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Introduction

On 26 July 2010, the State Administration of Taxation (SAT) finally issued further guidance
(Bulletin No. 4, “Administrative Measures on the Enterprise Income Tax Treatment of Enterprise
Reorganisation” (Implementation Rules)) to clarify certain aspects of the Rules on the Income
Tax Treatment of Enterprise Reorganisation” (M&A Tax Rules) that were jointly issued by the
Chinese Ministry of Finance (MOF) and the SAT on 30 April 2009. The two documents provide
investors with a tax framework for structuring acquisitions and divestments or for undergoing
internal reorganisations under the Enterprise Income Tax Law (EIT Law) and the filing and
documentation requirements'. The M&A Tax Rules are effective retroactively as from 1 January
2008, which aligns with the effective date of the EIT Law.

The M&A Tax Rules introduce the concept of an “Ordinary Reorganisation” and a “Special
Reorganisation” and contemplate the following types of company reorganisations:

« Equity acquisition: A company acquires the shares of another company in exchange for
shares of the acquiring company and/or non-equity consideration to obtain control over that
other company.

« Asset acquisition: A company acquires all or part of the business assets of another company
in exchange for shares of the acquiring company and/or non-equity consideration.

+ Merger: One or more companies transfer(s) all of its/their assets and liabilities to another
existing or newly established company in exchange for shares of the surviving company and/
or non-equity consideration.

« Split: A company transfers all or part of its assets and liabilities to two or more existing or
newly established companies (“split-off companies”) in exchange for shares of the split-off
companies and/or non-equity consideration.

+ Change in legal form: A company changes its registered name, address or entity type.

« Debt restructuring: An arrangement between a debtor and its creditors relating to debts
arising as a result of financial difficulties of the debtor.

Although the Implementation rules are effective as from 1 January 2010, taxpayers that have
elected Special Reorganisation treatment since 1 January 2008 must comply with the filing and
documentation requirements in the Implementation Rules.

The M&A Tax Rules and the Implementation Rules introduce new concepts into Chinese law. In
light of the retroactive effect of the M&A Tax Rules, potential investors should be aware of the
basic concepts and the types of acquisition, divestiture and reorganisation structures that are
available, and how the rules intersect with other guidance issued by the Chinese authorities and
the impact on future reorganisations.

This M&A Tax Guide is not intended to be a comprehensive discussion of all issues that could
arise in the course of a reorganisation. A tax advisor should be consulted before making any
decision.

1 The M&A Tax Rules only address the EIT treatment of reorganisations. The impact of other taxes, such as Business Tax, Value
Added Tax, etc., on a reorganisation also must be considered in any enterprise restructuring exercise.
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Chapter 1: Ordinary Reorganisation vs. Special
Reorganisation

The M&A Tax Rules classify a transaction (except for a transaction involving a change in legal
form) as an Ordinary Reorganisation or a Special Reorganisation. The major differences between
the two types of reorganisation are summarised below.

1. Timing of recognition of taxable gain or loss
Ordinary Reorganisation
Taxable gain or loss on the transfer of assets/equity must be recognised at the time the
transaction is completed.

Special Reorganisation

In general, the transferor can elect to defer the recognition of taxable gain or loss, except
for the portion relating to any non-equity consideration (“boot”), which must be recognised
at the time of the transaction.

2. Tax basis of acquired assets/equity
The tax basis represents the tax value of assets/equity that is used to calculate gain or loss
when the assets/equity are sold. The tax basis of assets/equity may differ from the book
value for financial reporting purposes.

The M&A Tax Rules set out the tax basis for both the transferor and the transferee in an
Ordinary Reorganisation and a Special Reorganisation.

Ordinary Reorganisation

The acquirer’s tax basis in assets/equity received is stepped up to the post-transaction fair
market value (FMV). Thus, the computation of tax depreciation, amortisation and impairment
of the exchanged assets/equity will be based on the newly stepped up tax basis. Similarly,
gain or loss on the future sale of such assets/equity will be computed using the stepped up
tax basis.

Special Reorganisation

The transferee’s tax basis of the assets/equity received will be the same as that of the
transferor immediately before the transfer, i.e. the basis carries over except with respect to
any adjustment for boot. Accordingly, the computation of tax depreciation, amortisation,
impairment, and gain or loss will be calculated based on the historical tax basis.

As compared with an Ordinary Reorganisation, the tax deduction for depreciation,
amortisation and impairment under a Special Reorganisation will be less where the FMV

of the relevant assets/equity is higher than the original tax basis. Furthermore, any gain
recognised from the future sale of the acquired assets/equity under a Special Reorganisation
likely will be greater than that under an Ordinary Reorganisation (in the case of appreciating
assets/equity).



3. Determination of taxable gain or loss
Ordinary Reorganisation
An enterprise must recognise gain or loss of the relevant assets/equity at the time the
transaction is executed. The amount recognised will be the difference between the FMV and
the original tax basis of assets/equity transferred.

Special Reorganisation

No current tax liability will arise in the case of a Special Reorganisation because the gain
or loss is deferred. However, to the extent any non-equity consideration is involved in the
transaction, the corresponding gain or loss relating to the non-equity consideration will be
recognised immediately. The formula to calculate the gain or loss with respect to the non-
equity consideration is:

(FMV of assets disposed — Original tax basis of assets disposed) x (Non-equity
consideration + FMV of assets disposed)

Comment: Although the formula seems to suggest that it only applies to asset acquisitions,
the term “assets” in this context may also include shares, and, if so, the formula could be
applicable to other forms of reorganisation, such as equity acquisitions, mergers, etc. (the
examples below assume that the formula does apply to other forms of reorganisation).

The new tax basis of the relevant assets/equity assumed by the transferor should be adjusted
accordingly.

Neither the M&A Tax Rules nor the Implementation Rules provide details of how the new tax
basis of the equity acquired by the transferor should be adjusted. In theory, the new basis
should be adjusted downward or upward with a value equal to the following formula:

Transferor’s historical tax basis of assets/equity — Boot + Taxable gain recognised or
loss recognised

4. Tax loss carryover under a merger and split
The carryover of historical tax net operating losses (NOLSs) in the case of a merger or split depends
on whether the transaction qualifies as an Ordinary Reorganisation or a Special Reorganisation.

Ordinary Reorganisation
In general, NOLs may not be carried over or utilised in a merger or split.

Special Reorganisation
NOLs may be carried over to the merging enterprise/split-off enterprise with some
limitations.

5. Conditions to qualify as a Special Reorganisation
In general, taxpayers may choose to treat a transaction as an Ordinary Reorganisation
or a Special Reorganisation. There are five general conditions that must be satisfied for a
transaction to qualify as a Special Reorganisation:

1. Bona fide business purpose
The reorganisation must have a bona fide business purpose and the primary purpose of
the transaction must not be to reduce, avoid or defer the payment of tax.
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Although the Implementation Rules do not provide any definition or guidance on what
constitutes a bona fide business purpose, taxpayers are required to provide the following
information to demonstrate the existence of a bona fide business purpose:

- Information on the structure of the reorganisation, including the transaction model, background,
date, pre- and post-reorganisation operations and related common business practices;

- Form and substance of the transaction, from both legal and business perspectives;
- Potential changes and impact on the tax position of each party;
- Changes in the financial situation of each party;

- Whether the transaction will result in unusual economic benefits and/or responsibilities
for each party involved; and

- Relevant information on the involvement of a nonresident enterprise in the reorganisation.

. Amount of assets/equity transferred
At least 75 percent of the transferring enterprise’s assets must be acquired in an asset
acquisition and at least 75 percent of the equity interest in the acquired enterprise must
be acquired in an equity acquisition. All assets and liabilities are transferred in a merger.

. Continuity of business operations
There must be no change in the original operating activities of the transferred entity or its
assets for 12 months after the reorganisation.

The Implementation Rules clarify that the starting date for the 12-month period depends
on the type of reorganisation:

- For an equity acquisition, the date the equity transfer agreement is effective and all
statutorily required equity transfer procedures have been completed.

- For an asset acquisition, the date the transfer agreement is effective and the assets are
actually transferred.

- In a merger, the date legal title to the assets of the enterprise being merged is
transferred to the merging enterprise and the registration with the State Administration
of Industry and Commerce (SAIC) is amended.

- Ina split, the date legal title to the assets of the enterprise being split is transferred to
the split-off enterprise and the registration with SAIC is amended.

- In a debt restructuring, the date the debt restructuring contract or agreement becomes
effective.

Comment: There is no exception to the continuity of business requirement, so some
enterprises may face a tax exposure if an unanticipated commercial need to change the
business operations arises within 12 months of the reorganisation (e.g. a change in the
business environment or market conditions). Therefore, further interpretation from the tax
authorities on this condition is needed.

. Amount of equity consideration
At least 85 percent of the total consideration received must be in the form of shares;
in other words, the maximum non-equity consideration is 15 percent of the total
consideration. Additionally, in a split, the equity received should be based pro rata on the
original holding in the enterprise being split.



The M&A Tax Rules define the term “equity consideration” as the shares of the acquiring
enterprise or the shares of its controlled enterprise. A “controlled entity” is defined under
the Implementation Rules as a company whose shares are owned directly by the acquiring
enterprise. The M&A Tax Rules are silent as to the percentage of equity (or the degree of
management control) that must be owned by the acquiring enterprise to be qualified as
“controlled.”

The M&A Tax Rules define “non-equity” as items such as cash, bank deposits, accounts
receivable, marketable securities, inventory, fixed assets, other assets and the assumption
of liabilities.

Comment: In reality, many enterprises have liabilities on their books and the amount could
be in excess of 15 percent of the FMV of the enterprise. If these liabilities are considered as the
assumption of liabilities for purposes of the 15 percent rule, it would not be possible to elect
Special Reorganisation treatment. The Implementation Rules do not provide any guidance
on whether the liabilities assumed in an asset acquisition will be counted as non-equity
consideration. Further clarification from the tax authorities on this condition is needed.

5. Continuity of ownership
The M&A Tax Rules provide that the main original shareholders receiving equity payments
cannot transfer the equity received within 12 months after a Special Reorganisation.
The term “main shareholders” is defined under the Implementation Rules as the original
shareholders that own more than 20 percent of the shares in the enterprise being
transferred or acquired.

Documentation requirements for Special Reorganisation

The Implementation Rule set out detailed documentation requirements for equity and asset
acquisitions, mergers, splits and debt restructuring under both Ordinary Reorganisations and
Special Reorganisations (the specific rules for each type of transaction is discussed in the following
chapters). To elect Special Reorganisation treatment, both the transferor and the transferee are
required to submit supporting documents to the Chinese tax authorities; failure to comply will
result in the disallowance of deferred gain or loss.

The general requirements are as follows:

1. Application for Special Reorganisation

Under the Implementation Rules, the parties to the reorganisation should submit relevant
documents with the tax authorities before electing Special Reorganisation treatment. If
formal confirmation is requested from the tax authorities, the “lead party” is responsible
for submitting the application to the relevant tax authorities which, in turn, submit the
application to the provincial tax authorities.

The “lead party” is defined as the seller in an equity or asset acquisition, the enterprise which
is planned to survive post-merger in a merger by absorption or the enterprise with more

assets in terms of value before the merger in a merger by the creation of a new enterprise, the
enterprise being split or the surviving enterprise in a split and the debtor in a debt restructuring.

Comment: In principle, the provincial tax authorities should presumably complete a review
and confirmation of Special Reorganisation treatment before the deadline for the annual
tax return in the year in which the reorganisation takes place so that the taxpayers can elect
Special Reorganisation treatment in appropriate cases.
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2. Post-restructuring compliance requirements
Each party to a Special Reorganisation must include information in its first annual tax return
for the period after the reorganisation demonstrating that the conditions are still fulfilled
within the 12-month post-reorganisation period.

If conditions have changed for a party, it must notify the other parties to the reorganisation
within 30 days after the change. The lead party should inform the relevant tax authorities
within 30 days after receiving notice of a change in conditions. All parties should adjust the
tax treatment of the reorganisation within 60 days after the change.

3. Valuation of equity/assets
The Implementation Rules require that a valuation, if needed, be made by a legally qualified
valuation firm in China.

Treatment of step transactions

The M&A Tax Rules provide that a restructuring that consists of a series of asset or equity transfers
within a consecutive 12-month period should collectively be treated as a single transaction
according to the substance-over-form principle.

The Implementation Rules further specify that if the 12-month period is spread across two

tax years and each party expects that the reorganisation meets the requirements for a Special
Reorganisation, Special Reorganisation treatment can be applied in the first tax year. However, if
the parties to the restructuring are uncertain whether the reorganisation meets the requirements
for a Special Reorganisation, the transaction should be treated as an Ordinary Reorganisation. If
the transaction qualifies for Special Reorganisation treatment in the following year, the enterprise
can amend its tax return to elect the treatment and apply for a tax refund or a credit against the
current year tax payable.
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Caveat

This Guide is intended to be for information purposes and it is meant to serve as a discussion
document for exploring tax structuring ideas. It should not constitute an advice of any sort.
The relevant laws, regulations and interpretations that are in effect as of the date of this Guide
are subject to change and may be of retroactive effect. We undertake no obligation to advise
you of any changes or the developments that may affect the summary report or any matters
described herein. You are strongly advised to consult your tax advisor before implementing any
structuring or reorganisation decision.
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