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Tax Newsflash

New Guidance Issued
to Stimulate
Technological Innovation
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China’s Ministry of Finance (MOF) and the State Administration of Taxation (SAT) jointly issued
two sets of guidance on 11 June 2015 (Caishui [2015] No. 62 and 63 (Circulars 62 and 63))
that contain tax incentives designed to stimulate technological innovation. Both circulars apply
retroactively as from 1 January 2015.

Circular 62

Circular 62 expands the scope of following preferential tax policies previously piloted in Beijing
Zhongguancun National Independent Innovation Demonstration Zone (NIIDZ) to all other
NIIDZs, He-Wu-Beng Independent Innovation Comprehensive Pilot Zone (in Anhui province)
and Mianyang Science and Technology City (in Sichuan province) (collectively, the "application
areas"); there are seven NIIDZs across the country: Beijing Zhongguancun, Chang-Zhu-Tan (in
Hunan province), Shanghai Zhangjiang, Shenzhen, South Jiangsu, Tianjin Binhai and Wuhan
Donghu (in Hubei province).

The incentives are as follows:

Deferred payment of individual income tax (IIT) on stock awards: Stock awards granted to
employees generally are subject to |IT at the time the awards are granted, with the taxable
amount calculated by reference to the fair market value of the stock awarded. For stock awards
granted by High-New Technology Enterprises (HNTES) registered in the application areas to
their qualifying technical employees, Circular 62 allows the IIT to be paid by installment over a
five-year period if the employee has difficulty in settling the tax liabilities immediately (subject to
the approval of the in-charge tax authorities).

Deferred payment of IIT on capitalization of undistributed profits or reserves: The conversion of
undistributed profits or reserves to capital generally is considered a dividend distribution and,
therefore, triggers a 20% IIT for individual shareholders. Where such a capitalization is made by
a small and medium sized High-New Technology Enterprise (SMHNTE) registered in an
application area, Circular 62 allows the IIT to be paid by installment over a five-year period if
the individual shareholder has difficulty in settling the tax liabilities immediately (subject to the
approval of the in-charge tax authorities).

The deferred payment option is not available where a SMHNTE is listed on a Chinese stock
exchange or quoted on the National Equities Exchange and Quotations.

Deduction granted to corporate partners of venture capital partnerships investing in unlisted
SMHNTESs: The Enterprise Income Tax (EIT) Law grants a deduction to venture capital
companies that invest in unlisted SMHNTESs, provided the investment has been held for at least
two years (i.e. 24 months). Qualifying venture capital companies may deduct 70% of the
investment amount from its taxable income.




Circular 62 expands the incentive to corporate partners in a venture capital limited partnership
registered in the application areas that invests in unlisted SMHNTEs. Since a partnership is not
a taxable entity itself, Circular 62 allows the deduction to "pass-through" to a corporate partner
and offset the taxable income allocated to the partner from the partnership. However, the
deduction must be calculated by multiplying 70% of the investment made by the partnership to
the SMHNTE by the investment ratio of the partner in the partnership.

Expanded scope of "technology transfer” for EIT incentive: The first RMB 5 million of income
derived by a Chinese resident company from a transfer of technology in a tax year is tax-
exempt, with the remainder subject to a 50% reduction in the EIT rate. The MOF and the SAT
have interpreted the term "technology transfer" to mean a transfer of "ownership" of or a
"worldwide exclusive licensed right to use, for a period of five years or more,” qualifying
technology. Circular 62 removes the words "worldwide exclusive licensed" suggesting that the
scope of a qualifying technology transfer is broadened for companies registered in the
application areas.

Circular 63

The general limit of deduction of employee education expenses is 2.5% of the total deductible
employee salaries and remuneration (with any excess available for carry forward to future
years), increased to 8% for High-New Technology Enterprises (HNTEs) in certain areas (e.qg.
Zhongguancun NIIDZ in Beijing). Circular 63 expands the scope of the 8% limit so that it
applies nationwide and now all HNTEs may apply the higher limit. This change makes HNTE
status more advantageous from a tax perspective, given that HNTEs already enjoy a reduced
enterprise income tax rate of 15% (rather than the statutory rate of 25%).

Relevant circulars:

Notice on Certain Issues Concerning Expanding the Application of Pilot Tax Policies in Zhongguancun
National Innovation Demonstration Zone (Caishui [2015] No.62) (Chinese version)

Notice on Deduction of Employee Education Expenses of High and New Technoloqy Enterprises for EIT
Purposes (Caishui [2015] No.63) (Chinese version)
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