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Tax Newsflash

SAT Clarifies New IIT
Incentives for Qualifying

Employees and
Shareholders of HNTES

China's Ministry of Finance and the State Administration of Taxation (SAT) issued guidance on
23 October 2015 (Circular 116%) that extends two individual income tax (lIT) incentives
nationwide as from 1 January 2016, with a view to stimulating technological innovation. The
incentives, which currently are available only in National Innovation Demonstration Zones, will
allow a deferred IIT payment for qualifying employees and individual shareholders of “high-new
technology enterprises” (HNTESs) for stock awards or the capitalization of undistributed
profits/reserves. The SAT issued Bulletin 80 on 16 November 2015 to provide additional
guidance on the calculation of taxable income/tax and administration issues of the incentives.2
Bulletin 80 also will apply as from 1 January 2016.

Circular 116 will allow the IIT to be paid by installment over a five-year period if the relevant
individual taxpayer is unable to settle his/her tax liabilities immediately in either of the following
two situations:



e Stock awards are granted to qualifying employees by an employer with HNTE status; or

e A qualifying small or medium-sized HNTE (SMHNTE) converts its undistributed profits or
reserves (including capital surplus) to capital (such a conversion generally is considered
a dividend distribution by that enterprise to its shareholders for lIT purposes).

Highlights of Bulletin 80

Stock awards

Taxable income: The taxable income from stock awards granted to qualifying employees by
HNTEs will be determined based on the fair market value (FMV) of the stock on the date of the
grant:

e For listed HNTEs, FMV refers to the stock's closing price on the grant date, or the last
trading date if the grant date is not a trading day; and
e For unlisted HNTEs, FMV refers to the assessed value by using the following methods
(in the following order):
- Net asset method, i.e. the FMV assessed by reference to the net asset value in
proportion to the shares;
- Comparable method, i.e. the FMV assessed by reference to the reasonable price
of comparable stock sales in a recent period; or
- Other reasonable method, as agreed upon by the tax authorities.

Tax calculation: Circular 116 will allow the IIT on stock awards to be calculated by reference to
the preferential method available for employee stock options offered by listed companies,
where the income may be divided by the "number of stipulated months" to determine the
applicable tax bracket. When using this method to calculate the IIT on stock awards, Bulletin 80
clarifies that the number of stipulated months refers to the number of the employee's actual
working months for the HNTE enterprise, capped at 12 months.

Capitalization of undistributed profits or reserves

Bulletin 80 emphasizes that the deferred payment option for the capitalization of undistributed
profits or reserves may be applied only where the SMHNTE is unlisted and its stock is not
guoted on the National Equities Exchange and Quotations.

Bulletin 80 confirms that companies that do not fulfill the conditions above must withhold the
relevant IIT in a timely manner when the capitalization was made.



Tax reporting and withholding obligations

Qualifying enterprises and individuals have discretion to determine an installment payment
plan, although the plan must be reported to the tax authorities within 15 days of the month
following the month in which the stock awards were granted, or the capitalization was made.
The following documentation also must be reported:

e HNTE certificate of the enterprise;

e Relevant resolution of the shareholding meeting or the board of directors;

e Reporting form for IIT installment payments (Reporting Form);

e Information on the relevant technology-related activities and achievements by qualifying
employees, the stock awards plan, the stock price and the latest financial statements (for
stock awards only); and

e Financial statements for the last year and the month in which the capitalization was
made, and information on the capitalization (for capitalization of undistributed profits or
reserves only).

The Reporting Form must be updated and resubmitted if the individual taxpayer subsequently
makes any change to the original installment payment plan.

Bulletin 80 also suggests that, where the relevant individual has applied to make deferred IIT
payments and then derives cash proceeds from dividend declarations or the sale of the
relevant stock/shares, the relevant enterprise must withhold any outstanding IIT from the
proceeds and file a return with the tax authorities within 15 days following the month in which
the event occurred.

Bulletin 80 offers clear guidance on the deferred IIT payments provided for in Circular 116, and
the corresponding reporting and withholding requirements to claim the incentives.

Before the issuance of Circular 116 and Bulletin 80, limited IIT incentives were offered to
unlisted companies in terms of stock awards. The new rules provide an opportunity for qualified
HNTEs and individuals to enjoy preferential tax treatment.

Companies that potentially may benefit from the tax incentives should conduct an internal
assessment or seek professional advice on how to qualify for the incentives, and comply with
the reporting and withholding requirements.



Notes:

1 See Deloitte Tax Newsflash on Circular 116

2See Bulletin on Administration Issues for Individual Income Tax on Stock Awards and Capitalizations
(Bulletin of the State Administration of Taxation [2015] No. 80) (Chinese version)
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