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Memorandum to: Our Clients and Friends

Brief Analysis of Certain Foreign-Related
Tax L aw Issuesunder China’s New EIT L aw

Since the promulgation of the new PRC Enterprise Income Tax Law (the “EIT Law™)
on January 1, 2008, the PRC State Administration of Taxation (“SAT”) hasissued a
series of supporting regulations and rules to facilitate the implementation of the EIT
Law and further incorporate the anti-avoidance princi ple under the EIT Law into the
philosophy and practice of the tax collection of Chi na' According to these
supporting rules and based on the principle of “substance over form”, the Chinese tax
authorities are now empowered to initiate anti-avoidance investi gation against any
suspicious deals and make adjustment against any arrangement that fails the tests of
“reasonabl e business purpose” and “commercial substance”.

Amid the rapidly changing PRC tax regulatory environment, foreign investors and
their China operations are faced with increasingly stringent compliance requirements,
especially in areas of corporate restructuring, transfer pricing, EIT withholding at
source for non-resident enterprises (the “NRES”), and treaty benefit claims of NREs.?
Hence, it has become imperative for foreign investors to revisit their current tax
planning strategies and tax compliance issues and adjust existing investment
structures accordingly. Asamatter of current practice, tax authorities have geared
up efforts in scrutinizing and cracking down tax-avoidance driven arrangements.
Based on the foregoing and with afocus on the anti-avoidance feature embedded in
the ancillary rules of the EIT Law, we have prepared this memorandum to offer
preliminary analyses and suggestions on tax issues of specia importance to foreign
investors.

The supporting regulations and rules mainly include the following (together with the
EIT Law and itsimplementing regulations, the “New EIT Laws”):

v Circular on Several Issues with respect to Enterprise Income Tax Treatment
for Corporate Restructuring

! Solely for the purpose of this memo, “China’ or the “PRC” means the People’s Republic
of China, excluding Hong Kong SAR, Macao SAR and Taiwan.

2 Under the PRC tax law, a NRE refersto an enterprise (i) incorporated under the laws of a
foreign country or region with de facto management body |ocated outside of China; and (ii)
having any institution or establishment (e.g., rep. offices established by foreign companies)
within China or having China-sourced income.
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Trial Implementation Measures on Special Tax Adjustment

Interim Measures on Administration of Enterprise Income Tax Withholding
at Source of Non-Resident Enterprises

v' Trial Measures on Administration of Tax Treaty Treatments Enjoyed by
Non-Resident Enterprises

v Circular on Severa Issues on Implementation of Dividend Provisions under
Tax Treaties

v Circular on How to Interpret and Identify “Beneficial Owner” under Tax
Treaties

v Notice on Strengthening the Management of Enterprise Income Tax
Collection of Proceeds from Equity Transfers by Non-Resident Enterprises’

I. Issueson EIT Treatment for Corporate Restructuring

Corporate restructuring refers to transactions that occur outside the ordinary course of
business and result in substantive change in the legal or economic structure of
companies. TheNew EIT Laws contemplate six forms of corporate restructuring,
including equity acquisition, asset acquisition, merger, split-up, debt restructuring or
change of legal form.

1. Genera Tax Treatment vs. Special Tax Treatment

The New Tax Laws categorize EIT treatment of corporate restructuring as
general tax treatment (the “GTT”) and special tax treatment (the “STT”). The
former isthe generaly applied method, while the latter is the exception rule
subject to the election of relevant parties. The major distinctions between GTT
and STT are asfollows:

(@ Timing of Gains and Losses Recognition. Under the GTT, any gain or
loss should be recognized at the time of the transaction, whereas under the
STT, any gain or loss attributabl e to the equity-based consideration will,
instead of being recognized in the current period, be deferred to the time
when the underlying assets/equities are disposed again; and

(b) Determination of Tax Basis.* Under the GTT the acquirer’s tax basis of
the underlying assets/equities is the fair value®> post-transaction, whereas

3 Please note that, this circular, the Circular on Several |ssues with respect to Enterprise

Income Tax Treatment for Corporate Restructuring, and the Trial Implementation Measures
on Special Tax Adjustment, although issued in 2009, have taken effect retroactively as of
January 1, 2008.

4 The PRC Enterprise Accounting Sandards (2006) introduce the concept of “tax basis”.
Assetstax basis, as opposed to debt tax basis, refersto the statutory deductible amount out of
the taxable economic profits for the purpose of calculation of taxable income, when the
relevant enterprise recoversits book value.

® TheNew EIT Laws define the term “fair valug” as the value determined based on the
market price, without specifying how the market price is measured, i.e., by appraisal price or
transaction price.  According to our knowledge, the PRC Ministry of Finance, who

promul gates the PRC Enterprise Accounting Sandards, favors a case-by-case analysis
according to the nature of various transactions, while experts believe that appraisal priceisa
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under the STT, the historic tax basis of such assets/equities will be carried
over.

Please note that, the STT isin nature adeferral of recognition of taxable gains or
losses arising from restructuring rather than tax reduction or exemption.

Further, since the tax payment so deferred is only limited to the EIT, the amount
of turnover taxes (such as value added tax) payable by the parties should still be
calculated based on the total purchase price under both GTT and STT.  With
respect to asset/equity acquisition, the adoption of STT is conditioned on the
satisfaction of the following requirements:

(i) BonaFide Business Purpose. The transaction should be structured with a
bona fide business purpose other than for the purposes of reducing,
avoiding or deferring tax payment. There is no such definition as bona
fide business purpose under the New EIT Laws, so it is believed by some
people that the Chinese tax authorities may wish to have certain degree of
discretion in this connection;

(i) Prescribed Ratio on Acquired Asserts/Equities. At least 75% of the target
company’s assets/equities should be acquired,;

(iii) Continuity of Business Operation. The business activities in connection
with the assetg/equities under restructuring may not undergo any
substantive changes within 12 consecutive months after close of the
transaction. Itisstill unclear however whether the change of business
operation due to the target company’s operation need or market demand
(e.g., product improvement, scientific innovation or changes in customer
requirements) should be deemed substantive change of business operation;

(iv) Prescribed Ratio on Equity Payment. The equity payment portion should
account for at least 85% of the total purchase price. Any gain or loss
attributable to non-equity payment must however be recognized at the time
of the transaction without any deferral.  As suggested by many tax
experts, the parties may enjoy more EIT deferral treatment by way of
minimizing non-equity payment; and

(v) Continuity of Shareholding. The original shareholders of the target
company should commit not to transfer, within 12 consecutive months
after close of the transaction, equities received from the acquirer as part of
the consideration for assets/equities so acquired.

In addition, procedurally, parties electing the STT should submit relevant written
documents to the competent tax authorities when filing their annual tax returns
in the completion year of the transaction, failing which will subject the parties to
the GTT.

2. Tax Treatment of Cross-Border Equity Acquisitions

Under the old EIT regime, EIT exemption treatment was available to certain
cross-border equity acquisitions with a reasonable business purpose. Foreign
shareholders were allowed to transfer its equity in aforeign invested enterprise
(the “FIE”) to an affiliate at the cost price, provided that such affiliate controlled,
or was controlled by, or was under the common control of an actual controller
with, the transferor, in each case subject to a 100% equity ownership and

without regard to shareholding layersin between. The New EIT Laws however,

better option.



replace the virtually EIT-exempt treatment with the less favorable STT (or the
EIT deferral treatment), and impose much more restrictive criteriaon
cross-border equity transactions.  The following requirements should be met
before adoption of the STT in across-border context: (i) satisfaction of the
abovementioned 5 general conditions; (ii) satisfaction of additional
category-specific conditions below; and (ii) prior approval by competent
provincial tax authorities.

(i) Thetransferee should be an immediate subsidiary wholly owned by
the transferor;

(i) The PRC withholding tax rate for the transferor parent is the same as
that of the transferee subsidiary pre-transaction; and

(iii) Thetransferor should make written undertaking not to transfer its
equity in the transferee within 3 years.

Transfer of Equity in A Resident Enterpri
(b) A NRESE Ot Equily inA Resident ENEPNI®A Resident Enterprise

The transferee should be an immediate subsidiary wholly owned by the
transferor.

In cross-border equity acquisitions, foreign investors have to weigh the pros and
cons between GTT and STT.  Although the GTT does not allow deferral of tax
payment, the transferee could use higher tax basis when effecting any future
sales of the acquired assts/equities. Under the STT, the transferee however
receives the transferor’s equity on atax deferral basis at itsown expense. The
reason isthat, if the transferee disposes of the acquired assets/equities
subsequently, its taxable gain on such disposition will be measured by the excess
of the proceeds it received over the historic tax basis so carried over, rather than
the fair value otherwise applicable under the GTT. Moreover, in the case of
cross-border equity acquisitions involving aresident enterprise transferee, the
adoption of STT will incur higher tax burden for the resident enterprise
transferee, asit hasto pay the EIT at the rate of 25% (instead of thel0%
withholding tax) for its gains realized from its future sales of assets/equities so
acquired.

Suggestions

In equity or asset transactions, especially cross-border equity transactions, the
parties still need to elect a more favorable tax treatment based on specific
conditions (e.g., the purpose of restructuring and the expectation of the buyer to
dispose of the assets or equity so acquired), even if the conditionsfor STT have
been satisfied.  Parties electing to adopt the STT in cross-border equity
transactions need to pay specia attention to the following aspects: (i) appropriate
tax warranties and indemnities should be contained in relevant transaction
documents, to address the failure on the part of any party to fulfill their
respective obligations under the STT subsequent to the transaction, such as
continuity of business operation and lock-up requirement; and (ii) an agreement
may be reached by the parties on how to alocate economic interests and
potential tax exposure arising from STT. The potential commercial implication
as aresult of such agreement should be fully assessed and duly reflected via
adjustment to the purchase price.

Issues Related to Transfer Pricing
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Asthe PRC anti-avoidance system becomes increasingly sophisticated, the Chinese
transfer pricing regime has also further moved in the direction of integration with
prevailing international practices. The tax authorities also step up law enforcement
effort, enhance the reporting obligation, and broaden the sweep of transfer pricing
audit. Enterprisesthat will be key targets for transfer pricing audit include those that
(i) have large amounts of related party transactions or have multiple types of related
party transactions; (ii) have transactions with related parties registered in tax havens;
(iii) fail to make a declaration of their related party transactions or prepare
contemporaneous transfer pricing documentation; and (iv) act obviously in violation
of the arm’s length principle, among others.

1. Relevant Compliance Requirements for Transfer Pricing
(@ Reporting of Related Party Transactions (the “RPTS”)

Chinese enterprises and NREs with institution or establishment in Chinaand
taxable income derived therefrom are required to report their RPTs when filing
their annual tax returns. The information so disclosed will serve as an
important basis for tax authorities to locate potential targets of transfer pricing
audit. Any misstep in the RPT reporting may possibly lead to transfer pricing
audit against the reporting enterprises.

The New EIT Laws stipulate three criteriain determining related party
relationship, i.e., the “shareholding” criterion and the “ratio of controlling
people” criterion (measured by the ratio of the number of directors or managers
having control over another company), and the “de facto control” criterion,
which effectively expands the scope of related party transactions within the
meaning of the PRC tax law. It is noteworthy that the tax authorities introduce
for the first time the 25% “looking through” principle in assessing the
shareholding threshold.  For example, given that party A holds, through party B,
equity interest in party C, party A’s shareholding ratio in party C will be
considered the same as that of party B in Party C so long as party A holds 25%
or more equity interest in party B.  Moreover, enterprises without equity-based
relationship may also be deemed related partiesif the “de facto control”
criterion istriggered, whereby common connection in production, supply and
sales, or alignment of interest can be considered as de facto control.

(b) Contemporaneous Documentation

The New EIT Laws for the first time incorporate the contemporaneous
documentation preparation requirement into its transfer pricing system and make
it amandatory obligation of taxpayers engaged in RPTs (except for those
specificaly exempted by the New EIT Laws). Reporting enterprises should
put in contemporaneous documentations their organizational structure, operation
status, related party transactions, election of transfer price method and etc.
Relevant enterprises are required to submit the contemporaneous
documentations prior to May 31 of the next year and furnish to the tax
authorities within 20 days upon request. Moreover, contemporaneous
documentations should be prepared by individual taxpayers separately rather
than on a consolidated basis even if in the case of multi-national companies (the
“MNCs”) with various China operations. This creates extra burden on MNCs
as they may possibly face multiple rounds of transfer pricing auditsin China.

(©) Lega Liabilities

Where taxpayers fail to prepare and submit the contemporaneous documentation,
tax authorities are empowered to (i) assess the taxable income using the transfer
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pricing method they deem “reasonable”; (ii) levy additional taxes and interest
accrued thereon as well as penalty interest charges, and (iii) reject the
application for advance pricing arrangement.

2. Suggestions

MNCs and offshore entities with Chinese portfolio companies need to review
the reasonableness of their transfer pricing arrangements and re-assess the tax
exposure of transfer pricing adjustment.  Proactive measures should be taken to
identify in atimely manner portfolio companies subject to contemporaneous
documentation obligation and to facilitate the preparation work.  Specifically,
foreign shareholders of Sino-foreign joint ventures may need to ensure effective
and timely communication and cooperation with their Chinese partnersin
respect of preparation of contemporaneous documentations.

[11. EIT Withholding at Source

Generally, NREs having China-sourced passive income (e.g., dividends, interest,
rentals, royalties and capital gains) are obliged to pay the PRC withholding taxes,
which should be duly withheld by relevant Chinese payers or self-declared. With the
view to intensifying tax collection and administration efforts against NREs, the New
Tax Laws stipulate additional compliance requirements in respect of EIT withholding
at source, and put under stricter scrutiny offshore equity transfer among NREs in
particular (but excluding the purchase and sale of the stocks of Chinese resident
enterprises on public securities markets).

1. Compliance Requirements
(& Transactions with Withholding Agents

The New Tax Laws for the first time impose filing obligation on statutory or
contractual withholding agents (e.g., domestic payers of dividends, royalties and
interests, or domestic buyersin equity transfer deals). The withholding agents
should register and file the underlying business contracts and other relevant
documents with competent tax authorities within prescribed time period.

Please note that if the NRES refuse to let the withholding agent to withhold their
income taxes, the withholding agent may suspend payment of any amount equal
to their taxes payable and report to the competent tax authorities on the same
day. However, inthe event of any failure on the part of the withholding agent
to discharge their withholding obligation, the relevant NREs should, no later
than 7 days after receipt of payment, declare their PRC withholding taxesto
competent tax authorities, otherwise the tax authorities may deduct the amount
of taxes payable by such NREs against their other China-sourced income (if

any).

Please further note that if it is provided in the relevant transaction documents
that the withholding agent should be responsible for the taxes payable by the
NREs, the after-tax income specified therein should be converted to pre-tax
income for tax collection purposes.

(b) Transactions with No Withholding Agent

(i) Direct Equity Transfer. Inadirect equity transfer where a NRE transfers
its equity interest in a Chinese investee enterprise to another NRE outside of
China, the foreign transferor is obliged to declare directly or through its agent
the withholding taxes to the competent local tax authority where the target
company is located, otherwise the tax authorities may deduct the amount of
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V.

taxes payable by such NREs against their other China-sourced income (if any).
Thetimeline iswithin 7 days after the closing date set forth in the underlying
contracts (or within 7 days after the date when the proceeds are actually
obtained, provided that such date is earlier than the aforementioned closing date).
The foreign transferee should note that if the transferor fails to pay taxes as
required, the target company so acquired by it may be subject to censure or even
penalties by the competent tax authorities in the future, so it is necessary that the
tax payment obligations of the transferor in China be expressly provided in the
relevant transaction documents.

(if) Indirect Equity Transfer. Inanindirect equity transfer where an offshore
intermediate holding company (the “Holdco”) transfersits equity interest in a
Chinese investee enterprise to a NRE outside of China, the foreign actual
controller of the Holdco should be subject to the reporting obligation, if the
Holdco islocated in atax jurisdiction that (i) has an effective tax rate of lower
than 12.5%, or (ii) does not tax foreign-sourced income of its resident
enterprises. Theforeign actual controller should, within 30 days after the
execution of the underlying equity transfer agreement, submit to the competent
local tax authority, supporting documents regarding the Holdco’s status and its
relationship with the foreign actual controller. The relevant tax authorities will
carefully review the documents so submitted based on the substance-over-form
principle, and report any suspicious dealsto SAT for its final review and
decision. If the underlying equity transfer is deemed as having no reasonable
business purpose but for avoidance of PRC tax burden, the tax authority may
disregard the existence of the Holdco (as well as any other pass-through SPV's
between the foreign actual controller and the Holdco). Asaresult, the foreign
actual controller will have to pay the 10% PRC withholding tax for transfer
gains obtained by the Holdco.

Arguably, the New EIT Laws challenge the commonly seen holding company
structure adopted by foreign investors, through granting the controversial
extra-terrestrial taxing right to the PRC tax authorities.  Given the complexity
of the issue and the lack of explanatory stipulations, it would still take timeto
observe how far and broadly this rule may be applied by the Chinese tax
authorities.

Suggestions

In order to avoid indirect equity transfer being questioned or challenged by the
PRC tax authority, foreign investors need to put more commercial substance
into their intermediate holding company to duly justify the presence of a
reasonable business purpose.  For example, maintaining business and financia
books and records, recruiting reasonable number of employees, holding board
meetings regularly with well-kept minutes, and preparing contemporaneous
documentations of related party transactions at the onshore level.

In offshore equity transfers involving equitiesin PRC resident enterprises, it is
generaly in theinterests of foreign investors (especialy foreign buyers) to spell
out in the equity transfer agreement the respective tax compliance obligations of
each party (e.g., tax payment, withholding, assistance, and reporting, as the case
may be) as well as relevant indemnification provisions.

Entitlement to Treaty Ben€efits

® Please note that the related party transactions between the holding company and the
onshore company shall be at arm’s length and the related party filing and contemporaneous
documentations shall be prepared.



Under the New EIT Laws, the PRC tax authorities have a so tightened their control
over treaty benefit to offshore companies. More substantively and procedurally
stringent rules have been put into place to rigorously combat treaty shopping.

1.

@

(b)

Procedural Requirements

Proceduradly, treaty benefits entitlements should be approved by or file with tax
authorities.  Prior approval from competent tax authority should be secured for
treaty benefits on dividends, interest, royalties and capital gains sourced from
China.  For entitlements to the other types of treaty benefits, NREs should file
requisite materials with the competent tax authorities according to relevant
regulations. Failure to effectuate the required approval or filing procedures
will result in the denia of treaty benefits and trigger the application of relevant
PRC tax laws and regulations.

Substantive Criteria
General Conditions to Treaty Benefits

As apre-requisite to enjoying the reduced withholding tax on China-sourced
dividends, interest, royalties or capital gains under atax treaty, NREs are
required to submit various documents, evidencing its status as a beneficial
owner thereof. The New EIT Laws define a beneficia owner as an individua
or any organization that has ownership and control over the income or the assets
or rights generating the income, which generally engages in the manufacturing,
distribution, management and other substantive business activities. Note that,
no agent or conduit company’ may be recognized as a beneficial owner for this
purpose. According to the New EIT Laws, NREswill belesslikely to be
identified as a beneficial owner if, among others, (i) the taxpayer is obligated to
pay or distribute all or a substantial part of itsincome to athird country resident
within a prescribed time (e.g., within 12 months after the receipt date thereof);
(ii) the taxpayer has few business activities other than holding the assets or
rights from which it obtainsincome; or (iii) the taxpayer’s home country does
not levy tax or levy tax at arate of afairly low level over such income.

Additional Conditions to Dividend-Related Treaty Benefits

In addition to being a beneficial owner and holding the required percentage of
equity as stipulated in relevant tax treaties (e.g., 25% under the Mainland-HK
doubl e taxation avoidance agreement), NRES claiming for tax treaty treatment
on dividends should also satisfy the following prescribed requirements: (i) the
applicant has to be a corporate entity; and (ii) the proportion directly held by the
applicant in terms of equity holding and voting right should have reached the
standard percentage as required by the relevant tax treaty at any time during the
12 months immediately before the receipt of dividends. It is generally
considered that the PRC tax authorities have unilaterally imposed extra
conditions on dividend-related treaty benefit, representing a departure from
relevant tax treaties. Thisindicates an increasing level of difficulty for
offshore companies to secure lower withholding tax rate on dividends received
from their onshore portfolio companies.

Information Disclosure

" Conduit companies refer to companies established in a tax efficient jurisdiction for the
purpose of avoidance or reduction of taxes or the transfer or accumulation of profits, without
conducting any substantive business activities.
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Previously, NREs simply needed to file an application form for the purpose of
claiming treaty benefit, subject to limited information disclosure obligation.
The New EIT Laws however introduce much more demanding information
provision and disclosure requirements as part of the effort to combat treaty
shopping. NREs applicants are required to disclose information in respect of,
among others, corporate particular, their shareholders, operation status, offshore
tax payment, and related-party transactions, which imposes a heavy compliance
burden on NREs, even heavier than that of many developed countries (e.g.,
U.S.A and Britain).

4.  Suggestions
(@ Focus of Anti-Avoidance Review

We understand that, the PRC tax authorities will likely focus their scrutiny on (i)
the adequacy of commercial substance of the underlying transactions; and (ii)
the degree to which the holding of Chinese investments by offshore holding
companies established by non-residents in atax-efficient jurisdiction is
justifiable commercially or otherwise. Therefore, foreign investors are advised
to adopt proactive measures to ensure that there is sufficient commercial
substance in their holding companies and that they can provide reasonable
evidences (please refer to Section 3.3 above for more details).

(b) Preparation of Application Materials

For approval and/or filing purposes, NREs are required to submit the certificate
of tax resident issued after the beginning of the previous calendar year by the
competent authorities of the state where the applicant isresident. The
procedures to obtain such tax resident certificate vary depending on how the
home country requires and what the relevant tax treaty providesfor. Take
Hong Kong for example. Based on our knowledge, for companies
incorporated in Hong Kong, the submission of the duplicate of the Certificate of
Incorporation will suffice. For companies incorporated el sewhere but
constituting tax residents under Hong Kong tax law, the procedures are much
more complicated. They should first obtain from the competent mainland tax
authority the Letter of Request on Issuance of the Tax Resident Certificate by
the Tax Authority of Hong Kong Special Administration, and then apply to the
Hong Kong Inland Revenue Bureau for the Certificate of Hong Kong Tax
Resident with presentation of the aforesaid letter. Hence, when it comes to
obtaining the requisite tax resident certificate, NREs need to be aware of
relevant procedures and get prepared in advance.

(c) Timelinefor Application Submission

NREs may apply for treaty benefit when they have their withholding taxes
settled, the timelines of which are 20 to 40 working days depending on the level
of the authorities responsible for processing the application.  Given the
uncertainty in application outcome, NREs may encounter obstacles if they arein
ahurry to repatriate the China-sourced income back home.  Alternatively,
NREs may consider fully paying up the withholding taxes first, and then
claiming for refund of the overpaid taxes within 3 years thereafter. Asno
specific application procedures are provided under the New EIT Laws, NREs
are advised to consult the local tax authorities before using this option.

* * *

The aboveisabrief introduction of the relevant PRC rules and regulations on severa
foreign related tax issues based on currently effective PRC laws and regulations and
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our practice experience. Please note that we primarily address relevant tax issues
and tax exposures from the legal compliance perspective. If you intend to seek
professional tax advice for your specific case, please further consult tax experts.
This memo isfor your genera reference purpose only and shall not be relied on as
any formal PRC legal opinion in any respect. If thereisany discrepancy between
our discussions herein and any rule or officia interpretation to be issued by the
relevant PRC government authorities, such new rule or interpretation shall prevail.

If you have any questions about this memo, please do not hesitate to contact us.

©Han Yi Law Offices
Email: inquiry@hanyilaw.com
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