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Developing throughout the
12th Five-Year Plan (FYP)
period, the new energy vehicle
(NEV) industry in China has
essentially completed its

initial stage. In the 13th FYP
period, the NEV industry in
China is entering a stage of
acceleration from the start-up
phase.

The state provides diversified
support to this industry,

and there are currently two
kinds of policies. The first
policy concerns subsidising
the purchase of NEVs with
direct fiscal subsidies, and
implements a generalised
system of preferences.

The second set of policies
involves Chinese automotive
enterprises which profit

from innovation, process
optimisation and research and
development (R&D). It adds
some updates to the High-
Tech Enterprise Tax Preference
Policy and the relevant
preference policy on corporate
income tax for additional
deduction of enterprises' R&D
expenses at the rate of 150%.
The updates will become a
beneficial focus of taxation
preferences.

KPMG's Tax team for the
China automotive industry has
been paying close attention

to the development of the
NEV industry. We have
determined that the promotion
of NEVs in China will gradually
change from fiscal subsidiary
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incentives to compulsory
controls with market
approaches and regulations.
This change is indicated in
the Interim Measures for
Parallel Management of
Average Fuel Consumption
and the New Energy Vehicle
Points of Enterprises (Draft for
comments) (“the Measures'),
which was recently issued

by the Ministry of Industry
and Information Technology.
Using regulatory instruments,
the state aims to encourage
enterprises to produce

NEVs, and will encourage
the NEV industry to continue
reducing carbon emissions
more efficiently by continually
developing technologies.

In this document, we look

at the support from the
government on taxation for
the NEV industry and the
government's future direction
for changes to regulations
and controls. In particular, we
also analyse the tax incentive
opportunities and trends for
R&D and innovation activities
in the NEV industry.
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On 29 April 2015, the Ministry of
Finance, Ministry of Science and
Technology, Ministry of Industry
and Information Technology, and
National Development and Reform
Commission (“the four ministries”)
jointly issued the Measures on
Subsidies for New Energy Vehicles
from 2016 to 2020. The promotion
and utilisation of NEVs will be
carried out nationwide. The central
government will subsidise the
purchase of NEVs and implement a
generalised system of preferences.

Policy overview

The central government subsidises
pure electric vehicles, plug-in hybrid
vehicles and fuel cell vehicles,
which are listed in the catalogue

of recommended vehicles for the
promotion and utilisation of NEVs.
The subsidy standard is mainly based
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on the effects of energy saving and
emission reduction, and such factors
as production cost, scale effect and
technology development are taken
into consideration in the setting up
of different subsidised levels.

Based on the mileage from a full
charge, the subsidy for pure electric
passenger vehicles ranges from
RMB 25,000-55,000 per car; the
subsidy for pure electric coaches is
from RMB 120,000-500,000 per car;
the subsidies for fuel cell passenger
vehicles and light goods vehicles
reach RMB 200,000 and RMB
300,000 per car respectively; and
the subsidies for large and medium
passenger vehicles and medium
and heavy goods vehicles are RMB
500,000 per car.

The subsidy recipients are
consumers. When buying new
energy vehicles, the consumers

pay the production enterprises for
the NEV products at the price after
deduction of subsidies, and then
the central government, following
certain procedures, appropriates the
subsidies to the enterprises.
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Tax analysis on the
government subsidies for
NEVs

Announcement of the State
Administration of Taxation on
Relevant VAT Issues Concerning
Central Financial Subsidies

(State Administration of Taxation
Announcement [2016] No. 3), issued
by the State Administration of
Taxation in 2013, indicates that in
accordance with the current value-
added tax (VAT) policies, the central
financial subsidies obtained by
taxpayers shall not be included as
taxable income of VAT and shall not
be subject to VAT.

The financial subsidies obtained

by new energy enterprises are

not subject to VAT in principle; in
fact, the actual recipients of the
central and local subsidies for NEVs
are the direct consumers. The
financial subsidies aim to encourage
consumers to buy NEVs. When
buying NEVs, the consumers only
need to pay the sales price after
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the deduction of the financial
subsidies. The finance departments
will appropriate the subsidies
directly to NEVs' production or sales
enterprises to reduce complicated
procedures.

In terms of the actual beneficiaries
of the subsidies, production
enterprises and sales enterprises
are not the actual owners of the
subsidies, but are rather the handlers
who receive the subsidies on behalf
of consumers. Therefore, in the
transaction, the subsidies should not
be recognised as the non-operating
revenue of the enterprises; instead,
the enterprises should record the
payment difference of the sales
revenue in the current account, and
recognise the sales price before the
actual reduction of the subsidies

as operating revenue. Also, the
production enterprises and sales
enterprises should pay the VAT
based on their full sales revenue
(including the amount of the financial
subsidies).

The direct financial subsidy policies
at present benefit many enterprises
which are engaged in the production
and sale of NEVs. However, we
should realise that the NEV industry
in China still lacks significant
breakthroughs on high-end products
and core technologies. One of the
important reasons for this situation
is that the enterprises depend
heavily on government subsidy
policies. According to an officer
from the Ministry of Finance, it is
possible that the subsidy policy for
NEVs will be withdrawn after 2020."
The subsidy policy will be adjusted
and a selection and elimination
mechanism will be established in
the future. Therefore, enterprises in
the NEV industry should plan their
development strategies for the post-
subsidy policy era.

T T EERER 2017 BEREAMEREZ S T, WS HiE, 2016818248, http:/
tech.163.com/16/0124/08/BE361927000915BFhtml
‘Subsidy policy for NEVs to be withdrawn after 2020’, NetEase, 24 January 2016, http://
tech.163.com/16/0124/08/BE361927000915BFhtml
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As stated above, the Measures,
issued by the Ministry of Industry
and Information Technology on 22
September 2016, state that China
is changing from fiscal subsidiary
incentives to compulsory controls
with market approaches and
regulations in the promotion of
NEVs.

The Measures are made for two
reasons — as the sale of NEVs
increases, it is hard to continue large-
scale financial subsidies, while the
problem of structural overcapacity
for fuel vehicles is beginning to
stand out. The Measures issued will
be implemented in parallel with the
existing administrative policies for
oil consumption of fuel vehicles so
as to manage the carbon emissions
of vehicles and force enterprises to
expand their production of NEVs.
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The Point Transaction Mechanism
(the system where fuel
consumption points and NEV points
are transacted among enterprises
which sell passenger vehicles

in China) can force traditional
automotive enterprises which are
not willing to produce NEVs to incur
higher costs through penalties or
credit purchases. With the help of
market forces, this mechanism can
encourage enterprises to invest
more resources into the R&D of
products and the innovation of
technologies, ensure the upgrading
and transformation of the products
from traditional automotive
enterprises, stabilise the production
and sales ratio of NEVs, and
stimulate the development of NEVs
through adjustments to the market.”

The Measures manage the
average fuel consumption and NEV
production status of enterprises
which sell passenger vehicles

in China. These two aspects
require separate reviews in which
positive and negative points of fuel
consumption and new energy will
be formed based on how well the
enterprises satisfy the standards.
Fuel consumption points are to

2 "ROEFMEERMECASIEERE N SURBHANE, REm#iE, 201658888138, http://

www.jiemian.com/article/795557html

‘National Development and Reform Commission seeks public advice on new energy Point
Transaction Mechanism’, Hong Yang, Jiemian Media, 13 August 2016, http://www.jiemian.

com/article/795557html
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be calculated by the deviation
between the national average fuel
consumption standard and the actual
fuel consumption of corporates. If
actual fuel consumption is less than
the standard consumption, positive
fuel consumption points will be
counted. Otherwise, negative fuel
consumption points will be counted.

New energy points are to be
calculated by the deviation between
the national standard and actual
points derived from NEVs which are
produced or imported by automotive
manufacturers. If the actual points
are more than the national standard,
positive NEV points will be recorded
and vice versa.

In accordance with the Measures,
the negative fuel consumption
points can be offset in four ways:

1. By using positive points from fuel
consumption carried forward by
the enterprises from an earlier
stage

2. By using positive points from
new energy generated by the
enterprises themselves

3. By using positive points from fuel
consumption transferred from the
enterprises’ affiliates

4. By purchasing positive points for
new energy in point transactions.

The Measures set a deduction rate
to avoid the problem of too many
points being carried forward, which
can effectively ensure the fulfilment
of energy saving in China. Negative
new energy points can only be
offset by purchasing spare positive
points for new energy from other
enterprises. Furthermore, there

are few limits on the transaction
parties for new energy points and all
enterprises can trade freely, which
shows the convenience of the NEV
point transactions and encourages
enterprises to develop NEVs.
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As the Measures are still in their
initial phase, relevant authorities
have not yet introduced specific
regulations on accounting and
taxation implications. In light of the
accounting and taxation practice

of emission rights and carbon
credit transactions, we predict
that point transactions between
automotive manufacturers may

be considered as the transfer

of intangible assets, where VAT
would be applicable after the VAT
reform. From the perspective of
income tax, gains from the point
transaction shall be considered

as taxable income, and expenses
generated from purchasing the
points can be deducted before

tax. The Ministry of Finance

has issued Interim Measures of
Accounting Processes of Carbon
Credit Transactions (Draft), and it is
believed that relevant regulations on
accounting and taxation treatment
of point transactions will gradually
be clarified when the Measures are
further executed.

n

Previously, China encouraged
automotive enterprises to produce
NEVs through financial subsidies
and urged them to reduce emissions
by tightening the fuel consumption
limits of passenger vehicles. In
accordance with the requirements
of the fourth stage of the standard
regarding the fuel consumption of
passenger vehicles, the average ol
consumption of passenger vehicles
produced in China will be reduced
to 5.0 litres per 100 kilometres by
2020. The annual limits are 6.7
litres, 6.4 litres, 6.0 litres, 5.5 litres
and 5.0 litres respectively from 2016
to 2020. Automotive enterprises

will likely not be able to achieve

this goal if they do not produce
NEVs. The Measures issued will

be implemented in parallel with the
existing administrative policies for ail
consumption of fuel vehicles, so as
to manage the carbon emissions of
vehicles and force the enterprises to
expand the production of NEVs.

Using the policies as guidance,
various types of automotive
enterprises are likely to invest more
funds and resources in R&D and
innovative technologies. In addition
to market stimulation methods in
the above Measures, there are many
financial preferences in the policy for
R&D and innovation activities.

© 2017 KPMG Advisory (China) Limited, a wholly foreign owned enterprise in China and a member firm of the KPMG network of
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Innovation is a key factor for China
to develop the economy during

the 13th FYP period, along with
removing dependence on large-
scale traditional manufacturing. As
labour costs in China are rising and
China is facing fierce competition
with countries with low labour
costs, the tax incentive for high-
tech enterprises and the preference
policy for additional deduction of
R&D expenses will effectively
support the government to carry
out supply-side structural reform
and help achieve the goal of steady
economic growth proposed by the
13th FYP. These two tax preference
policies work towards the goal of
supply-side structural reform, since
both can help industries improve
their productivity and lower their
production threshold.
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For example, enterprises in the
NEV industry can enjoy the tax
preference policy by attaining new
knowledge and technologies, and
improving their working process
regarding the reduction of pollution,
greenhouse gases and energy
consumption; energy solutions;
safety improvement; whole vehicle
control; motor control; and battery
management. By retaining and
improving the efficiency of R&D,
enterprises can gain access to the
market more easily and continually
invest in projects which can
increase production supplies, such
as innovative products and services.
This can help maintain competitive
pricing and boost consumption.

‘Green manufacturing’ is another
important part of China’s 13th

FYP. The tax preference policy

of additional deduction of R&D
expenses is applicable to enterprises
engaging in green manufacturing
technologies. Enterprises can also
look at potential opportunities in
applying for enrolment as high-tech
enterprises.
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TERILEMERAEITILEIRTE  The following charts show the

EHEASWRENER, URHHAE  situation of high-tech enterprise

SEEET SIS ETA BTG, accreditation in the automotive
industries in Beijing and Chongging,
and the proportion accounted for
by accredited enterprises in the
new energy industry in the entire
automotive industry.

1. 2013-2015 FIFSFTUBMEREWERIAE °
Chart 1: Number of high-tech enterprise accreditations in the
automotive industry in Beijing in 2013-2015°

L=
Beijing

m 5% 1T Automotive industry HeERSZE NEVs

B 2. 2013-2015 FEXRSEFETUSHBAREINERIAE

Chart 2: Number of high-tech enterprise accreditations in the
automotive industry in Chonggqing in 2013-2015

® 5Z17l Automotive industry WEETR/SZE NEVs

UTE O mMEeEESEMNIES /GIE  The following section summarises
a5 FREARUSLEREZEME  the technical connections between

REBEHITEELR, the characteristics/innovation of
NEVs and the two tax preference
e BESENENX policies mentioned above.

BT 206E8H 12 4% [1he definition of new

1 (FEEESEL IR~ energy vehicles

BEAE (BITIEREIR) ) XI5 The Administrative Provisions on
RERAFERIEX RSB R TEMN  Production Enterprises of New

¢ EETEAREAIAE TYEM, http://www.innocom.gov.cn/
‘Committee of High-tech Enterprise Qualification’, Innovation Company, http://www.
innocom.gov.cn/
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Energy Vehicles and Access of
Products (Amended Draft for
Comments), issued by the Ministry
of Industry and Information
Technology on 12 August 2016,
records an updated definition

of NEVs and stricter standards

for technical criteria of NEVs. In
accordance with the Measures,
NEVs are vehicles which adopt
innovative power systems and are
mainly or completely driven by new
energy, including plug-in hybrid
vehicles (extended-range electric
vehicles), pure electric vehicles, and
fuel cell vehicles.

Compared with traditional vehicles,
NEVs adopt unconventional fuel

as their power source, or use
conventional automotive fuel with
innovative engine installations.
With advanced technical principles,
new technologies and new
structures, NEVs are integrated with
advanced technologies in power
control and driving. The technical
definition of NEVs suggests that

in order to realise these technical
goals, the enterprises will utilise
their new knowledge of science
and technology innovatively

or improve their essential
technologies, products (services)
and processes. By continually
performing systematic activities
with specific goals, the enterprises
can attain new knowledge of
science and technology. These
potential characteristics meet the
requirements in the tax incentive
policy for high-tech enterprises
and the policy of the additional

150 percent deduction for R&D
expenses.
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Technical connections
between trends in the
NEV industry in China and
tax preference policies,
and between potential
R&D activities and tax
preference policies

¢ Industrial trends

The technical research and
development of NEVs and the
industrialisation of this industry

are accelerating. Through the joint
effort of enterprises and institutes
in China, NEV technology in China is
catching up with the advanced level
abroad:

- Significant progress has been
made in extended-range hybrid
vehicles

- A great breakthrough has been
made in technologies of core
components

- Animproved industrial standard
system and public technical
platform have preliminarily been
established. Over 100 national
and industrial NEV standards
have been issued or are being
established. A testing platform for
the completed vehicles, such as
new energy passenger vehicles
and commercial vehicles, and
their core components such
as power batteries, have been
built, and a network of charging
facilities has preliminarily been
established

The NEV industry is a high-tech area
which has gained special support
from the state. In addition, the
enterprises in the industry are eligible
for accreditation of

high-tech enterprises and the
application for additional deduction of
R&D expenses at 150 percent.
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enterprises

The new Administrative Measures
on Accreditation of High-tech
Enterprises (Guokefahuo [2016]
No. 32) was issued in January
2016. The administrative authority
then issued the Guidelines for the
Administration of the Accreditation
of High-Tech Enterprises
(Guokefahuo [2016] No. 195) (“the
Guidelines”).

The new Guidelines show the
changes to the compliance
requirements for high-tech
enterprises, and that the
government will continually
enhance the supervision of
the accreditation of high-tech
enterprises. A high-tech enterprise
has to satisfy the standards
corresponding to the following
related areas:

- Own technologies that are
included in the encouraged areas

- Own core technology intellectual
property

- Earn revenue from high-tech
products (services)

- Have R&D expenses that meet
the requirements

- Have technical staff

- Evaluate innovative capabilities
and associated point scorecard

- Have a specific duration of
enterprise operation

- Comply with production safety,
quality control and environmental
protection standards.
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We can conclude that innovative
and core technologies account for
the dominant proportion of the
accreditation.

The new Guidelines specify the
regulations for enterprises on
reporting, reviewing, changes to
corporate names and other big
changes, relocation, and judgement
of grave accidents and illegal
activities. These review policies in
the new guidelines are stricter than
those in the old guidelines. During
the review, the inspectors may
conduct on-site interviews of the
enterprises’ premises to evaluate
their high-tech qualifications.

The new Guidelines indicate that
similar to the review for high-tech
enterprises, expert teams should
be involved. The expert selection
system will be retained. The
financial experts will review the
data of corporate income tax and
other financial data.

These changes to supervision
enhancement show that the
government will conduct more
regular and targeted inspections
of the application for high-tech
enterprises. WWe noticed that in
previous years, there have been
some problems with certain
high-tech enterprises’ compliance in
some provinces in China. However,
those problems have improved a
great deal in most places, possibly
thanks to the fact that the
enterprise applicants and local
government have gained a better
understanding of the regulations
for high-tech enterprises. The new
guidelines aim to further connect
the enterprise applicants to the
overall goals of the preference
policies for high-tech enterprises.
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In the NEV industry, enterprise
applicants should perform
comprehensive self-evaluations and
determine the compliance risk of
high-tech enterprises, in accordance
with the new guidelines. The
focuses of the review are as
follows:

- How enterprises’ intellectual
property plays a key role in their
major products (services) in
China

- The ownership of intellectual
property, including the scale and
frequency of use of intellectual
property and the categorisation
of type | and type Il intellectual
property

- The nature and quality of
intellectual property and the
effect on major products
(services) and technology
development

- R&D expenses, and determining
where the additional expenses
can be included in the calculation
of R&D expenses

- Whether the indicator of
revenue of high-tech products
in high-tech revenue meets the
requirements

- Analysis of the innovation
capability index of high-tech
enterprises and determination of
whether their ratings meet the
requirements

- The group enterprises should not
evaluate the single enterprises
exclusively, but rather consider
all the R&D activities in the
group as a whole and make
appropriate arrangements to
improve their compliance for
high-tech enterprises.
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Application for additional

150 percent deduction for R&D
expenses

The policy of additional deduction
of R&D expenses is applied
worldwide to encourage and
support innovation. Nowadays,
this policy provides enterprises
with a 150 percent deduction

for R&D expenses if the related
requirements are satisfied, saving

a 12.5 percent marginal cost for
enterprises’ R&D activities (under
the assumption that the enterprises
need to pay corporate income tax
in the current period, the applicable
tax rate is 25 percent, and 100
percent of the original pre-tax
deduction base is excluded).

The Ministry of Finance, the

State Administration of Taxation
and the Ministry of Science and
Technology issued the Notice

on Improvements to Policies

of Pre-tax Additional Deduction

of Research and Development
Expenses at the end of 2015,

and the State Administration of
Taxation issued the Announcement
of the State Administration of
Taxation on Issues Relating to
Additional Deduction of Research
and Development Expenses of
Enterprises ("Announcement 97").
Except for the industries and R&D
activities listed in the Negative

List, the activities carried out by
the enterprises all qualify to apply
for this tax preference, which can
have a huge positive effect on many
enterprises. The entire value chain
in the automotive industry is
included in the scale of the policy.
Furthermore, three-year traceable
application will also bring the
enterprises opportunities to discover
more benefits from the additional
deduction of R&D expenses,
provided that the R&D expenses are
incurred after 1 January 2016.
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The new policy simplifies the
application procedures for additional
deduction of R&D expenses and
loosens some conditions. As

a result, pre-project evaluation
conducted by the various bureaus
of the Ministry of Science and
Technology is not required in many
places. However, 20% of the
enterprises which apply for the
additional deduction need to be
audited by their local tax authorities
each year from now on. Therefore,
it will be more and more important
in tax compliance management to
be well prepared, back up in real
time, and post files due to the audit
conducted by the tax authorities

on R&D activities and expenses.
Since the annual audit rate should
not be lower than 20 percent,

it is especially important for
enterprises to establish procedures
and systems which meet the
requirement to identify the R&D
activities and attribute the R&D
expenses. This action will not only
maximise the tax revenue, but also
ensure the compliance of the R&D
expenses when the tax authorities
in charge raise questions.

Announcement No. 97 suggests
that enterprises need to set up
secondary accounts for R&D
expenses when launching R&D
projects. This may be challenging
because the engineers, scientists
and finance staff in the enterprises
do not always perform separate
accounting for R&D projects, even
though the projects are launched
systematically. Given the situation
mentioned above, Announcement
No. 97 provides a standard template
for R&D secondary accounts to
assist enterprises in recording their
R&D expenses and lower the risk
of non-compliance in a manner
approved by tax authorities.
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Examples of R&D activities
for NEVs which comply with
the accreditation of high-tech
enterprises and application for
additional deduction of R&D
expenses:

- Technologies categorised by
the corresponding process of
power systems and module
systems

- Design and development
abilities of a control system for
a completed vehicle

- Research, development and
testing abilities for a
power-driven system

- Optimisation of production and
manufacture of engines

- Feedback systems and
tracking systems for product
quality

- Recycling technologies
for batteries, and charging
solutions

- Large screens in the car,
attractive designs for the
exterior appearance of the
car and automotive driving
technologies

- Charging solutions
- Facilities and technologies for
quick charge

- Design of charging stations
and charging poles
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Research, development and
update of technologies for
quick charge

Innovation and application
of chemical technologies for
circuitries and battery cells

New technologies for recycling
batteries

Solutions for improving the
safety of electric vehicles

Innovative technologies for
non-flammable batteries,
such as non-flammable
electrolytes, diaphragms
which are resistant to high
temperatures and distortion,
anode and cathode materials
with low resistance values
and weak heat productivity,
and mechanisms which can
block out the electrochemical
reactions to deal with
abnormally high temperatures

Design for module safety and
system safety, such as design
for a balanced and suitable
temperature field
Optimisation of quality tracking
systems during production,
including tracking systems

of a whole vehicle, and
recording and storing systems
for product information and
testing data before delivery.
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So far, the direct incentives

which China uses to encourage

the development of NEVs have
mainly focused on the personal
consumption side, a phenomenon
also found in other countries where
direct tax incentives are applied to
stimulate NEV markets. The British
Government, for instance, levies
car ownership tax according to
carbon emission amount emitted
per kilometre in order to reduce
carbon emissions. Tax rates on low-
emission cars can be zero whereas
those on high-emission vehicles can
be up to 30 percent.

In a similar spirit of encouraging
smaller internal combustion engine
vehicles (ICE vehicles) and reducing
pollution, from 1 October 2015 to
31 December 2016 China adopted
a tax incentive policy which stated
that those buying cars with less
than 1.6 litre displacement could
enjoy the vehicle purchase rate

of just b percent. From 1 January
to 31 December 2017, the rate is
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7.5 percent. However, it should be
noted that the latest circular clearly
states that from 1 January 2018, the
vehicle purchase tax rate on cars
whose displacement is less than

1.6 litres will be recovered back to
10 percent, reflecting the prevailing
trend of decreasing incentives for
the ICEV market.

Germany is encouraging NEV
companies by offering tax
exemptions instead of financial
subsidies. Its vehicle tax policies
exempt all NEVs bought from

May 2011 to December 2015 from
vehicle tax duty for 10 years, and
all NEVs bought from January 2016
to December 2020 can enjoy the
exemption for the next five years.
For the time being, China levies
no tax on NEVs either. Based on
the foregoing analysis, support for
the consumption side of NEVs wiill
transform from tax exemption plus
financial subsidy to tax exemption
without subsidy, and direct
incentives on NEVs consumption
will be tightened too.

On the production side of NEVSs,

the government is expected to
encourage the expansion of the
R&D capacity of relevant companies
in the near future, thus innovation
activity will enjoy major tax and
policy incentives in the value chain.
Automotive manufacturers should
be aware of this transition and keep
updated on the latest updates on
relevant policies. KPMG China's
Auto Tax services team will continue
to communicate with relevant
policymakers and pay close attention
to the latest developments of
policies related to the NEV industry.
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