest Expenses of Enterprises Borrowing Money

from Natural Person (GuoShuiHan [2009] No.777 on Dec. 31, 2009, stipulating that:

® |f an enterprise borrows money from its shareholders or other related natural persons and incurs interest
expenses, the enterprise should calculate the deductible expenses before CIT according to the Article 46
of the CIT law and Circular on Pre-tax Deduction of Interest Expenses of Enterprises Borrowing Money
from Its Related Parties (CaiShui [2008] No.121) issued by the Ministry of Finance and SAT.

® when an enterprise borrows money from its staff members or other natural persons and incurs interest
expenses, if the borrowing meets both of the two following requirements, the interest expenses can be
deducted before CIT according to the Article 8 of the CIT law and the Article 27 of the CIT
Implementation Regulations:
v The borrowing between the enterprise and the natural persons is true, legal and valid, without illegal

fund raising purpose and other illegal action involved:;

v’ Loan agreement between the enterprise and the natural persons is available.

Individual Income Tax

The Ministry of Finance and SAT released Circular on Issues Regarding Levy of IIT on Individual

Income from Transferring Restricted Stock of Listed Companies (CaiShui [2009] No0.167) on Dec. 31,

2009, stipulating that:

® Since Jan. 1, 2010, individuals who have proceeds from transferring restricted stock shall be liable for IIT
according to the taxable item of “proceeds from property transfer”; and the applicable tax rate is 20%.

® As for individual transfer of restricted stock, taxable income shall be equal to proceeds from each
restricted stock transfer minus original value of the stock and reasonable expenses. Here is the formula:
Taxable income = proceeds from restricted stock transfer — (original value of the stock + reasonable tax

and expenses)

Tax payable = taxable income X 20%

® The holders of the restricted stock shall be liable for paying IIT on transfer of that stock, and securities
companies in which the individual stockholders open their accounts shall be liable for withholding the HIT.

® Individuals who have proceeds from dealing in public stock of listed companies at Shanghai and
Shenzhen Securities Exchanges shall be continuously exempt from paying IIT.

The newsletter is merely provided to our clients and those who have interest in our business for
reference. We’'ll do our best to ensure the accuracy of the information in the newsletter. We have to
remind you that the content in the newsletter is abstracted from relevant documents, and therefore in
practice the original documents should be used for reference. Meanwhile, we welcome all of you to
consult professionals in our firm regarding the information in the newsletter, and also welcome all of you
visit our website www.deancpa.com.cn. We will render affordable and value-added services to our clients.
If there is a discrepancy between Chinese and English versions, Chinese version will prevail.
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