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Tax Newsflash
R&D Super Deduction Rate Increased to
75% for Technology SMEs

Making another century of impact
EHEER FElFLT

China’s Ministry of Finance, the State Administration of
Taxation and the Ministry of Science and Technology issued a
circular on 2 May 2017 increases the rate of the super
deduction for research and development (R&D) expenses
incurred by small- and medium-sized science and technology
enterprises (SMSTEs) (Cai Shui [2017] No. 34 (Circular 34)).
On 3 May, the three agencies issued additional guidance (Guo
Ke Fa Zheng [2017] No. 115 (Circular 115)) to further clarify
the evaluation criteria and rules for companies applying for the
benefit.
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Background

Under China’s Enterprise Income Tax (EIT) Law, a resident
enterprise may deduct 150% of qualifying R&D expenses
actually incurred, i.e. an additional 50% deduction on top of
the normal expense deduction, in computing its tax liability, if
the expenses do not result in the creation of an intangible
asset. If intangible assets are developed, the qualifying R&D
expenses that have been capitalized may be amortized based
on 150% of the actual qualifying R&D costs. In March 2017,
when Premier Li Kegiang announced the government work
report for 2017, he said that the additional deduction
percentage of R&D expenses for SMSTEs would be significantly
increased from 50% to 75%. Circulars 34 and 115 implement
this policy announcement.

Highlights of the circulars

Super deduction percentage

Bulletin 34 provides that an SMSTE that incurs R&D expenses
may deduct an additional 75% of the actual qualifying costs
incurred when computing its EIT liability for the period 1
January 2017 to 31 December 2019, provided no intangible
asset has been developed. If an intangible asset has been
created as a result of the R&D, the qualifying costs may be
amortized at a rate of 175% of the pre-tax cost of the assets
for the above period. The additional deduction effectively
lowers the taxable income of the SMSTE.

Self-evaluation and voluntary reporting

Circular 115 requires enterprises wishing to benefit from the
super deduction to carry out a self-evaluation to determine
whether they qualify as SMSTEs. Where an enterprise believes
that all requirements are met, it may register as such on the
National Information Service Platform for SMSTEs (service
platform) and complete the online Information Form for
SMSTEs. The information submitted then will be made public
on the service platform for 10 business days. If there is no
objection to the announcement, the enterprise will be formally
added to the National Information Database for SMSTEs
(information database) and assigned an incorporation
registration code certifying that it qualifies for the 75% R&D
super deduction. If objections are raised, the provincial
administrative department of science and technology will be
responsible for verifying the status of the enterprise.

Clarification of evaluation factors for SMSTEs

To qualify as an SMSTE for the purpose of 75% super
deduction, an enterprise must meet all of the following
requirements:

1. Be an enterprise registered within the territory of the
People's Republic of China (excluding Hong Kong, Macau
and Taiwan);

2. Employ no more than 500 individuals, have annual sales
revenue not exceeding CNY 200 million and total assets not
exceeding CNY 200 million;

3. Not have any products and services that fall within a
prohibited or restricted category or that have been
eliminated by the state;

4. In both the previous year and the current year of
registration, not have any major safety or quality incidents,



not commit any serious illegal acts relating to
environmental protection or fraudulent acts relating to
scientific studies, and not be included on the list of
enterprises that have engaged in “abnormal” operations or
the list of dishonest enterprises with serious violations; and

5. Achieve an “integrated evaluation” score of at least 60 in
accordance with the evaluation indicators for SMSTEs, with
the score of its scientific and technical staff above 0.

The integrated evaluation scoring system is as follows:

Category Indictor

Scientific and Proportion of scientific and technical
technical staff staff to total workforce of an
(maximum score of enterprise

20)

R&D investment Proportion of R&D expenses to total
(maximum score of sales revenue or to total amount of
50) costs and expenses

Scientific and Types and quantity of intellectual
technological property rights owned that are still
achievements valid and relate to the main products
(maximum score of or services of the enterprise, and such
30) intellectual property rights are not

subject to dispute

An enterprise that meets the requirements in 1-4 above can
be immediately qualified as an SMSTE if it also fulfils any of
the following conditions:

e It holds a valid high-new-tech enterprise qualification
certificate;

e It has been awarded a national level science and
technology prize within the last five years and was ranked
in the Top 3 of all enterprises winning the award;

e It has an R&D department that has been identified as one
that meets certain standards by departments at or above
the provincial or ministerial level; or

e It has played a leading role in formulating international,
national or industrial standards in the previous five years.

Circular 115 provides definitions for scientific and technical
staff, workforce, R&D expenses, sales revenue and intellectual
property rights of an enterprise.

Regular updates and random inspections

An enterprise included in the information database must
update the Information Form for SMSTEs on the service
platform and perform a self-evaluation by 31 March of each
year. If any material changes took place or the company’s
name changed, the enterprise must report such changes on
the service platform within three months.

Each provincial administrative department of science and
technology is responsible for carrying out random inspections
of enterprises included in the information database. If an
enterprise is found to be ineligible or has failed to update its
information in a timely manner, its qualification as an SMSTE
will be revoked and the enterprise will be disqualified from
receiving the R&D incentive.



The Chinese government is proactively taking steps to
stimulate SMEs and encourage them to engage in more
innovative activities and investment by increasing the rate of
the R&D super deduction. The enhanced deduction, combined
with a shift of major responsibility from preapprovals by
science and technology authorities to self-evaluation and
voluntary reporting by SMEs, is designed to create an
environment where taxpayers have more opportunity to enjoy
tax incentives and at the same time have more responsibility
for managing their compliance risks.

Applicants for SMSTE status must meet all requirements to
qualify for the status and then comply with ongoing reporting
obligations, with the provincial administrative departments of
science and technology conducting random inspections to
ensure compliance.

Enterprises that intend to enjoy the increased R&D super
deduction should carry out feasibility and risk assessment
studies to ensure they are able to meet the requirements and
carry out self-evaluations in accordance with Circular 115. The
government is likely to be issuing more guidance on the rules,
so affected enterprises should monitor developments and seek
professional assistance as needed.
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