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Tax Newsflash
New Guidance Issued on Super
Deduction for R&D Expenses

Making another century of impact
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On 22 November 2017, China's State Administration of
Taxation (SAT) issued new guidance (SAT Bulletin [2017] No.
40 or Bulletin 40) on the super deduction for research and
development (R&D) expenses. Bulletin 40 supplements
previous guidance ( (Circular 119) and
(Bulletin 97)) and further clarifies
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the scope of expenses that qualify for the R&D super
deduction.

Under the super deduction rules, a resident enterprise may
deduct 150% of qualifying R&D expenses 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
R&D costs.

Highlights of Bulletin 40
Personnel and labor expenses

External labor: Labor expenses incurred for R&D personnel
who are nonemployees working for the company under an
independent personal service agreement or a staff assignment
arrangement are eligible expenses for purposes of the super
deduction. Bulletin 40 clarifies that labor-related expenses,
such as wages and salaries, etc., paid to such individuals
through human resource agents according to labor dispatch
contracts can be classified as labor expenses eligible for the
super deduction.

Equity incentives: Bulletin 40 stipulates that equity incentive
costs incurred for R&D personnel that qualify for an enterprise
income tax deduction (see )
generally will be eligible for the super deduction.

Depreciation/amortization expenses

Where taxpayers use accelerated depreciation for enterprise
income tax (EIT) purposes, Bulletin 97 provides that
depreciation expenses allowed for the super deduction are the
lesser of the accounting depreciation or tax depreciation. To
streamline the operation of the super deduction benefit,
Bulletin 40 clarifies that depreciation expenses for R&D super
deduction purposes should be aligned with expenses allowed
for EIT purposes.

Similarly, if intangible assets are amortized over a shortened
period of time for EIT purposes, Bulletin 40 provides that
amortization expenses for intangible assets for purposes of the
super deduction should be aligned with the calculation of such
expenses for EIT purposes.

Other relevant expenses

Bulletin 40 expands the scope of the term "other relevant
expenses" to include employee benefits, supplementary
pension insurance premiums and supplementary medical
insurance premiums so that these are eligible for the R&D
super deduction.

Contract R&D arrangement

To standardize the interpretation and implementation of the
R&D super deduction for contract R&D arrangements
throughout the country, Bulletin 40 emphasizes that only the
entrusting party will be eligible for the super deduction; the
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entrusted party will not qualify for the super deduction
regardless of whether the entrusting party uses the super
deduction.

Bulletin 40 also clarifies that the entrusting party must
compute the super deduction amount based on 80% of the
amount actually paid to the entrusted party, rather than 80%
of the costs actually incurred by the entrusted party.

Scope of R&D activities

Bulletin 40 provides that R&D expenses incurred in
unsuccessful R&D activities are eligible for the super
deduction, which seems to indicate that the policy is to
encourage R&D activities rather than merely reward the
success of R&D activities.

Multi-year event

According to Bulletin 97, where R&D activities result in a
product or constitute the components of a product which is
subsequently sold, the corresponding material costs must be
excluded from the R&D expenses for purposes of the super
deduction. Any income relating to “leftovers,” defective
products and / or intermediary trial products resulting from
R&D activities must be deducted from the base of the
qualifying super deduction of R&D expenses. However, if such
sales and R&D expenses are incurred in different tax years, a
retroactive adjustment may be required. Bulletin 40 provides
that, in such cases, the R&D expenses in the year of sale may
be offset by the material expenses/relevant sales income; if
there is insufficient amount for offset, the material expenses
may be carried forward in the subsequent years to offset R&D
expenses.

Timing of capitalization

Where R&D activities result in intangible assets, the point at
which the R&D expenses must be capitalized must be
consistent with the accounting treatment.

Government subsidies

Where government subsidies received by an enterprise are
used to directly offset R&D expenses for accounting purposes,
and such subsidies are not recognized as taxable income, the
super deduction amount must be computed based on the R&D
expenses after netting the government subsidies.

Operating lease of instruments and equipment

Leasing fees paid in connection with instruments and
equipment under an operating lease agreement and used for
R&D activities can be included in R&D expenses as direct
investment expenses for the super deduction. If the
instruments and equipment are used for both R&D and non-
R&D activities, the use must be properly recorded and the
costs reasonably allocated between R&D expenses and non-
R&D expenses. Expenses that are not properly allocated
according to their use will not qualify for the R&D super
deduction.



Effective date and application

Bulletin 40 applies to the annual filing for the year 2017 and
thereafter. No retroactive adjustment needs to be made to the
tax treatment in prior years. However, any R&D expenses that
may be eligible for the super deduction due to retroactive
application will be treated in accordance with Bulletin 40.

Bulletin 40 also applies to the super deduction of R&D
expenses for small and medium-sized scientific and
technological enterprises (see Caishui [2017] No. 34 jointly
issued by the Ministry of Finance, SAT and the Ministry of
Science and Technology on 2 May 2017).

Bulletin 40 provides a favorable and practical interpretation of
the rules governing the R&D super deduction to encourage
R&D activities and facilitate implementation, which will expand
the scope of expenses eligible for the super deduction and
further encourage enterprises to invest in R&D activities.

Enterprises that wish to benefit from the R&D super deduction
policies should consider the following actions:

e Review their current policy and procedures for R&D
expenses, analyse the need for any potential improvement
to their financial processes or IT systems and monitor
impact of new items eligible for the super deduction by
Bulletin 40;

¢ Analyze and evaluate the feasibility of retroactive
application of the super deduction policy to maximize
benefits; and

e With respect to matters not clarified by the current
guidance, carefully assess the reasonableness of the
technical position and relevant practices, and communicate
with the tax authorities as soon as possible, and if
necessary, seek professional advice.
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