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Taxation of Stock Compensation on Foreign Nationals during PRC Assignment
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Part One - Legal references
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The PRC legal authority regarding the taxation of stock compensation is set out below
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Double Tax Agreement concluded between China and other countries (regions).

e NRIEA EAS N siik — 4 Ak (2006 )

The PRC Individual Income Tax Law, promulgated by the National People’s

Congress and effective as from January 1, 2006
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® Implementation Regulations of the PRC Individual Income Tax Law,
promulgated by the State Council and effective as from March 1, 2008

o [EXBIFLEIHLL “EBA” B AAN R TR LA F iR 5]

® Administrative rules Guo Shui Fa (GSF) made by State Administration of
Taxation (SAT), setting out details of the tax laws and regulations: [E#i % GSF
(1998) 009, [EFik GSF (1999) 241, HE ik GSF (2005) 009, EHik GSF
(2005) 205

® [EXBISEJTLL “HEBIR” RN N JB 55 LI KA A R«

® Administrative notices Guo Shui Han (GSH) given by State Administration of
Taxation (SAT) in reply to the specific cases put forward by a lower level of the
tax administration: [EFis& GSH (1990) 345, [ Fipk GSH (2000) 190, i
GSH (2005) 130, [EFie% GSH (2005) 482, [E £k GSH (2006) 866, E #ief
GSH (2006) 902, [E i % GSH (2007) 1030, [EFiek GSH (2009) 285, [E £k
GSH (2009) 461
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®  Administrative rules Cai Shui (CS) jointly made by the Ministry of Finance

(MOF) and the State Administration of Taxation (SAT): 14 #4 Cai Shui (2005)

035, JU#i Cai Shui (2005) 102, Ji##i Cai Shui (2005) 107, Ji##i Cai Shui (2009)

005, T4 F Cai Shui (2009) 040
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Part Two — Taxation on stock options
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The point of time for the income tax obligation to arise
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The PRC individual income tax rules provide that if the stock option is granted
unconditionally and is vested immediately, then the income tax obligation will arise in
the month on which the grant day falls. Where the stock option is granted subject to a
vesting period, then the income tax obligation will arise in the month on which the
exercise day falls.
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Questions and answers
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Q(1): The stock option is granted prior to the assignment in China, vested and
exercised while the employee is working in China under the assignment contract.
How is the employee’s tax position?
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A(1): Since the employee cannot exercise the stock option right at the grant day until
after the vesting period is over, the obligation for individual income tax arises from
the exercise day. The tax liability is computed with reference to two relevant periods.



The first period is from the day of the commencement of the PRC assignment to the
day the employee exercises the option (from point a to point e). The second period is
from the day of the grant to the day the stock is vested to the employee (from point g
to point v). The amount of taxable income is ascertained by reference to the gain from
the stock option as adjusted as per the ratio between the number of days in the 1%
period and the total number of days in 2" period (from the grant day to the vest day).
That is, taxable income = [gain from stock option x number of days worked in China /
total number of day in the period from the grant day to the vest day].
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Note that the obligation for individual income tax arises from the exercise day. That is
a tax on an unrealized gain. Therefore, to ease the employee’s liquidation problem, the
PRC IIT law provides that subject to the approval by the in-charge tax bureau, the
employee can pay the tax by installments over a period not exceeding 6 months
commencing from the exercise day. See article 2 in the document Cai Shui (2009) 040
jointly issued by the PRC SAT and the Ministry of Finance.
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Q(2): The stock option is granted prior to the assignment in China, and is
vested while the employee is working in China, but is not exercised until after the
employee leaves China;
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A(2): If the employee exercises the option until after the PRC assignment, then the
answer to this question depends on whether the employee’s salary is paid or borne by
an entity in China. If it is paid or borne by an entity in China, the gain from the stock



option has a PRC source and is taxable in proportion to ratio the number of days the
employee works in China (from a to b) to the total number of days of the vesting
period (from g to v). If not, then the gain from stock option is exempted from
individual income tax in China.
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Q(3): The stock option is granted, vested, and is exercised while the employee is
working in China under the PRC assignment contract. How is the employee’s tax
position?
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A(3): If the stock option is granted, vested and is exercised while the employee is
working in China, then the gain is wholly taxable in China. The income tax obligation
arises in the month on which the exercise day falls.
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Q(4): The stock option is granted and vested while the employee is working in
China, but is not exercised until after the employee leaves China. How is his tax
position?
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A(4): If the employee exercises the option until after the PRC assignment, then the
answer to this question depends on whether the employee’s salary is paid or borne by
an entity in China. If it is, then the gain is considered to have a PRC source and is
taxable in China. If not, then it is exempted from individual income tax in China.
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Q(5): The stock is granted while the employee is in China and vested after the
employee departs from China. How is the tax position?
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A(5): Except that the stock option right is granted unconditionally and vested
immediately upon the grant day, the stock option granting does not give rise to PRC
individual income tax liability for the employee. The PRC individual income tax law
only imposes tax on the employee on the day when he exercises the option right either
to assign the right or to acquire the stock.
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Part Three — Taxation on stock appreciation rights
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In respect of the stock option plan, after the employee exercising the stock option



right and having acquired the stock, the employee can realize the value of the stock by
selling the stock in the market. The investors in the market pay the employee if he/she
sells the stock but the stock option plan will result in a dilution of the equity interest
of the original stockholders. In respect of the stock appreciation right plan, the plan
will not dilute the equity interests. However the Company needs to pay the employee
if the employee wishes to realize the gain from the SAR by exercising the rights. The
company will have less cash after paying the employee.
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To the PRC assignment, the time for the PRC income tax obligation arising from the
exercise of SAR falls on the same day as that for the exercises of the stock option
rights.
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Part Four - Tax treatment of stock related income
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(1) An illustrative example of taxation on stock option
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An employee who already works with a wholly foreign owned enterprise on an
international assignment for 24 months is granted stock option right and gets vested
unconditionally. He later exercises the stock option right. Due to the fact that the
agreed upon acquisition price for the stock at the grant day is lower than the market
price at the exercise day, the paper gain from exercising the stock option is
RMB52,000. The liability for the PRC Individual Income Tax is computed as below:

ER AR DL 12, SRJERE AT IR EOM B (N NS ARRiR), MR RIS gh
R SR AR . R 1% A THEATMOARBGIER %, ke TAEC2H 24
AL ABFERE K B A B T DL 12,

Dividing the value of the gain by 12 months, then the quotient is used to determine
the applicable tax rate and quick deduction from the table given below. Note that the
maximum number of months is limited to 12 only even if the employee works for 24
months at the time of exercising the option right.



RMB52,000/ 12 = RMB4,333.33

MBS AR = AT RBUERTS (SR ARMERIERED = RMB52,000
Taxable income = gain from exercising option (No standard deduction) = RMB52,000
RINBIA = NANEIFTAE X Bl - EEAIRREL

[T payable = taxable income X tax rate - quick deduction

= RMB52,000 x 15% - 125

= RMB7,675
IR EZ B B R ERK (1994) 89 S ik, WIREUSHI R AU 4333,
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Note that since the quotient is 4,333,33, the applicable tax rate and quick deduction is
15% and 125 respectively from the table provided under the administrative rule GSF
(1994) 089 issued by the State Administration of Taxation.

Employee bears tax |[Employer bears tax ~ [Tax rate Quick deduction
A TR EK A AAEBIEK S AT FR AL

1  |Lessthan/bF 500 |Lessthan /> 475 5% 0

2 |501-2,000 476 — 1,825 10% 25

3  |2,001- 5,000 1,826 — 4,375 15% 125

4 15,001 - 20,000 4,375 - 16,375 20% 375

5 |20,001 -40,000 16,376 — 31,375 25% 1,375

6 |40,000 - 60,000 31,376 — 45,375 30% 3,375

7 160,001 - 80,000 48,376 — 58,375 35% 6,375

8 (80,001 — 100,000 58,376 — 70,375 40% 10,375

9 |Over it 100,000 |Over Hiit 70,375  |45% 15,375
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® Note that since 1% Sept 2011, the number of income brackets has been reduced

from9to 7.
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(2) Taxation on assignment of stock option right
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The income from the assignment of stock option right is taxable in the same way as
salary income. For example, where the employee assigns the right while working in



China, the gain shall be ascertained taking into account the respective number of days
the employee works in China and the home country during the period between the
grant day and the exercise day.
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(3) Taxation on dividend
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Subject to the provisions in the bilateral double tax agreement, dividend income is
taxed at a flat rate of 10% on gross income without any deduction.
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(4) Taxation on gains arising from the disposal of stock
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Where the employee, after exercising the option right, sells the stock for a profit, the
income from the disposal of the stock will be taxed at a flat rate of 10% on the gain.
The gain is ascertained by reference to the difference between the market price at the
disposal day and market price at the exercise day.



