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Tax Newsflash

Income Tax Incentives
Extended Nationwide
to Stimulate Technological Innovation

China’s Ministry of Finance (MOF) and State Administration of Taxation (SAT) jointly issued
guidance on 23 October 2015 (Caishui [2015] No. 116 (Circular 116)) that extends four income
tax incentives nationwide, with a view to stimulating technological innovation. These incentives
initially were piloted in the Beijing Zhongguancun National Independent Innovation
Demonstration Zone (NIIDZ), and then expanded 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, "pilot areas") from 1 January 2015 (see
Deloitte Tax Newsflash dated 29 June 2015). According to Circular 116, the enterprise income
tax (EIT) incentives apply as from 1 October 2015, and the individual income tax (lIT) incentives
will apply as from 1 January 2016.
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EIT Incentives

The EIT
law grants a deduction to venture capital companies that invest in unlisted SMHNTES, 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 the taxable income. An SMHNTE is
a high-new technology enterprise that meets the following requirements:

1) annual sales not exceeding RMB 200 million;
2) total assets not higher than RMB 200 million; and
3) no more than 500 employees.

Circular 116 expands the incentive to corporate partners in a venture capital limited
partnership, which is registered under Chinese partnership law, and which invests in unlisted
SMHNTES. Since a partnership is not a taxable entity, Circular 116 allows the deduction to
"pass-through” to a corporate partner; that partner may deduct the qualifying amount from that
partner's share of the taxable income of the partnership. The qualifying amount of the deduction
is calculated by multiplying 70% of the amount of the qualifying investment by the partnership in
the SMHNTE by the share of investment in the partnership attributable to that partner.

This incentive generally is believed to be designed to benefit resident enterprises that invest in
SMHNTES through Chinese venture capital limited partnerships. In view of the limited guidance
currently available in relation to the tax treatment of nonresident enterprise partners of Chinese
limited partnerships, it is unclear whether the incentive will be available to nonresident
enterprise partners of such partnerships.

Under the EIT law, the first RMB 5 million of
income derived in respect of a tax year by a Chinese resident company from the transfer of
technology is tax-exempt, with the remainder subject to a 50% reduction in the EIT rate. For
resident enterprises registered outside the piloted areas, the term "technology transfer" means
a transfer of ownership of qualifying technology, or a worldwide exclusive licence of the right to
use qualifying technology for a period of five years or more. Circular 116 revises the
interpretation of the term “technology transfer” to include a transfer of a "non-exclusive" licence
of the right to use qualifying technology for more than five years.

We would note, however, that based on guidance issued by the MOF/SAT in 2010, this
incentive is not available in respect of a technology transfer between two parties, which are
related through a direct or indirect 100% shareholding relationship.



IIT Incentives

The
conversion by an enterprise of its undistributed profits or reserves to capital generally is
considered a dividend distribution by that enterprise to its shareholders, thereby resulting in
individual shareholders being subject to IIT at the rate of 20% in respect of the amount of that
dividend distribution. Where such a capitalization of undistributed profits or reserves is made by
an SMHNTE, Circular 116 allows the IIT to be paid by installment over a five-year period if the
individual shareholder is unable to settle his/her tax liabilities immediately.

Although not subject to pre-approval, the taxpayer must report the relevant information to the
tax authorities.

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

According to the IIT law and relevant regulations,
stock awards granted to employees generally are subject to IIT as "wages and salaries." For
stock awards granted by High-New Technology Enterprises (HNTES) to their qualifying
technical employees, Circular 116 allows the IIT to be paid by installment over a five-year
period if the employee is unable to settle his/her tax liability immediately. The deferred IIT
payment option is not available to a stock award plan designed to cover all employees.

Although not subject to pre-approval, the taxpayer must report the relevant information to the
tax authorities.

Circular 116 allows the IIT on the stock award to be calculated by reference to a preferential
policy available for employee stock options offered by listed companies, where the taxable
income is divided by the "number of stipulated months" (i.e. number of months in the vesting
period, capped at 12) to determine the applicable tax bracket. It appears that Circular 116
should be applied to stock awards with a vesting period; it is unclear whether and how Circular
116 could be applied to a stock award plan without a vesting period.

Relevant circular:
Notice to Extend Relevant Tax Policies Piloted in National Independent Innovation Demonstration Zones to
Nationwide (Caishui [2015] No0.116) (Chinese version)
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