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Foreign investment

The Ministry of Commerce, the State-owned Assets Supervision and Administration Commission of
the State Council, the State Administration of Taxation (“SAT”), China Securities Regulatory
Commission and the State Administration of Foreign Exchange jointly issued Provisions on Mergers
and Acquisitions of Domestic Enterprises by Foreign Investors (Order [2006] No. 10) on 8 August
2006, which officially states that starting from 8 September 2006 foreign investors can merge with or
acquire domestic enterprises by utilizing equity, and at the same time imposes restrictions as below:
® In the case of industries where no wholly foreign ownership is allowed under the Guidance Catalog of
Foreign Investment Industries, any merger or acquisition of a domestic enterprise engaging in the
industry shall not lead to the foreign investors' wholly ownership of all equity interest in the acquired
enterprise. In the case of industries where the Chinese party is required to be controlling or relatively
controlling, the Chinese party shall remain to be in the controlling or relatively controlling position in
the acquired enterprise after any merger or acquisition of the domestic enterprise engaging in such
industries. In the case of industries where operation by foreign investors is prohibited, no foreign
investors may merge with or acquire any enterprise engaging in such industries.

Individual Income Tax (“lIT”)

The SAT issued Circular On Individual Income Tax Imposed On Income From Transfer Of

Individual Residential Houses (Guo Shui Fa [2006] No. 108) on 18 July 2006, which stresses that

according to Individual Income Tax Law of the People’s Republic of China and its Implementing Rules, the

amount of taxable income is determined according to proceeds from transfer of individual residential

houses less property original value and reasonable expenses for the purpose of calculating IIT under the

class of “Income From Property Transfer”. In addition, detailed rules are as follows:

® The amount of transfer income is determined by the actual transaction price for the purpose of
calculating 1IT imposed on income from transfer of a residential house. If the transaction price
reported by a taxpayer is obviously lower than a market price for no legitimate reasons, the tax
authority reserves a right to deem the income from property transaction by referring to related
information according to law, and must ensure that prices for calculations of various taxes are all the
same.

® Property original values, paid taxes on transfer of residential houses and related reasonable expenses
can be deducted from transfer proceeds upon the tax authority’s review in calculating taxable income
of 11T imposed on transfer of residential houses.

® In the absence of any documentary proof for the original value of a property, the tax authority may
assess T liabilities arisen from transfer of property at a range from 1% to 3% of the sales proceeds.

® [or ataxpayer who sells a self-owned residential house and also plans to purchase a new one within 1
year from the sale of the house, the 11T imposed on the sale of the house shall be paid in the form of
guarantee deposit for tax paying, and be refunded completely or partially depending on the price
amount of repurchased house and the sale proceeds of originalresidential house; the income from the
transfer of a sole house used for family residential purpose for more than 5 years is exempt from 11T,

® The Circular shall be effective as of 1 August 2006.



Administration Of Export Tax Refund

Shanghai State Tax Bureau issued Circular On Circulating “Measures For Administration Of Tax
Exemption For Imported Material Processing Trade (Trial)” (Hu Guo Shui Jin [2006] No.29) on 27
June 2006. The key points are as follows:

Exporting enterprises can apply to the competent tax authority for tax exemption upon the receipt of
Tax Exemption Certificate For Imported Material Processing Trade (“Tax Exemption Certificate™)
issued by the tax authority. The tax authority in charge of issuing the Tax Exemption Certificate is No.
3 Branch, Shanghai State Tax Bureau (“No. 3 Branch For Finance & Tax”).

Processing enterprises shall issue ordinary invoices rather than special VAT invoices when collecting
processing fees from exporting enterprises engaging in imported material processing. Names and
amounts of processed goods and amounts of processing fees shall be indicated in the invoices, and the
No. of Tax Exemption Certificate shall be put in the column of Remarks.

The Measures shall be effective as of 1 August 2006.

Determination of Permanent Establishments

The SAT issued Reply to Issues of Determination of Permanent Establishments and Profit
Attribution Concerning Foreign Enterprises Providing Services In China (Guo Shui Han [2006]
N0.694) on 10 July 2006, clarifying that:

A foreign enterprise is determined to have a permanent establishment in China when the foreign
enterprise has no establishments or sites in China, only assign its employee(s) to render services for a
relevant project(s), including consulting services and the employee(s) stay for the purpose of
rendering services consecutively or accumulatively for more than 6 months within any 12 months.

If a foreign enterprise is determined to have a permanent establishment for its employees rendering
services for certain project(s) in China, its profit(s) derived from rendering services in China for
relevant project(s) shall be deemed as the profit(s) of the permanent establishment and subject to
taxes.

Domestically manufactured equipment Tax Refund

The SAT and National Development and Reform Commission issued Circular On Circulating Trial
Administrative Measures For Tax Refund On Domestically Manufactured Equipment Purchased In
Foreign Invested Projects (Guo Shui Fa [2006] No.111) on 24 July 2006, setting forth regulatory
requirements for tax refund on domestically manufactured equipment purchased in foreign invested
projects. It clarifies that:

National Development and Reform Commission is in charge of processing Confirmation Letter For
Foreign Invested Project In Line With The State Industry Policies and List Of Domestically
Manufactured Equipment Purchased In Foreign Invested Project. State Tax Bureaus at the provincial,
city and county levels are in charge of confirmation, examination and approval for foreign invested
enterprises purchasing domestically equipment.

The scope of enterprises enjoying tax refund on domestically manufactured equipment is defined as:
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foreign invested enterprises deemed as general VAT payers, foreign invested enterprises engaging in
transportation, development of ordinary housing properties and Chinese-foreign cooperative joint
ventures engaging in offshore oil exploration, development and production. Foreign invested
enterprises are Chinese-foreign equity joint ventures, Chinese-foreign cooperative joint ventures and
foreign wholly owned enterprises.

Domestically manufactured equipment is the equipment manufactured in China and managed as fixed
assets after being purchased in “encouraged” foreign invested projects, including accessories and
spares purchased together with the equipment according to purchase contracts.

After purchasing domestically manufactured equipment, foreign invested enterprises with the status of
general VAT payer shall apply to its competent tax authority for authentication within 30 days starting
from the issuance date of special VAT invoices. Tax refund shall not be processed if the special VAT
invoices are not authenticated or are authenticated to be unqualified.

The foreign invested enterprises shall fill in Application Form For Tax Refund On Domestically
Manufactured Equipment Purchased In Foreign Invested Projects to apply to the competent tax
authority of the places where they are located for tax refund on domestically manufactured equipment
within 90 days starting from the issuance of the special VAT invoices upon the purchases of the
equipment.

The Measures will be effective as of 1 July 2006.

Editorial Comments: the new Measures have imposed restrictions to tax refund applicants, made

adjustments to project scope, relaxed regulations on equipment scope. What deserves special attention is
the requirement of archival filing and registration.

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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