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Officials of State Administration of Taxation Elaborated on Highlights in the
Implementation Regulations of PRC Enterprise Income Tax Law
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It has been a 13-year journey from the preliminary work in 1994 to the passing of the
PRC Enterprise Income Tax Law (referred to as “the EIT Law” hereafter) on 16th
March 2007, which marked the completion of the unification of two tax systems for
domestically funded and foreign funded enterprises in China. It is a system innovation
in the process of building socialism and a harmonized society within the country. To
reap the benefits of the new tax system depends very much on its implementation in
an effective manner. A few days ago, the State Council announced the long-awaited
Implementation Regulations of the PRC EIT Law (referred to as “the Implementation
Regulations” hereafter), which is to come into play with the implementation of the
EIT Law. To enable the taxpayers and the tax administrators to better understand and
follow the spirit inside the Implementation Regulations, the reporter interviewed the
officials in charge of the State Administration of Taxation on certain questions about
the Implementation Regulations.

R BL55 SR RATTNE R, (R4 A, E00n 7AiM
o Aia by BPUEER AR BRI RS BAINE SR
RIRTHR T KRBT BN T A BB A AN (S4B, PRBLBERIN
HEANE. (SIS EEiELutinsl. LUt EIVHE O, RBUESK
BEATAIL, AOLBERIARAYE. BeAh,  CSRtigepl) PR SOLAESE T 1H bridsT
PTG RO (1 A B 7 A0 BB e AR e, AL 17 [ B 53 910 AN B PR i
WETE

The officials in charge made the remarks that the drafting of the Implementation
Regulations followed the principles of legality, practicality, global convergence,
conservatism, and easy operability. The drafts have brought the existing tax policy
into the contents of the Implementation Regulations and demonstrated the continuity
of the tax policies, without stepping outside the scope of the EIT Law. The
Implementation Regulations give details to the EIT Law taking into account the
economic activities and the latest development of the economic systems, and this has
demonstrated the scientific properties of the current policies. In addition, the drafting
committee borrowed the prevailing international income tax policies and learned from



the experiences of international tax reforms. The Implementation Regulations have
embodied international custom and shows the forward-lookingness of the tax policies.
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According to the officials in charge, the Implementation Regulations contain 8
chapters with 133 clauses, mainly giving details to the provisions in the EIT Law. The
officials in charge gave detailed elaborations on certain key policies and designs in
the EIT Law.
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The definition of actual management organization is to protect tax sovereignty.
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To share the international experiences, the EIT Law expressly lays down the legal
person income tax system, adopting the defined concept of resident and non-resident
enterprises.
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The key to define the taxpayer under the legal person income tax system is the
criteria for resident enterprises and non-resident enterprises. The EIT Law uses the
place of incorporation and actual management organization as the criteria to
determine the resident and non-resident enterprises. It is easier to understand and
apprehend place of incorporation but it is difficult to understand the criteria for place
of actual management. How is the place of actual management determined in the
Implementation Regulations and what are the relevant considerations?
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The officials in charge made the remarks that from the experiences of international
practices in recent decades, the place of actual management is in general the place
where the enterprise carries on its daily production and business activities. From a
legal perspective, it also includes the place where important business decisions are



made. From an administrative perspective, the tax law only lays down the principle or
does not lay down anything, leaving the detailed rules to be developed from decided
tax cases. To protect tax sovereignty and the willful tax evasion, the Implementation
Regulations have expanded the scope for place of actual management and provide that
it is the place where the enterprise exercises actual and overall management and
control over its production, staff, books of accounts and assets. That helps the issue of
administrative decisions later with reference to the actual situations of the enterprises,
better protect the tax sovereignty of our country. Detailed criteria can be developed by
issuing ministerial rules from the practices in tax collections and administrations.
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Budgeted fiscal appropriation is non-taxable income
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The EIT Law introduces the concept of non-taxable income. Fiscal appropriation is
one of the three items of non-taxable income. What about the various types of
subsidies enterprises receive from local governments at the provincial levels or below?
How is it provided under the Implementation Regulations?
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The officials in charge remarked that the fiscal appropriation, defined as non-taxable
income under the Implementation Regulations, is the funds appropriated to the
institutions, social bodies and organizations administered under the budget of the local
governments, with the exceptions that the State Council, the Ministry of Finance and
the State Administration of Taxation provide otherwise. That in general excludes the
subsidies and the rebates of local taxes that the enterprise receives from various local
governments, and narrows down the scope for fiscal appropriations as an item of non-
taxable income. The main considerations for these are (i) the various types of
subsidies that the enterprise receives not only include exemption and reduction of
turnover taxes, but also include special subsidies for the enterprises to carry on
designated activities, both resulting in the increase in net assets and economic benefits
flowing in, thus the imposition of income tax being lawful; (ii) the imposition of
income tax on the enterprises that receive subsidies from local governments strength



the administration of tax exemption and reduction since the local governments offer
various types of tax exemption and reduction in disguise in luring inbound
investments, resulting in the erosion of the tax base at the national level; and (iii) the
existing legal rules on accounting for government subsidies classify government
subsidies as non-operating revenue. That tax rules should be consistent with the
accounting rules on government subsidies.
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Deduction of reasonable wages and salaries before tax
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The EIT Law unifies the deduction of actual payments for various items of expenses,
and provides that enterprises can claim deductions of actual and reasonable cost and
expense before tax. The Implementation Regulations make specific provisions for the
items to be deducted and the criteria for deduction before taxes.
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According to the officials, in respect of deduction of wages and salaries, the
Implementation Regulations provide that actual and reasonable wages and salaries can
be deducted from income. It means that scrapping the limited deduction of wages and
salaries for domestically funded enterprises in the past years relieve them of the tax
burden. The amount of deducted wages and salaries must be reasonable. Obviously
unreasonable amount is not deductible. To the employees in general, the
remunerations that the enterprise pays should be considered to be reasonable. There
may be exceptions. Where the shareholders and their close relatives work as the
employees in the company, the payment of excessive wages and salaries is the
distribution of dividends in disguise. Alternatively the wages and salaries of the
management working for the state owned enterprises are raised in breach of the rules
of the departments for the supervision and administration of state owned assets. All
these complicated cases relating to wages and salaries will erode the tax base of the
enterprise income tax. To strengthen the administration over tax bases, the
Implementation Regulations add the qualification “reasonable” to wages and salaries.
The official revealed that the State Administration of Taxation shall issue the



“Administrative Measures for the Deduction of Wages” to clarify what is considered
to be “reasonable” wages and salaries in the Implementation Regulations.
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60% of the incurred business entertainment expenses are deductible, not exceeding
0.5% on the sales (business) turnover for current year
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The Implementation Regulations provide that 60% of the business entertainment
expenses incurred in connection with production and business activities shall be
deductible from income, but the maximum amount shall not exceed 0.5% of the sales
(business) turnover for the current year. What are the policy considerations lying
behind this rule?
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The official said that the amount of business entertainment expenses is a mix of
corporate entertainment and personal consumption. Among them, the personal
consumption falls under non-business expenses that should not be deducted before tax.
Therefore, there is a requirement to limit the amount of business entertainment to a
certain percentage. However, it is difficult to distinguish between business
entertainment and personal consumption. The international practice is to arbitrarily set
a relative percentage between the two. In Italy 30% of the business entertainment
expenses is deductible before tax. In Canada, the amount is 80%. In the US and New
Zealand, the amount is 50%. Taking into consideration of international practices and
the existing practice of limiting the deduction of business entertainment to a
percentage of the sales amount, we combine the two practices as per experts’
recommendations on the adoption of a strict policy: business entertainment is subject
to a 60% deduction and not exceeding 0.5% of the sales amount (business turnover)
for the current year.
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Limiting the deduction of advising expenses to 15% on sales revenue, and remaining
amount being carried over for deduction in future years
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The Implementation Regulations consider the combined amount of advertising
expenses and business promotion expenses, and provide that the amount of deductible
advertising and promotion expenses shall not exceed 15% of the sales amount
(business turnover), except for the provisions of the Ministry of Finance and the State
Administration of Taxation to the contrary. The amount exceeding the prescribed 15%
can be carried over to future tax years for deduction.
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The officials in charge explained that advertising expenses that possess the properties
of one-off payment of a large sum and benefit the enterprise for a long period of time
should be regarded as a capitalized payment and cannot be deducted in whole in the
current tax year. Business promotion has similar properties and should be subject to
limits on deduction. The Implementation Regulations permit the deduction of
advertising and promotion expenses up to 15% of the sales amount (business
turnover), and that the portion in excess of the 15% can be carried over to future tax
years for deduction. The administration has given due consideration to the advertising
and business promotion expenses in some industry sectors that require specific
measures to be adopted. In the light of expert opinions and views from relevant
departments, the qualification “except for the provisions of the Ministry of Finance
and the State Administration of Taxation to the contrary” has been included in the
Implementation Regulations with a view to making ministerial rules on the deduction
of advertising and business promotion expenses for different industry sectors, in
accordance with the provision for the delegation of rule making power in the EIT Law.
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Indirect credit helps Chinese enterprises “go abroad”
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In accordance with the EIT Law, the corporate income tax the resident enterprises
bear indirectly on the dividend and bonus issues from equity investment outside China
is eligible for indirect credit. The Implementation Regulations provide that the



resident enterprise should hold 20% controlling interest in the equity of the foreign
company. What are the policy considerations on this?
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The officials said that the PRC EIT law retains the direct credit for tax paid on
dividends and bonus issues at the shareholder level and it also introduces the indirect
credit for tax on profits earned at the company level out of which the dividends and
bonus issued are paid. The adoption of direct and indirect credits gives a helping hand
to Chinese resident enterprises going international and increases their competitiveness
in international market. From the perspective of international practices, indirect credit
are given on condition that resident enterprises should have actual equity investments
in foreign companies. In accordance with the tax laws in the US, Canada, the UK,
Australia, and Mexico, resident enterprises holding 10% or more voting rights in the
equity investment in foreign companies are eligible for indirect credit. The tax law
requires the equity interest in foreign companies to be 25% for Japanese and Spain
investors. It is the first time the PRC EIT law adopts the indirect credit method. The
Implementation Regulations provide that the equity interest in foreign companies is
20% for resident enterprises to receive the indirect credit.
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New and high technology enterprises by industry sectors
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In the light of the requirement for national economic and social development,
successful international experiences and the requirement for simple tax system, broad
tax bases, low tax rates, and stringent tax collections and administration, the PRC EIT
Law adjusts and integrates the tax preferential policies for both domestically and
foreign funded enterprises, and gives effect to changes in two dimensions: the tax
policy changes from region-specific preferences to industry-specific preferences,
which is to be supplemented by regional tax preferences; the form of tax preferential
treatment changes from direct tax exemption and reduction to direct tax exemption
and reduction, which is to be combined with reduction in tax bases for indirect taxes.



The Implementation Regulations make clarifications on the scope, the conditions, and
the recognition criteria for tax preferential treatments as laid down in the EIT Law.
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The officials in charge said that there are three important issues in the recognition of
new and hi-tech enterprises. The first is the scope of new and hi-technology
enterprises. The Implementation Regulations change the classification of new and
high technology by products to classification of the new and high technology by
sectors. The Implementation Regulations provide that the products (services) of new
and hi-tech enterprises should fall under the scope of <the new and hi-technology
industry sectors that receive prior supports from the State> so that it can avoid the
problems that product listing and coverage under existing policies are too narrow and
that the existing policy is not forward looking. The second issue is the recognition
criteria. The Implementation Regulations provide those criteria in principle: the
amount of research and development as a percentage to sales; the sales revenue of
new and hi-tech products (or services) as a percentage of total revenue; the ratio of
employees who possess technical qualifications to the total number of employees in
the company, and other conditions to be met. The Ministry of Science and
Technology, the Ministry of Finance, and the State Administration of Taxation shall
formulate policies on this and give the detailed benchmarks with the flexibility to
make adjustments for later development.
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The third issue is the core proprietary IP rights. The Implementation Regulations lay
down the primary requirement for getting recognized as new and high technology
enterprises is the ownership in “proprietary IP rights”. In view of the fact that there is
no official definition of “proprietary IP rights”, the inclusion of trademark rights,
exterior design, copyright that may not have bearing on the core technological
competitiveness of the enterprise into the “proprietary IP rights” will make the scope
too wide. The Implementation Regulations finally adopt the “core proprietary IP
rights” as one of the criteria for getting recognized to be new and hi-tech enterprises.



It is relatively easy to operate and has pointed out the direction for technological
innovation. The key point is the IP rights that the enterprise owns and that give core
technical support to the main products and services of the enterprise.
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Annual taxable income of small and low profit-making enterprise not exceeding
RMB300,000
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The Implementation Regulations give the amount of annual taxable income, the
number of employees and the amount of total assets as the benchmark for small
profit-making enterprises. Specifically for production enterprises, the annual taxable
income shall not exceed RMB300,000, total number of employees shall not exceed
100, and the total asset amount shall not exceed RMB 30 million; for non-production
enterprises, the annual taxable income shall not exceed RMB300,000, the number of
employees shall not exceed 80, and the total amount of assets shall not exceed RMB
10 million. The scope of the tax concession is larger and the magnitude of tax
concession is higher than that as given under the old tax law for domestically funded
enterprises.
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The officials said that the dividing line that the annual taxable income is RMB300,000
drawn under the Implementation Regulations results from careful testing. About 40%
of the enterprises shall be taxed at 20% given that this benchmark is adopted.
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The business profits that non-profit making organizations earn are taxable
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The PRC EIT Law provides that the income of qualified non-profit making
organizations is exempted from tax. Article 85 of the Implementation Regulations
provides that the income of the qualified non-profit making organizations excludes
the income derived from profit-making activities of the non-profit making
organization. Why is it?
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The officials in charge said countries all over the world make a distinction between
profit-making and non-profit making activities and give tax preference to non-profit
making activities. The relevant legal rules in China provide that non-profit making
organizations cannot carry out profit-making activities. To regulate these
organizations and plug the loophole that may arise from the profit making activities
carried out by these tax-exempt organizations, the Implementation Regulations
expressly provide that the income derived from the profit-making activities would not
be exempted from tax. Where some non-profit making organizations derive income
from profit-making activities and use them in whole for charitable events, that should
be primarily encouraged under the national policies. Therefore, the Implementation
Regulations include the qualification “except for the provision of the Ministry of
Finance and the State Administration of Taxation to the contrary”.
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Dividend and bonus issue derived from investment over 12 months being exempted
from tax
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The PRC EIT Law provides that dividends, bonus issues and income from equity
investment are tax-exempt income if they are distributed by resident enterprises that
satisfy prescribed conditions. What are differences between the conditions to be met
by the resident enterprises and the provisions on the taxation of dividends and bonus
issues in the old tax law for domestically funded enterprises? What are the policy
considerations?
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The officials in charge said that the exemption of income tax on dividend and bonus
issues that are distributed among resident enterprises is to eliminate double taxation.
Under the old tax regulations for domestically funded enterprises, the distribution of
dividends from an enterprise that pays tax at a lower rate to an enterprise that pays tax
at a higher rate attracts additional taxes for the high-tax enterprise on the rate
differences. In order to make the tax preferential treatment available to enterprises
created in the development of the Western region, the new and high technology
enterprises, and the small and low profit-making enterprises, the new EIT Law scraps
the practice of imposing additional tax on the rate difference and exempts the income
tax on dividend and bonus issues that are distributed by unlisted companies and listed
companies, of which the ownership in the investment in the listed companies is over
12 months. To encourage direct investment in production and business activities, the
stock speculations in the secondary capital market that is characterized by short-term
ownership (less than 12 months) without the primary objective of receiving dividends
and bonus issues should not become targets for tax preferential treatments.
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The tax exemption and reduction commencing in the year the first sales transaction is
reported
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The Implementation Regulations provide that enterprises deriving income from the
investment in projects of public basic infrastructure that receive primary support from
the state shall enjoy tax preferential treatment in the form of “three years’ tax
exemption and three years’ tax reduction”, commencing from the tax year in which
the first sales transaction for the project is reported. The old tax law for foreign
invested enterprises provided that the year for tax exemption and reduction
commences from the first profit-making year. The EIT Law has changed the previous
practice from the first profit-making year to the year the first sales transaction occurs.
What is the reason for this?
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The officials in charge said that the old tax law for foreign invested enterprises
adopted the first profit-making year as the year in which the tax exemption and
reduction period commenced. That would in practice encourage the postponement of
the first profit-making year to avoid paying taxes and made the tax collection and
administration a difficult job. The Implementation Regulations adopt a new method
under which the tax exemption and reduction commence from the year in which the
first sales transaction is recorded. On one hand, this policy change can avoid the
practices by the foreign invested enterprises of putting off the first profit-making year
to later years. On the other hand, this policy change can address the issue that the
investment scale is big with long period of construction. It is more realistic to the
situation under which the domestically funded enterprises receive tax preferences
from the date of incorporation. It also encourages the enterprises to shorten the
construction period, make the project profitable at the earliest possible moment and
improve the return on investment.

R AR R mi Ak S A T B
Tax adjustment to strengthen the anti-tax avoidance measures

AR AV P A3 BEAT SRr ) GBI B, A s [ B BORER 228, (S it
ZA51) R IRIRAT S PRI T« RIBOV A5 IR A 770, AT AT By J )L TRZT &
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—RCRER A K, A SO AMIE AR ISR S S T TR T W RLE .

To comply with the relevant provisions on special tax adjustments in the EIT Law and
learn from international experiences, the Implementation Regulations expressly lay
down provisions for the related parties or associated enterprises in the transactions
with related parties, the adjustment methods for related party transactions, the
principle of arm’s length transactions, advanced pricing agreements, the obligations
for providing information, collecting taxes as per prescribed profit margins,

preventing the use of controlled foreign corporations, prevention on thin capitalization,
general anti-tax avoidance, and the imposition of additional interest on overdue taxes.

ARFTTNIR, REEPE sl T SR T B, A A T Bl e A e piA T
A, Y E A Ak AR, BSOS B AN B R RS, B AR
WAL, TSR & I ARAT BT A S AR 55 n 5 AN E 43 s A
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o

The officials in charge said that these provisions strengthen the measures to combat
tax avoidance, help prevent and stop acts of tax avoidance and safeguard the interests
of the nation. He specially emphasized that after tax adjustments taking effects, the
taxpayer, in addition to the payment of additional tax, is liable to a penalty interest
that is computed with reference to the bank’s lending rate plus 5% in the period for
which additional tax is collected. Where the taxpayer can submit the information to
the tax authority on time, it can be exempted from the payment of additional interest
on tax.

I B AR TN L ATl
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Separate rules to be made for filing consolidated tax returns

BIBESATE NI BRI, Ik, ANSEATRNBHERENE L N 1% B 5)
IRV, AR BB D) 5 X R BLIR L RS 10) ,  A0 B NI 7 BU
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The EIT Law follows model of the income tax on legal persons. Organizations that
are not legal persons should file income tax returns that forms part of the consolidated
tax turn for the head office. The filing of consolidated tax returns by head offices
would relocate the tax revenues between different regions in the country. Both the
taxpayers and local governments are very much concerned about this issue. The
Implementation Regulations only lay down one provision in principle. What are the
policy considerations for this?

ARNITNEIR, WRIDFBIEIIIE, AFRATIE NG A e U N 54 TR
NICEAIBLRIEE, s il LE X (e B A2 [, T A B e, 3
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AT ANV TS B A SR B R A, AR AF X TR A 28 0 R . AR IMERE
HIFE 25 el B, Bigs BRI 9 ATHE, B 55 Betbnl 5 st Mk, (s
& B)y A ALOR B TR PR (KA

The officials in charge told us that in accordance with the EIT Law, business
organizations that are not legal persons should file tax returns to the tax bureau in the
city where the head office is located. That will cause relocation of tax revenue among
different regions in the country, and should be dealt with in a reasonable way. We
have performed many studies in order to solve the problem of relocation of tax
revenues among different regions in a reasonable and proper way and balance the
interests among them after the implementation of the EIT Law and the
Implementation Regulations. The detailed measures shall be formulated by the
Ministry of Finance and the State Administration of Taxation, and submitted to the
State Council for approval before taking effect. Therefore, the Implementation
Regulations only state the principles in general.

N AR A ES IR
Parent and subsidiary companies no longer file group tax returns

PIBERLE, BRES B A RE S, M Z ARSIk adi. (2
(LA IR BT TE N AR IR 5 IR B AR RLE , X [l AURE 4
T fift e ?

The EIT Law provides that except for the provisions by the State Council to the
contrary, enterprises should not file group income tax returns. However, the
Implementation Regulations do not make relevant provisions for group of companies
to file tax returns on a group basis. How will this problem be solved in future?
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The official in charge said that as from 1994, the State Council has given approval to
120 large groups of corporations/enterprises to file group tax returns on a trial basis.
The policy objective at that period of time is to relieve the enterprises of tax burden
and support the development for the groups of enterprises because the operating
results of the parent and individual subsidiaries did not present the true information
and it is difficult to distinguish between the enterprises that are operated in
accordance with commercial principle and the enterprises that form part of the
governmental organizations. With the implementation of the EIT Law, the parent and
subsidiary corporations that are legal persons shall file tax returns and pay tax
separately. Where there is a requirement to file group tax returns, the State Council
shall make separate regulations. Implementation Regulations need not deal with this
again since the EIT Law has already made the provisions and delegated the authority
on this.
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