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Tax Newsflash
New Guidelines Issued for Recognition of
HNTE Status

On 22 June 2016, China's Ministry of Finance, State
Administration of Taxation and Ministry of Science and
Technology jointly issued revised guidelines for the recognition
of High-New Technology Enterprise (HNTE) status (
("Guidelines")). The Guidelines, which were
issued after an extensive consultation procedure, expand on the
criteria to qualify as an HNTE and the procedures for obtaining
HNTE status, which are contained in the revised administrative
measures issued on 29 January 2016 (
("Administrative Measures").

HNTE status is beneficial because qualifying companies are
subject to a 15% enterprise income tax, rather than the
standard 25% rate. The Guidelines and the Administrative
Measure apply retroactively as from 1 January 2016, and they
replace the previous guidance dating from 2008, which had
become outdated.

Rules Comments
Relevant periods:

* A company applying for HNTE status * The Guidelines provide
must be detailed definitions of the
which means that the enterprise relevant periods used in
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must have been incorporated for at
least 365 calendar days.
and

mean one fiscal year
before an application for HNTE status is
submitted.

means three continuous
fiscal years before an HNTE application
is submitted (not including the year in
which the application is filed).

means within 365 days
before the application (including the
year the application is made).

Intellectual property:

* Enterprises that do not own
are not
eligible for HNTE status.

* An assessment for HNTE status is
made based on the IP rights held by
the enterprise. Patents for inventions
(including national defense patents),
new varieties of plants, state-level
agricultural varieties, new state-level
medicines, state-level-1 protected
traditional Chinese medicines, exclusive
rights to layout-design of integrated
circuits, etc. are under ; and
new utility model patents, design
patents, software copyrights (excluding
trademarks) are under .

» IP rights that fall under Category II
may be used only once for the
application of HNTE status.

* If there is more than one owner of IP
during the application process and
during the period of HNTE status, the
IP may be used in the application only
by one of the owners.

* The validity of patents will be
determined based on the authorization
certificate/ notice received before the
application is made and

» Patent marks and patent numbers for
inventions, utility models, design
patents, and exclusive rights to layout-
designs of integrated circuits should be
able to be verified on the website of the
State Intellectual Property Office
(SIPO).
have national defense patent
certificates authorized by SIPO.

must be able to be
verified on the websites of New
Varieties of Plants Protection Office of
the Ministry of Agriculture/ State
Forestry Administration.

are those

approved by the State Agricultural

must

the standard for the
recognition of HNTEs.

* The description of the
"core proprietary IP right"
found in the 2008 rules is
eliminated. The Guidelines
clarify that the enterprise
must own IP rights to
qualify for HNTE status.
Specifically, "a global
exclusive license to use
the IP for at least five
years" is no longer
permitted.

* The categorization of IP
rights is newly added and
gives sets weights to
factors evaluated in
determining the innovative
capability of the
enterprise. The Guidelines
emphasize that IP rights
under Category II may be
used only once for an
HNTE status application.

* The Guidelines clarify
how to determine the
validity of patents and
provide the methods for
determining when there is
a national defense patent,
new varieties of plants,
state-level agricultural
varieties, new state-level
medicines, state-level-1
protected traditional
Chinese medicine.



Varieties Committee of the Ministry of
Agriculture.
must have a New Medicine Certificate
issued by the State Food and Drug
Administration.

must be
supported by a Protected Traditional
Chinese Medicine Certificate issued by
the State Food and Drug
Administration. Marks of software
copyrights (also called "copyright
marks") must be verified on the
website of Copyright Protection center
of the National Copyright
Administration.

High-New technology products/
services:

g are those
supported by the core IP owned by the
enterprise. The revenue from these
products/services must exceed 50% of
the revenue derived by all high-new
technology products/services of the
same periods.

. is gross income after
deducting nontaxable income.

Technical personnel:

. , including full and
part-time employees and temporary
personnel, must be directly engaged in
R&D and relevant technical innovation
activities, or specifically engaged in
management or technical services
relating to those activities. The
aggregate actual working period of
technical personnel must exceed 183
days.

* The total number of employees of the
current year and technical personnel
must be calculated based on

Monthly average headcount =
(headcount at the beginning of the
month + headcount at the end of the
month) + 2

Annual monthly average headcount =
the sum of the monthly average
headcount + 12

R&D activities and scope of R&D
expenses:

. includes
clinical trial fees for researching new
medicines, onsite expenditure incurred
for exploration and development
technologies, field experiment
expenditure, etc.

. is expenditure
excluded from the above expenditure,

* The Guidelines provide
definitions of the main
products/services and
emphasize the ownership
of core IP and the ratio of
revenue.

* The Guidelines clarify
how total revenue will be
calculated.

* The Guidelines
consolidate technical
personnel and R&D
personnel into a single
classification, "technical
personnel," and clarify
how head count is
determined.

* The Guidelines specify
that experiment
expenditure is included
within the scope of R&D
and the guidelines provide
more examples of "other
expenditure." The
proportion of other
expenditure is increased
from 10% to 20%.



but directly related to R&D activities,
including expenses for technical books
and materials, translations of materials,
expert consulting, insurance for R&D of
high-new technology, searches,
analyses, assessments, identification,
assessment and acceptance of R&D
achievements, applications,
registration, and agency fees for IP,
travel and conference expenses,
telecommunications, etc. The total
amount of other expenditure may not
exceed of the totalamount of R&D
expenses, unless otherwise provided by
different rules.

* R&D expenses incurred in China are
the total R&D expenses incurred by the
enterprise for internal R&D activities, as
well as

* The calculation of main operating
income and other operating income
must be based on the annual enterprise
income tax return.

Evaluation systems:

* The Guidelines provide for four
indicators that must be examined to
determine the innovative capabilities of
an enterprise: (1) the IP rights owned
by the enterprise; (2) the ability of the
enterprise to convert R&D into
productivity; (3) the ability of the
enterprise to organize and manage
R&D activities; and (4) the growth
capability

* Under the Law Promoting the
Converting of Technical Achievements,

are those with
practical value that are achieved as a
result of scientific research and
technical development, and include
patents, copyrights, layout-designs of
integrated circuits, etc.

means

conducting activities to improve
productivity levels, such as follow-up
experiments, development, application
and promotion of technical
achievements in order to develop new
products, technologies and materials.

includes converting by own
investments, transferring the technical
achievements to other parties,
permitting other parties to use the
technical achievements, converting the

* Expenditure incurred for
assigning responsibility to
individuals for R&D
activities are within the
scope of R&D expenses.

* The Guidelines clarify the
calculation of sales
income.

* The Guidelines use
qualitative and
quantitative evaluation
indicators (as opposed to
a single quantitative
evaluation). The scope
and rating of the four
indicators are new.

* The Guidelines clearly
define the term “technical
achievements” and what it
means to convert
technical achievements
into productivity, and the
methods for converting
technical achievements
are explained in detail.

* The evaluation of
organization and
management of R&D
activities is updated, and
is more comprehensive
and reasonable.

* The total asset growth
rate is replaced by the net
asset growth rate in the
evaluation of growth
capability.



technical achievements with other
parties under cooperative
arrangements, using technical
achievements to invest or convert
shares/ the investment ratio and other
methods determined by negotiation.

* Technical experts must be appointed
to make an assessment of capabilities
of the applicant to organize and
manage R&D and innovation activities,
and the Guidelines specify the
methodologies that must be used in
making this assessment. The following
must be examined: (1) the R&D
system, the accounting system for R&D
input and the ledger for R&D expenses;
(2) whether the enterprise has set up
an institution for carrying out internal
scientific and technical R&D, and has
the ability to conduct the R&D, and
whether it is collaborating with
domestic and international R&D
institutions; (3)

; and (4)
whether the enterprise provides

and has
and conducting
performance evaluations.

. , sales
income growth rate and other
indicators can be selected by financial
experts when evaluating the growth
capability of an enterprise.

The Guidelines increase the number of application documents
from five to eight.

The Guidelines clarify what must be included in the supporting
documents that constitute the basis for the evaluation of
innovation ability, and add the requirements that explanatory
documents relating to employees and technical personnel be
included. Additionally, the annual enterprise income tax returns
for the most recent three fiscal years (including main form and
appendix), must be included.

R&D expenses must be verified by reports issued by qualified
services firms (which may be composed of certified public
accountants (CPAs) or tax accountants (TAs)). Service firms
that fail to comply or that have engaged in serious misconduct
orincluded false information in their reports will not be
permitted to be involved in HNTE status recognition for three
years.



The Guidelines require that the number of CPAs and TAs for the
year who are used to support applications for HNTE status may
not be less than 30% of the annual monthly average headcount
of employees of the service firm (increased from "no less than
20%" in the 2008 guidelines).

The Guidelines clarify and revise the requirements for expert
reviewers and provide detailed rules for selecting expert
reviewers and define the scope of their duties.

The main clarifications/revisions are as follows:

e There must be both technical and financial experts, and
assessments will be made based on both technical and
financial indicators.

e The Guidelines specify detailed requirements for
selecting qualifying technical and financial experts.
There must be at least five expert reviewers for each
enterprise, and at least 60% of all reviewers must be
technical experts and there must be at least one
financial expert on the team.

e The number of alternate experts is reduced from five
times the number of expert reviewers to three times.

The Administrative Measures require the relevant national and
provincial government authorities to set up a mechanism to
conduct random inspections and examinations in order to
strengthen the supervision of HNTEs.

The Guidelines clarify the scope of supervision activities, which
include examinations for recognition, annual reports, any
relocations, etc. Post-recognition supervision clearly has been
enhanced.

The Guidelines clarify that enterprises recognized as HNTEs
before 1 January 2016 under the 2008 rules and that currently
benefit from HNTE status still are qualified and eligible to enjoy
the enterprise income tax benefits. For HNTEs that were
recognized under the 2008 rules, but whose status was revoked
and not permitted to reapply for HNTE status for five years, the
blackout period ended on 31 December 2015.

Comments

The Guidelines provide clear and practical guidance on the
administration of the recognition of HNTE status, but they
impose stricter requirements to qualify, emphasize the need for
IP ownership and innovation, and focus on strengthening the
connection between IP and high-new products/services. The
Guidelines also introduce reporting obligations on HNTEs. In
future, examinations of HNTEs will be more standardized.



Enterprises that intend to apply for HNTE status or that already
are enjoying the enterprise income tax benefits accorded to
HNTEs should be aware of the changes in the recognition
requirements and the stricter compliance requirements, and
should take the following actions:

e Re-evaluate whether they are eligible for HNTE status in
accordance with the Administrative Measures and
Guidelines, and understand the changes in the
stipulations regarding fields of high-new technologies, IP
ownership, high-new products/services, R&D expenses,
technical personnel, etc.

e Comply with the new requirement relating to
documentation, and improve the management of
documentation (related to the revenue of high-new
products/ services, IP rights, human resources, R&D
activities and expenditure, etc.)

e Establish orimprove risk control procedures, which shall
be able to help the enterprises review the HNTE status
recognition application and the eligibility of tax benefits
entitlement from angles of technology, legal, accounting
and tax, etc., to avoid compliance risks and be prepared
for any issues that may arise.

e Continue to monitorlocal administration practices
relating to implementation of the Guidelines, and obtain
professional assistance, as needed.

Deloitte's team of R&D and Government Incentives professionals
can assist enterprises with the following:

: maximizing the financial benefits of
applicable preferential policies.

: implementing necessary amendments to processes and
systems by leveraging Deloitte's proprietary tools, and transfer
knowledge by training.

: responding
appropriately to challenges and disputes using effective
communications approaches and leveraging rich experience
from prior cases.

: enhancing
corporate governance efficiency.

: assisting enterprises in investor
attraction, operations and exit strategies.

If you have any questions regarding preferential policies for

technology innovation, please contact members of the Deloitte
R&D and Government Incentive services team.
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