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In our June 2022 Issue of Newsletter, we will
discuss some of the important updates in
PRC Tax in the first half of 2022.
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Limitation on Use of Capital for Wholly Foreign
Owned Enterprise (“WFOE”) in Mainland China

The use of WFOE's Registered Capital for Non
Self-use Property and Listed Stock Investment is
strictly forbidden in Mainland China

In May 2022, the State Administration of
Foreign Exchange issued a FAQ to clarify its
lotest view on the use of proceeds from
foreign exchange capital accounts (e.g,
Registered share capital). In principle, such
proceeds are disallowed to utilise such
proceeds to make any Securities Investment
or high-risk Wealth Management Products.

In the past, only investments in Principal-
Guaranteed wealth management products
were dllowed. However, in 2018, there was a
change in the regulations of wealth
management products. The products are
classified from R1 to R5 depending on the risk
level (with R1 being a low-risk product, while RS
as a high-risk product). The words “Principal-
Guaranteed” are not allowed for promotion of
Wealth Management Products.

As such, there is a need to update the
interpretation on Foreign Exchange Control
Regulations on the permitted class of
investment for proceeds from foreign
exchange capital accounts.

The FAQ in May 2022 has clarified that the
proceeds from foreign exchange capital
accounts can be used to invest in products
under the ranking of Rl and R2. Investments of
R3 or above are strictly not allowed.

Reference for FAQ:
https://www.safe.gov.cn/safe/2022/0509/209
43.ntml

PAGE 3


https://www.safe.gov.cn/safe/2022/0509/20943.html

| Points to note

We expect the State Administration of
Foreign Exchange shall exercise stricter
control on foreign exchange. We have seen
an increasing number of penalty cases for
prohibited use of proceeds from Capital
Account. With advanced technology, it is not
difficult for the State Administration of
Foreign Exchange to detect such non-
compliance.

As a general reminder, besides the above
restrictions,  Multi-National ~ Corporations
should be fully aware of the below
restrictions on the use of proceeds from
Capital Account, especially the Registered
Share Capital: -

1. It shall not be used for expenditures
outside the business scope of the WFOE
or prohibited by laws and regulations;

2. Unless otherwise expressly provided, it
shall not be directly or indirectly used for
securities investment or other investment
and wealth management products other
than those risk level at the ranking of R1
or R2;

3. It shall not be used to issue loans to non-
affiliated enterprises, unless the business
scope is expressly permitted;

4. It shall not be used for the construction or
purchase of non-self-use real estate
(except for real estate enterprises).

Based on the above, acquisition of real
estate which are occupied by tenants and
payment made on behalf of unrelated
parties with close business relationship are
strictly not allowed for the use of the
proceeds from Capital Accounts. However,
these are some of the common mistakes we
have encountered in court cases.

When making China Inbound Investment,
Multi-National Corporations are encouraged
to consult with the advisors before they
utilise their proceeds from Capital Accounts,
while subsequent proceeds from Current
Accounts (e.g., business profits) have much
less restrictions.
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Recent Court Cases of Foreign Exchange Violation

[China Tax]

Time to consider legal means to expatriate
profits from Mainland China

In Aprii and June 2022, the State
Administration ~ of  Foreign  Exchange
published a number of non-compliance
cases in remitting money out of Mainland
Ching, involving illegal trading in foreign
currency.

The First Notice involves a total of 10 cases
involving illegal use of remittances for
Gambling outside the territory of Mainland
China by individuals. In most cases, they
swiped cards in the POS Terminal of Mainland
China Merchants. Severe penalty of around
10% of the amount of money involved have
been imposed on these individuals while the
amount involved may not be significant. Such
records will appear in the China Social Credit
System of these individual.

The Second Notice involves a total of 10 cases
involving illegal remittance of money out of
Mainland China via “Underground Money
Exchange” (3t F$&iff) by individuals and
corporates. Similarly, severe penalty of
around 10% of the amount of money involved
have been imposed. Such records will also
appear in the Social Credit System in China.

Reference for the First Notice:
https://www.safe.gov.cn/big5/big5/www.safe.

gov.cn:443/safe/2022/0402/20814.html

Reference for the Second Notice:
https:/ /www.safe.gov.cn/safe/2022/0610/2107
0.html



https://www.safe.gov.cn/big5/big5/www.safe.gov.cn:443/safe/2022/0402/20814.html
https://www.safe.gov.cn/safe/2022/0610/21070.html

| Points to note

Based on our experience, the use of
“Underground Money Exchange” is not
uncommon for enterprises which have set
up in both Hong Kong and Mainland China.
With the advancement in technology and
monitoring system in Mainland Ching, such
kind of illegal actions are strictly not
recommended.

To us, many of these corporations actually
have legal means to transfer money in and
out of Mainland China to fulfill their purposes.
The costs of transfer (including China
withholding tax (if any)) are quite low and
similar to the illegal means. It was simply
they did not realise that their group structure
and business arrangements could be
rearranged such that they could transfer
money out of China in a legitimate manner.

Consult with your tax advisor and usually
there will be another way to solve your
foreign exchange problems.
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Higher Benefits but Strengthening Supervision on High
and new Technology Enterprise (& #RlRi3%)

PRC R&D Tax incentives have been attractive,
but taxpayers should evaluate their Overall Tax
Position

The PRC Government has been encouraging
the enterprise to carry out R&D activities in
the PRC to enhance the technology level of
the country. Meanwhile, it also would like to
offer tax reliefs to relieve the burden of the
enterprise during COVID-19.

In short, in addition to a lower Corporate Tax
Rate of 15%, the following tax benefits are also
offered to R&D Enterprises: -

1. Manufacturing Enterprise: Enhanced Tax
Deduction from 175% to 200% for Quality
R&D Expenditure starting from 1 January
2021;

2. Non-Manufacturing Enterprise: Enhanced
Tax Deduction of 175% for Quality R&D
Expenditure until 31 December 2023; and

3. Small Hi-Tech Enterprise: Enhanced Tax
Deduction from 175% to 200% for Quality
R&D Expenditure.

Having said the above, disqualification of
High and New Technology Enterprise Status
has been common in Year 2022. In the First
Half of Year 2022, a total of 396 Enterprises
were disqualified while only 148 Enterprises
were disqualified throughout the Year 2021. In
this regard, we are aware that around 2/3 of
the disqualified enterprises have not
developed any patents, which is an
important indicator that the Enterprises may
not have carried out the R&D activities as
previously declared.

Nevertheless, we expect that the PRC
authorities will continue to enforce close
monitoring and investigation on the High and
New Technology Enterprise Status. Taxpayers
should not undermine the importance of
maintaining the status continuously after
being granted the status.

| Points to note

R&D Tax incentives have been attractive in
recent years. Meanwhile, it is our general
experience that it is not difficult for the
taoxpayers to pursue High and New
Technology Enterprise Status and pursue
enhanced Tax Deduction Claim, while in Hong
Kong, it is relatively more difficult for the Hong
Kong Inland Revenue Department to accept
an expense to be considered as qualifying
R&D activities and thus eligible to 200% /
300% Enhanced Tax Deduction.

Having said that, from Transfer Pricing
Perspective, an enterprise carrying out R&D
activities should generally deserve higher
profits margins. As PRC is generally a high-
tax jurisdiction, it may not be beneficial to
explicitly disclose that the PRC company of a
Multi-National Corporations have been
carrying out R&D activities in the PRC and
provided the relevant details in order to
pursue Enhanced Tax Deduction.

Corporations should therefore evaluate the
pros and cons of each tax incentives to
determine their overall PRC and global tax
position.
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Contact Us.

For further information regarding the above,
please feel free to contact us.

WEEOUES  HULBHEMES -

HENRY KWONG ELENA NG

Tax Partner Senior Tax Manager
N\ N

\\ (852) 3962 0114 \\ (852) 3962 0116

[{] henry.kwong@chengtax.com.hk A elena.ng@chengtax.com.hk

JERRY WONG KEITH CHUNG
Business Consulting Director Tax Manager

\ \
N\ (852) 3962 0109 \\ (852) 3962 0136

keith.chun chengtax.com.hk
@ Whatsapp +852 5600 1980 @ 9@ g

DA jerry.wong@chengtax.com.hk

Cheng & Cheng Limited
MBS EEMRARL T

https://www.chengcpa.com.hk

Cheng & Cheng Taxation Services Limited
HMEARFAERL T

https://henrykwongtax.com

Levels 35 & 36,

Tower 1, Enterprise Square Five,

38 Wang Chiu Road,

Kowloon Bay, Kowloon, Hong Kong
BENENLEEZERRBBEIZNR
TH*ESS581E35 K361
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CHENG & CHENG LIMITED
e Public Accouosants 8686 SRR 8]



