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Tax incentives updated to boost the
integrated circuit and software sectors
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On 11 December 2020, the Ministry of Finance (MOF), the State Taxation
Administration (STA), the National Development and Reform Commission
(NDRC), and the Ministry of Industry and Information Technology (MIIT)
jointly issued Bulletin 45 announcing a new set of income tax incentives
to boost the integrated circuit (IC) and software sectors. Bulletin 45 is
retroactively effective from 1 January 2020; therefore, 2020 will be the
first year for qualifying companies to enjoy the new incentive.

Since 2000, China has introduced various income tax incentives to
support the IC and software industries. Such incentives include a "2+3 tax
holiday,” which is a two-year exemption followed by a three-year 50%
reduction (based on the statutory 25% rate resulting in an applicable tax
rate of 12.5%), as well as a "5+5 tax holiday" (i.e., a five-year exemption
followed by a five-year 50% reduction). In addition, certain enterprises
may qualify for reduced income tax rates of 15% or 10%.

For purposes of the development and transformation needs of the IC and
software industries, the government has been regularly reviewing and
updating these tax incentives. Bulletin 45 supersedes the previous rules
by amending the 2+3 and 545 tax holidays and adds new and more
generous tax incentives that include a 10-year tax exemption for
qualifying IC manufacturers. The details of Bulletin 45 are set forth
below.

IC manufacturing enterprises or projects



The following tax incentives apply to IC manufacturing enterprises or
projects:

e A 10-yearincome tax exemption, which applies to IC manufacturing
with a linewidth of 28 nanometres or less and an operating period
longer than 15 years;

e A 5+5 tax holiday, which applies to IC manufacturing with a linewidth
of 65 nanometres or less and an operating period longer than 15
years;

e A 2+3 tax holiday, which applies to IC manufacturing with a linewidth
of 130 nanometres or less and an operating period longer than 10
years; and

e A 10-year loss carry forward period (extended from five years under
the general rules), which applies to IC manufacturing with a linewidth
of 130 nanometres or less.

By March of each year, the NDRC and MIIT will provide the tax authorities
with a list of enterprises and projects whose status in the last year
qualifies for the incentives.

The relevant tax holiday begins from the first profit-making year (after
utilizing the relevant tax losses) for qualifying enterprises, or from the
first operating revenue-generating year for qualifying projects.

The 10-year loss carry forward period applies to losses incurred in the
five-year period prior to the year in which the enterprise's status qualifies
for the incentive and is included on the list.

IC value chain and software enterprises

Enterprises engaged in IC design, packaging, testing, or IC equipment and
materials manufacturing, as well as software enterprises, will be granted
a 2+3 tax holiday, which begins from the first profit-making year. The
incentive will be granted on a self-assessment basis, but subject to an
annual review by the NDRC and MIIT to determine whether the applicant
qualifies for the incentive. However, the relevant criteria that an
applicant must meet to qualify for the incentive has not been confirmed
and published yet.

Key IC design and software enterprises

Certain key IC design and software enterprises will be granted a five-year
income tax exemption beginning in the first profit-making year, with a
10% income tax rate thereafter. The NDRC and MIIT will provide an
annual list to the tax authorities of the key IC design and software
enterprises that qualify for the incentive.

The income tax incentive for key IC design and software enterprises is not
new. Previously, key IC design and software enterprises could enjoy a
10% income tax rate if the relevant taxable income was not tax exempt. It
remains unclear whether the criteria an applicant must meet to be
considered such an enterprise will be updated for Bulletin 45 purposes.



Elections where multiple tax holidays apply

If an enterprise qualifies for multiple tax holidays under Bulletin 45, such
enterprise only may elect for one to be applied.

Transitional arrangement

Where an enterprise or project qualifies for a tax holiday under Bulletin
45, but its first profit-making year (or first operating revenue-generating
year) was prior to 2020, the enterprise only may enjoy the remaining
period of the holiday as from 2020. For example, if an enterprise qualifies
for a 2+3 tax holiday, but its first profit-making year was 2017, the
enterprise may not retroactively apply the tax holiday for 2017, 2018, or
2019. Rather, it only may apply for the last two-year 50% reduction for
2020 and 2021.

Where a tax holiday for an enterprise or a project had begun prior to
2020 under prior rules, such tax holiday may continue until expiration.
For example, if an enterprise qualified for a 2+3 tax holiday that began in
2017, the enterprise may continuously apply the last two-year 50%
reduction for 2020 and 2021. In addition, if the enterprise qualifies for
any new tax holidays under Bulletin 45, the enterprise may elect to
forego the prior tax holiday and enjoy the new tax incentives for the
remaining period.

According to Bulletin 45, a reduced 15% income tax rate is no longer
available for 2020 and afterwards for enterprises engaged in IC
manufacturing with linewidth of 250 nanometres or less, and IC
manufacturing enterprises with an investment amount greater than CNY
8 billion.

Compared with previous rules, the tax incentives in Bulletin 45 have
wider coverage that include not only IC manufacturers but also other
enterprises in the value chain (e.g., businesses engaged in IC design,
packaging, and testing, as well as manufacturers of IC equipment and
materials).

It is also worth noting that some tax incentives have been introduced for
IC and software enterprises for the first time, including the 10-year tax
exemption and the loss carry forwards for qualifying IC manufacturers.

Affected IC and software enterprises should consider the following action
steps:

e Monitor future developments. It is still unknown how the list of
enterprises and projects eligible for the various tax incentives will be
developed. The government is expected to work with the relevant
industry associations to determine which companies and projects will
qualify for the incentives.

e Evaluate the impact. An IC or software enterprise may qualify for
multiple tax incentives under Bulletin 45. As such, these enterprises
should quantify the potential tax benefits based on their financial
forecast and determine which incentive they should elect. Also, some



enterprises already may enjoy tax holidays under the previous rules
and should assess whether they would qualify for the tax incentives
under Bulletin 45 and consider applying for the new tax incentives
instead.

e Enhance internal control. For enterprises that qualify for the tax
incentives under Bulletin 45, such enterprises should ensure their
internal control is sound and effective for tax management purposes.
For example, to qualify as a key IC design or software enterprise, it is
very likely that the government will set a minimum requirement for
the enterprise’s qualifying operating revenue. Therefore, the
enterprise should ensure its system can accurately track and capture
the revenue data (and ensure its technical position related to
revenue recognition is well accepted by the government authorities).
For IC manufacturing projects, the tax incentive only applies to
income attributable to the project; therefore, the taxpayer should
ensure such income is correctly computed and common costs and
expenditures are reasonably allocated among the projects that share
the costs and expenditures.
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