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New Measures for Foreign Invested Leasing Companies

By: Kevin Ng, Tax Partner — Beijing
Sunny Xu, Senior Tax Consultant - Beijing

Inlinewith China’ sWTO commitment, the government isnow reviewing and revising
itscurrent lawsand regulationsfor variousindustriesin order to provideatransparent
and fair legal environment for foreign investorsdoing businessin China. Aspart of the
process, theMinistry of Foreign Tradeand Economic Cooper ation (“MOFTEC”) issued
thelong awaited Tentative Administrative Measures on Approving Foreign | nvested
Leasing Companies (Order No. 3[2001] by MOFTEC, referred to astheMeasures) to
regulate foreign invested leasing companies and to promote the development of the
leasing industry, especially financial leasing business. TheMeasuresar e effectivefrom
September 1, 2001.

Background

In China, financia leasing is arecent development. Under the existing practice, there are two
main types of financia leasing companies.

One is a non-banking financia leasing organization, which is established with the
gpprova of and administered by the People’ s Bank of China (“PBOC”). Foreign
investors are not allowed to engage in this type of financid leasing company.

The other isaforeign invested joint venture financia leasing company established with
the approval of MOFTEC. It isthis type of financia leasing company that is now possible
through the newly promulgated measures. There are about 40 such financial leasing
companies established in China. Foreign invested financia leasing companies fal under
the “ restricted type B” category in the Foreign Investment Guidance Catalogue, therefore
they are subject to specific gpprovals through MOFTEC in order for foreign investorsto
participatein financial leasing businessin China.

Thus far, MOFTEC has only relied on an internal circular to grant permission for foreign
invested financia leasing companies. The issuance of the Measur es changes the approval
process to alow for much greater certainty in the process of approving afinancia leasing
businessin China
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The Measures

The new Measures makes public the requirements and procedures for aforeign leasing
company and provide clarification on the requirements and business scope of a genera

leasing company. According to the Measures, leasing companies include those engaged in the
financia leasing business and other leasing business. Foreign investors can undertake leasing
business by setting up discrete lega entities, i.e., equity joint ventures and cooperétive joint
ventures. The leasing company takes the form of a Limited Liability Company. The
Measures aso st forth conditions for foreign invested leasing companies.

Requirements on Investors

A foreign investor investing in afinancia leasing company should have no less than US$400
million in total assets and more than 5 years of experience in the financid leasing industry.
The total assets of its Chinese partner should be at least RMB400 million and the registered
capital of afinancia leasing company must be equivaent to at least US$20 million.

For a non-financid leasing company, the foreign investor should have at least US$50 million
in total assets, with over 3 years of experience in the leasing industry. The total assets of its
Chinese partner should be at least RMB 100 million and registered capita of a company
engaged in other non-financid leasing business is US$5 miillion. For both types, the input of
the Chinese partner should account for at least 20% of the total registered capital.

Business Scope

Further, the Measur es define a specific business scope for financial leasing companies and
non-financial leasing companies. Compared to their wholly domestic counterparts', joint
venture financial leasing companies approved by MOFTEC have a much narrower business
scope.

Pursuant to Article 12 of the Measures, joint venture financia leasing companies can only
engage in the following:

financing leasing businesses in Chinese or foreign currency on advanced or applicable
equipments for production, telecommunication, medical, scientific research, testing,
engineering, trangportation (including aircrafts, motor vehicles and vessels) etc., such as
direct leasing, sub-leasing , sale and leaseback, assignment leasing, leverage leasing and
co-leasing

with the specification of the lessee, purchasing goods and the related technologies for
leasing purpose

sdling and handling of leased goods and products

! According to Order 4 issued by the People’ s Bank of China (“*PBOC”) in June 2000, domestic financial
leasing company is allowed to engage in the following:

operating leasing

accepting lease funds entrusted by legal persons or organizations

accepting lease guarantee fund from aleasing party

providing working capital loans to alessee of leased property

investing in securities and investing in the shareholding of financia organizations
issuing bonds with the approval of PBOC

borrowing money from financia organizations

borrowing foreign exchange

inter-bank lending & borrowing business

other business approved by the PBOC
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consultation and guarantee on leasing
other business approved by MOFTEC

According to Article 14 of the Measures, the joint venture non-financia leasing companies
can engage in:

operating leasing of advanced or applicable equipment
sling and handling the remaining value of depreciated |eased goods and products
other business approved by MOFTEC

Summary

Based on the Measures, aforeign investor can rely on this official and public set of
requirements to get MOFTEC approva for agenerd leasing or afinancia leasing company.
However, there are restrictions to industries that may be financed, such as automobile leasing,
which as a specially controlled area, is not permitted as afinancia leasing item. However, dl
financing will be permitted once Chinajoinsthe WTO. The issuance of the Measures should
alow for greater foreign participation in both the genera and financid leasing industries. The
Measures also specify documents required for the establishment of aforeign invested leasing
company and their business scope. |If foreign invested financid leasing company would like
to provide other financing services beyond the scope prescribed in the Measur es, the company
has to obtain approva from MOFTEC for the intended service scope. It is anticipated that
more regulations will be released in the near future to eliminate the limitations and restrictions
in the financia leasing industry and other areas with China admissonto WTO.

China Opens Venture Capital Business to Foreign Investors

By: Patrick Su, Tax Manager — Beijing
Lily Tang, Senior Tax Consultant - Beijing

Background

Participation in ventur e capital businessin Chinawaslimited tothe Chinese. However,
with theissuance of the provisional regulations, Provisional Regulationson
Establishment of Foreign Invested Venture Capital I nvestment Company (Order No. 4
[2001]) by the Ministry of Foreign Trade and Economic Cooperation, Ministry of
Science and Technology and State Administration of Industry and Commerce;
foreigners can now participate in venture capital activity within China through the
establishment of either a Wholly Foreign Owned Enterprise (WFOE), an Equity Joint
Venture (EJV) or aContractual Joint Venture (CJV). Effective September 1, 2001,
regulationswer e passed to encour agefor eign entitiestoinvest in high-tech busnessesin
China.

Conditions to Establish a Foreign-invested Venture Capital Company

Registered Capital

Certain conditions and qualifications must be met for both Chinese and foreign investors. For
venture capital enterprises that are WFOES, total investment must be a minimum of US$20
million, total worldwide assets under the management of the foreign investor for the past 3
years must be at least US$100 million and of these funds, at least US$50 million must have
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been reinvested in the venture capital business. For foreign invested venture capital
businesses that take the form of an EJV or CJV, foreign investment must be no less than 25%
of the total investment in the JV.

There are dso conditions for Chinese partnersin foreign invested venture capital enterprises.
For instance, one of the Chinese partners must invest at least US$5 million, and its totd net
assets must be at least RMB1 hillion. There are other conditions too in professional
experience and the source of investment fund for both Chinese and foreign partners.

Business Scope

This regulation aso outlines the business scope of foreign invested venture capita enterprise,
which not only includes venture capital investment in high-tech businesses and other

approved businesses, but aso management consulting for the invested enterprises and other
activities subject to gpproval by relevant authorities. For investment areas, while foreign
invested venture capital enterprises enjoy a much broader selection than typical FIEs in China,
previous foreign investment industry limitations such as military activities, certain activities

in the medical and mining industries and other sensitive areas typically restricted by the
government, will still operate to limit investment options. Other rules on distribution of
investment returns, share transfer and buybacks, as well as application and approva
procedures are also set out in this provision.

Summary

The new regulation opens the door to foreign venture capital investment as part of the
government’ s planned to establish a capital market that supports Chinese entities with
emphasis on the high-tech sector. Thisisthefirst and a significant step for Chinato attract
investment funds from foreign venture firms. It is hoped that the government will further
establish alegal framework to enable foreign investors to tap into the Chinese market through
mergers, acquisitions, capital financing, etc. so that the local companies may receive the
needed capital to expand.

lIT Exemption for Lump-sum Compensation Associated with
Termination of Employment Contract

By: Kevin Ng, Partner — Beijing
April Liao, Manager — Beijing

Enterpriseswhich streamlinetheir work for ce because of cor poraterestructuringor for
other reasons, will be pleased to know that thereisanew tax circular issued by the SAT
on the tax treatment of lump sum termination payments. Thisnew circular, effective
October 1, 2001, clarifiesand increasesthe amount that can bepaid on atax freebasis.

Background

Over the last two years, the SAT has issued two circulars on the individual income tax (11T)
treatment of lump-sum compensation paid to terminated staff. According to the Notice
(Guoshuifa [1999] No. 178), such compensation is treated as a lump-sum salary payment but
for 1T tax calculation purposes, it can be spread over a period of time. The ability to spread
the payment for IIT tax calculation purposes means that the payment can be taxed at a lower
tax rate than if the tax were computed on the lump sum basis. The period over which the
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lump-sum payment can be spread is determined by the number of years of service by the
terminated employee. The maximum number of years used for the spread-over is 12 years.

On May 8, 2000, the SAT issued another Notice (Guashuifa[2000] No. 077) to clarify the 1T
trestment of the lump-sum termination compensation received by terminated staff of State
Owned Enterprises. According to this circular, if such compensation is less than three times
the average annual income of the local employee of the preceding year, it is exempt from 11 T;
otherwise, the full compensation is subject to IIT according to Notice 178. The average
annua saary of the local employee is determined by the local statistics bureaw.

Calculation Examples

Assuming an employee received a lump sum severance pay of RMB 150,000 on August 1st, 2001;
the IIT on the payment is borne by the employee and the annual average income of the local
employee of the preceding year is RMB10,000

Example I: For an employee working for the enterprise for 5 years

The monthly amount which should be reported for [IT = ( RMB150,000 - RMB10,000x 3) /5=
RMB24,000

The total IIT payable = [(RMB24,000 - RMB800) x 25% - RMB1,375 ] x 5 = RMB22,125

The employer should withhold RMB22,125 at the date of payment and report and pay the amount
by September 7th, 2001.

Example Il: For an employee working for the enterprise for 15 years

The monthly amount which should be reported for IIT = (RMB150,000 - RMB10,000 x 3) / 12 =
RMB10,000

The total IIT payable = [(RMB10,000 - RMB800) x 20% - RMB375 ] x 12 = RMB17,580

The employer should withhold RMB17,580 at the date of payment and report and pay the amount
by September 7th, 2001.

Points to Note

The employer is obligated to withhold thetotal 11T payable at the time of payment and remit
the monies to the tax office before the 7" day of the following month. The withholding,
however, is based upon the net taxable amount.

Another important point to note is that this new circular does not apply to expatriate
employees.

Asthe new circular is effective from October 1, 2001, any lump-sum compensation paid prior
to this effective date but which have not been reported for 11T purposes should be handled
based upon the new circular.

Summary of the New Circular

The SAT recently issued a new circular (Cai Shui [2001] No. 157) to further clarify the lIT
ligbility associated with lump-sum payments made to individuas due to the termination of the
employment contract. The principa changes under the new Notice can be summarized as
follows:
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1. Extensionto new taxpayers. the scope of the exemption is extended from state owned
enterprises to all enterprises and unitsin China; including those employed by Foreign
Investment Enterprises.

2. Increase of tax exempt income: in addition to the lump-sum compensation, living
alowances and other subsidies could be exempt from [T if the total of such
allowances together with the lump-sum compensation is less than three times of the
average income of the local employee of the preceding year; and

3. Change of thetax base: previoudy, if the lump-sum compensation is less than three
times of the average income of the local employee of the preceding year, it would be
exempt from |1 T; otherwise, the entire amount is subject to |IT according to the
Notice Guoshuifa [1999] N0.178. The new circular stipulates that only the excess
amount is subject to I1T.
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