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Reductions of Export VAT Rebates
One of the most highlighted issues concerning the P

e » » Chinese market has been the constant increase of its \yhatis Jesa?

FJ i, foreign trade surplus. In yet another move to counteract
-!ik& this rising figure, Hle People’s Republic of China (PRC)
~  announced on 19" June 2007 that it will impose major
downward adjustments to export VAT rebate rates,
consequently lowering profits of exporters in many industries. Indeed,
reductions and, in some cases, complete eliminations of export VAT rebates

will apply to a broad range of products, including socially/environmentally
harmful products, low value-added products and even strong export products. Wh at iS J esaf)

New Tax Preference Policy for
engaging Disabled Workers

Highlights from Around China

This article is based on official documents released by Deloitte Group Asia. It
outlines the major expected changes and the actions that exporters who have
been negatively affected can take.
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It is important to note that there will not be any transitional rules which will apply except for one exception: for contracts
covering the export of ships and equipment and building materials involved in long term construction projects.

The changes will significantly raise tax costs for many exporting companies. Some of the decreases are so large (up to
8%) that the profit and loss of some exporters could be quite detrimental to the sustainability of their business practices.

Deloitte outlines a number of decisions that exporters negatively affected by these changes can make to minimize their
impact. Apart from simply increasing prices to foreign consumers, the following can also be done:

- Tariff coding: the description and tariff codes of the exported goods should be reviewed to ensure that all
commodities are correctly labelled;

- Supply chain model: the tax efficiency of the currently used export business model in the supply chain should be
evaluated, e.g. the effect of contract manufacturing verses toll manufacturing;

- Functions and risks: the functions and risks undertaken by the China operation should be reviewed to see if some
functions could be performed and risks assumed outside China in order to lower FOB prices of related-party
exports;

- Transfer pricing: some benchmarking exercise could be conducted on the functions and risks undertaken in China
to ensure that the existing transfer pricing policy for related-party exports is proper;

- Special purpose vehicles: special purpose vehicles, e.g. the use of Chinese foreign-invested commercial
enterprises could potentially reduce the impact of the rebate reductions;

- Designated zones: designated special purpose zones, e.g. export processing zones could be considered to reduce
the potential impact;

- Increase of bonded imports: increase of imports or conversion of domestic purchases into imports can also reduce
the VAT cost increase (the use of bonded logistics parks can help facilitate this process);

- Vertical integration/segregation: changes in the operations undertaken in China potentially may change the
exported products and, hence, the applicable tariff code for each product.

We can consider these changes as positive for the overall future stability of China’s financial system and we urge all
exporters concerned by these changes to seek professional advice on how to improve their situation.

New Tax Preference Policy for engaging Disabled Workers

On 1% July 2007, China implemented a new tax preference policy for both foreign and local companies aimed at hiring
disabled people all over the country.

The chief of the National Tax Bureau highlighted that companies employing disabled workers will profit from preferential tax
rules concerning turnover taxes and business taxes.

Regarding turnover tax, depending on the number of disabled workers employed, the Tax Bureau will give back value
added tax to a certain extent or decrease the overall turnover tax. The limits of value added tax returned and turnover tax
decrease for every worker is set as 6 times the local minimum wage; however, the maximum returned can not exceed 35
thousand RMB (=3.5 thousand Euro) per year for each worker.

Regarding business income tax, the business income tax of companies employing disabled workers will be deducted by
twice as much as the salary of the disabled worker. Moreover, the firm income tax will be exonerated from VAT, refunded
legally, or the revenue of the business tax will be decreased.

In this preferential policy, a disabled person is defined as a person with eyesight impairment, auditory impairment,
language impairment, intellectual impairment or mental impairment. Compared to previous rules, this new rule includes
intellectual impairment and mental impairment to enlarge the scope of protection for disabled workers.

To make the most of this tax policy, companies employing disabled workers have to comply with five conditions:

1. Companies must sign labour contracts or service agreements for more than one year with each disabled worker.
Each disabled people must keep the job assigned;

2. Disabled workers must represent more than 25% of the total staff and the number of disabled workers actually
employed must be more than 10 people. Companies whose proportion of disabled workers is more than 1.5% and
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less than 25%, and more that 5 disabled workers can profit from the rule but not from the added value tax or
turnover tax preference rule;

3. Companies must pay social insurance including basic endowment insurance, basic hospitalisation insurance,
unemployment insurance and injury insurance (according to the county government regulation) for every disabled
worker;

4. They must pay wages which are not less than the local lowest wage standard to each disabled worker through a
proper bank institution;

5. Companies must comply with basic establishment regulations to employ disabled workers.
Compared with the previous tax preference rule, the new rule brings the following improvements:

- Enlargement of the scope of companies that can benefit from the policy (different kinds of ownership) and the
scope of disabled people (intellectual and mental impairments are included);

- Improvement of the protection of the rights and interests of the disabled: to benefit from the tax preference,
companies have to sign a labour contract, to pay social insurance according to the local government regulation, to
pay salaries which are not lower than local salaries, to pay the wages through financial institutions and to have
facilities adapted for disabled workers;

- Political engagement to maintain this policy: to employ 1.5% of disabled employees is the duty and responsibility of
each company. The rule set up win-win situations: disabled workers create value and bring financial advantages to
companies.

In case of non compliance of these rules, the penalty applicable is the following: if companies sign false labour contracts or
service agreements, invent or reuse disabled certificates or disabled soldier certificates, make false reports of the
proportion of disabled employees, employ disabled workers without paying them (or paying them less than the minimal
recommended wage), take back salary of disabled employees, companies will have to pay the tax immediately and they
will not be allowed to profit from this tax preference for a period of three years.

This new tax preference policy contributes to creating equitable tax competition and encourages more companies to
employ disabled workers. At the same time, regulations exist to prevent a breach of the law. Concerning foreign companies
— which will be able to benefit from this rule from 1st January 2008, the new policy gives them the opportunity to show
positive corporate social responsibility practices.

Highlights from Around China

NDRC issues warning over the rise in the price of food

China warned local governments to be alert to recent rising consumer price. The consumer price index grew 4.4 percent in June and 3.2
percent in the first half from a year earlier, driven by the surging cost of food. About 10 major Chinese instant noodle makers began to
add up to 20 percent to the price.

Polluting industries lose their loan access

SEPA (State Environmental Protection Administration of China) has submitted to the financial institutions a blacklist of 30 companies that
violated environmental rules. Companies that fail to pass environmental assessments or to implement environmental protection
regulations are disqualified from getting loans from any bank or financial institution.

China warns economy on brink of overheating

Industrial added-value rose 18.5% over the first half of the year, while new loans have added up to 2.54 trillion RMB (=254 billion Euro) in
just six months. M1 (cash and demand deposits) keeps increasing but with little effect on prices.

Steps to limit steel exports expected to gain traction soon

Steel export may rise only 20 percent this year, due to new trade policies. A new batch of taxes will try to control the industry’s growth, to
smooth out trade frictions. US has indeed complained that China was selling too cheaply last year.
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China tightens bank credit to cool economy
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For the sixth time this year, banks have been ordered to increase reserves, after the economy grew 11.9% in the last quarter. The pool

of money available for lending has risen to 12% from 11.5%. The currency has showed no significant reaction.
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