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China’s Draft Bill Unifies
Corporate Tax Rates at 25%

Based on a recent news report, the Standing Committee of the
National People’s Congress (“NPC”) began to deliberate the
country’s first ever tax law that will unify differing corporate income
tax rates for foreign and domestic funded companies at 25%.

The new income tax rate is expected to take effect in 2008 if the
bill is adopted by the NPC in March 2007. (Xinhua News,
December 24, 2006).

At the news conference announcing the new rate, Jin Renqing,
China’s Finance Minister and a major promoter of this bill, declared
that under the new bill, domestic and foreign funded enterprises
will be treated equally but that China will still provide certain tax
incentives designed to support the country’s goals of innovation
and investment in under-developed regions. Minister Jin also as-
serted that certain qualified small enterprises which currently enjoy
reduced tax rates of 18% or 27% will continue to enjoy a reduced
income tax rate of 20% under the proposed tax bill. (finance.sina.
com.cn. December 24, 2006).

Based on the above reports, some of the more salient provisions
of the proposed tax bill include:

e The five-year tax holiday currently available to many foreign
owned manufacturers will be rescinded. In addition, the 50% tax
rate reduction subsequent to the five-year holiday available to
export-oriented foreign businesses will no longer be offered.

e A grace period will be provided to phase out the manufacturer
tax holiday for no longer than five years.

e A preferential income tax rate of 15% will be granted to all
qualified hi-tech companies and/or environmentally-friendly
enterprises regardless of the origin of their investors or the
location of their operations. Currently only qualified hi-tech
companies located within certain designated hi-technology
zones can enjoy the reduced rate.

e All qualified enterprises with investment in equipment for
environmental protection, water conservation or operational
safety, may be eligible for income tax credits on certain
qualified expenditures.



China’s Draft Bill Unifies Corporate Tax Rates at 25% (continued)

* Investments in China’s Western
region that qualify as an
“encouraged industry sector”
may continue to benefit from
the reduced incentive rates
provided under the current tax
system.

e Special economic zone tax
incentives are expected to be
phased out within the next five
years.

PwC Observations
Currently, Chinese domestic-
owned companies are subject

to income tax at a rate of 33%,
while their foreign-owned coun-
terparts benefit from tax waivers
and incentives and pay an aver-
age of 15%. These tax incentives
provided to foreign-owned enter-
prises were established to attract
foreign investment to China and
resulted in China becoming one
of the world’s top destinations for
foreign direct investment (“FDI”).
Based on Chinese government
statistics, China FDI reached
$60.3 billion in 2006.

Under the current China in-

come tax system, income tax
regulations applicable to Chinese
domestic funded enterprises

are issued through the Premier’s
Office by the State Council,
whereas tax laws for foreign fund-
ed enterprises are pronounced

by the legislative branch of the
National People’s Congress

(“NPC”). In addition to the dif-
ference in governing bodies and
the tax rate disparity, the current
methods of computing taxable
income were different as they ap-
plied to Chinese domestic funded
and foreign funded enterprises.
With the proposed unification of
tax law, the Chinese government
levels the playing field and pro-
vides the same tax treatment to
both domestic and foreign funded
enterprises.

Leveling the playing field became
critical in recent years due to
China’s commitment to the World
Trade Organization (“WTQO”) to
open up its domestic market sec-
tors to foreign funded enterprises.
Prior to China’s accession to the
WTO in 2001, foreign funded
Chinese enterprises were fo-
cused on making products for
overseas market needs with very
limited interaction or competition
with Chinese domestic funded
enterprises. Since China joined
the WTO, China has gradually
opened up its domestic market
to foreign owned enterprises and
an increasing numbers of for-
eign owned enterprises are now
competing directly with Chinese
domestic funded enterprises.
Under the current system, the
disparity in tax rates has put
Chinese domestic owned en-
terprises at a disadvantageous
competitive position with their
foreign counterparts.

While the proposed bill removes
many of the incentives enjoyed
by foreign investment enterprises
(“FIE’s”), the bill benefits FIE’s
that currently conduct service

or distribution operations within
China which were not eligible for
the many manufacturer incen-
tives and are currently subject

to income tax at 33%. This 8%
reduction of the applicable in-
come tax rate should also benefit
non-manufacturer foreign funded
enterprises such as foreign in-
vestment commercial enterprises
(“FICE’S”).

To take advantage of hi-technol-
ogy tax incentives, FIE’s should
evaluate the possibility of upgrad-
ing their existing China operations
by enhancing or maintaining the
level of advanced technology or
environmentally-friendly process-
ing to continue to qualify for tax
incentives provided under the
new tax law. Alternatively, for low
profit-margin or labor intensive
operations, foreign investors

may take advantage of regional
incentives by relocating their op-
erations to China’s Western or
Central regions.

These observations are based
upon information currently avail-
able as reported by various news
agencies and government press
releases, as we have not yet had
the opportunity to directly review
the bill itself.



New Administrative Regulations
for Foreign Banks in China

On November 16, 2006, the
deputy director of the Legislative
Affairs Office of China’s State
Council announced to the public
that new administrative regula-
tions for foreign-invested banks
will be forthcoming. The new
regulations will allow foreign
banks to own Chinese incorpo-
rated banking subsidiaries to
provide a full scope of banking
services to Chinese individual
customers and foreign investment
enterprises (“FIE’s”). This new
regulation complies with China’s
commitment to the World Trade
Organization to fully open its do-
mestic financial service industry
before December 12, 2006.

Under the new banking regula-
tions, full scope banking services
are only available to banks

that are incorporated in China.
Therefore, foreign banks that in-
tend to offer full scope banking
services to Chinese individual
customers are required to con-
vert their existing branches into
a bank incorporated in China. A
foreign bank that continues to
run its Chinese operations as a
branch will still be limited in the
range of services that it can offer
to its Chinese domestic custom-
ers. For example, the Chinese
branch of a foreign bank would be
banned from engaging in foreign
currency services with Chinese
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New Administrative Regulations for Foreign Banks

in China (continued)

citizens unless that individual
obtains the approval of the bank-
ing regulatory body and makes

a fixed deposit of no less than
one million yuan (approximately
$128,000 USD).

This new administrative require-
ment is intended to limit the risk
to Chinese customers as the
government believes that linking
the range of services to the cor-
porate status of a foreign bank
would safeguard the interests
and assets of its Chinese cus-
tomers.

As of December 11, 2006, China
would accept applications from
foreign banks that wish to con-
vert their branches into a locally
incorporated bank.

As of September of 2006, total
assets of foreign-funded banks
in China exceeded $100 bil-

lion USD, the China Banking
Regulatory Commission
(“CBRC”) announced on
November 16, 2006. In addition,
CBRC figures show that by the
end of September, 14 foreign-
funded or joint venture banks
were registered in China, with

17 subsidiary banks or other af-
filiated institutions. Moreover,
73 banks from 22 countries and
regions had set up 191 branches
and 61 sub-branches in 24
cities, and 183 banks from 41
countries and regions had set up
242 agencies in 24 cities, report-
ed by Chinaview on November
16, 2006.

PwC Observations
Under the new administrative
regulations for foreign-invested
banks, FIE’s and individual cus-
tomers may anticipate higher
quality customer support and

a broader scope of services of-
fered by the locally incorporated
subsidiaries of foreign banks.
With the new banking regula-
tions, FIE’s may also find more
flexibility in terms of arranging
future China investments and
financial planning.
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