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Tax Newsflash

R&D super deductions reinstated for
cross-border contract R&D
arrangements

On 25 June 2018, China's Ministry of Finance, the State
Administration of Taxation, and the Ministry of Science and
Technology issued guidance (Caishui [2018] No. 64 (Circular
64)) that reinstates research and development (R&D) super
deduction policies for certain cross-border contract R&D
arrangements. Circular 64 applies retroactively as from 1
January 2018.

Background

China's enterprise income tax (EIT) law grants tax super
deductions for qualifying expenses incurred in respect of R&D
activities. Based on guidance issued in 2015 (Caishui [2015]
No. 119), expenses incurred in connection with cross-border
contract R&D arrangements are not eligible for the super
deduction as from 2016.

To encourage R&D and innovation activities, the government
subsequently has enhanced super deduction incentives on
several occasions, including expanding the scope of qualifying



R&D expenses and increasing the super deduction rate for
small and medium-sized tech enterprises from 50% to 75%.
On 25 April 2018, the State Council decided to reinstate super
deduction policies for cross-border contract R&D expenses,
which was one of seven tax reduction measures to support
entrepreneurship, innovation and development of small and
micro businesses approved at the executive meeting. The
publication of Circular 64 gives effect to those measures.

Highlights
Scope of R&D expenses

According to Circular 64, expenses incurred by a domestic
enterprise for contract R&D activities entrusted to foreign
parties (excluding foreign individuals) are eligible for a super
deduction.

Deduction cap

Eighty percent of the actual expenses incurred by an
enterprise in engaging a foreign organization to carry out
cross-border contract R&D may be treated as foreign R&D
expenses, eligible for a super deduction for EIT purposes, but
the expenses may not exceed two-thirds of the enterprise’s
"qualifying domestic R&D expenses." Circular 64 does not
clarify what constitutes qualifying domestic R&D expenses, but
the term generally is interpreted as domestic R&D expenses
that are eligible for a super deduction.

The method for calculating the deduction cap in Circular 64
appears to be similar to the approach used to calculate
qualifying overseas contract R&D expenses for the recognition
of high and new technology enterprise status.

Administrative procedures

Contract registration: To qualify for a super deduction, the
cross-border contract R&D arrangement must be supported by
a written technology development contract between the
domestic enterprise and the foreign organization to which
cross-border R&D activities were assigned. The domestic
enterprise must register the contract with the competent
administrative department of science and technology.

Documentation requirements: Enterprises self-assess their
entitlement to EIT benefits; but must maintain relevant
documents in the event of a future investigation. Circular 64
lists the documents that must be retained by the enterprise to
support super deductions under cross-border contract R&D
arrangements, including contracts, ledgers for R&D expenses,
bank payment vouchers for the cross-border contract R&D
activities, receipts issued by the contractor and evidence of
progress of the R&D project during the year.

The requirement for bank payment vouchers and receipts may
prevent the enterprise from enjoying a super deduction on
cross-border contract R&D expenses incurred but not yet paid.

Statement of expenses: As for domestic R&D activities, where
the enterprise and the foreign contractor are related parties,



the latter must provide a breakdown of the expenses incurred
to the enterprise.

Effective date

Circular 64 applies retroactively as from 1 January 2018.
Based on the existing rules, if a qualifying enterprise does not
apply for an R&D super deduction in the year in which the
expenses are incurred, it still may enjoy the benefit
retroactively provided an application for the super deduction is
made within the following three years.

Circular 64 expands the scope of the R&D super deduction in
accordance with China’s policy of promoting innovation and
should facilitate the utilization and integration of global quality
R&D resources by Chinese enterprises. With the
implementation of the incentive, enterprises can take a global
perspective when planning their R&D activities and manage
the allocation of domestic and overseas resources to obtain
both the maximum available tax benefits and improved R&D
efficiency.

More detailed guidance on specific aspects of the measures is
expected from relevant departments. Enterprises conducting
or planning to conduct cross-border contract R&D should
monitor the issuance of future guidance and consider
conducting a feasibility analysis and risk assessment of the
super deductions for qualifying R&D expenses, which may
include an analysis of the enterprise’s R&D expenses and
business model, and a review of contract terms.
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