Investment and Financing Strategy
and Tax Effectiveness Plan
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Optimization of asset structure
for maximum capital effect is core to
investment and financing strategy;
therefore, capital operations would
inevitably affect ownership relations
and may even break through the
previous enterprise borders and result
in asset transfer and changes in equity
relationship, which will in turn exert
certain influence on tax strategies of the
enterprise.
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Investment merger and ownership
restructuring will change the form of
investment organization in a creative
way and rapidly optimize equity
relationships, and may even reduce
the circulation links between affiliated
enterprises or between upstream
and downstream enterprises, hence
circumvent income tax and commodity
turnover tax by lawful and reasonable
means is the advantage of merger and
ownership restructuring.
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In practice, we believe that
the effectiveness of tax strategy of
investment activities may be planned in
three major phases:
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@ Tax effectiveness in investment entry
phase, which involves transaction mode,
selection of investor and investee,
taxation risk auditing of the investee
company, mode and time of payment of
investment fund, selection of the date of
merger, etc;
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® Tax effectiveness in investment
holding phase, which involves the
influence of equity structure on income
distribution mode, profiting from
preferential taxation policies, capital
cost , transfer pricing of related party
transaction, etc;
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® Tax effectiveness in investment

withdrawal phase, which involves equity
transfer, assets stripping, reinvestment
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of profits, IPO, etc.
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Investment behaviors of different
natures in different phases should be
addressed in differentiated ways, as
different aspects are focused on in
equity investment, bond investment,
long-term investment, short-term
investment, domestic investment and
foreign investment, etc, and different
situations may overlap or combine. This
article shall provide strategic discussions
from a methodological perspective only
without involving concrete technical
proposals.
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Focusing on Investment Size
and Progress
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Investment merger may expand
the border of companies and transform
deals between companies into internal
deals. As neither transfer of commodity
ownership nor verification of labor
transaction is involved in internal deals
within the company, such deals do not




constitute circulation in its legal sense
and therefore do not incur commodity
turnover tax.
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Besides, there exist major
differences between the taxation policies
applied to property rights transaction and
those applied to assets transaction in
investment merger: assets transactions
generally incur the burden of commodity
turnover tax while the transfer of
property rights of a company is
essentially different from such corporate
behaviors as selling real property or
goods, or transfer of intangible assets as
the former does not belong to the scale
of either business tax or value-added
tax. Transformation of assets transaction
into property rights transaction enables
packing sale of assets and liabilities
hence avoids the commodity turnover
tax in assets transfer. We believe that
both the investor and the investee shall
benefit from the reduction of overall tax
burden.
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The investor and the investee
become related parties after the
investment is done. Transfer pricing
may serve as a tax moderator between
related entities to a degree. However, it
should be noted that anti-tax—avoidance
measures are adopted in many
countries targeted at transfer pricing
by related parties, which may incur
extra cost of tax management cost in
related party transactions; for instance,
Chinese tax authorities require that
contemporaneous documents of related
party transactions shall be prepared and
kept for at least 10 years for the scrutiny
by tax authorities.
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Choosing Forms of Investment
in Mergers

EFHFBHEF N

Investment and funding mergers
are usually categorized into merger by
asset purchasing with currency, equity
purchasing with currency, exchanging
equity for assets and exchanging equity
for equity. For shareholders of the target
company, it is usually unnecessary
to verify the capital gains from the
exchange in “equity-for-equity”
merger, and even if income tax on these
capital gains is incurred in selling these
shares later, a tax deferral has already

become possible. However, the last
two years are marked with increasing
concern by Chinese tax authorities of
tax payment on equity transfer gains,
especially in such cases where domestic
equity transfer is enacted by overseas
shareholders.
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The party eventually assuming the
tax burden is usually determined during
investment negotiations, and tax cost
transfer through transaction prices may
be considered with mutual agreement of
both parties.
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Focusing on Financial
Leverage
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Interest cost incurred by debts
is income-tax-deductible as such
expenditures may be deducted from
profits of the same term. Therefore, the
merger company may opt for appropriate
debt financing forms with the strength
of financial leverage of the company
itself taken into consideration to collect
the funds necessary for merger, hence
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increasing the overall debts and benefiting from
stronger effect of tax—deductible interests.
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Although return on investment (ROI) after
tax tends to increase with rising debt financing
proportion of the company, investors must
carefully consider the relationship between
return on investment and ration of debts to

assets, i.e. the principle of returns matching
risks.
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If foreign debts are involved in the
investment and financing plan, special
consideration must be given to other factors
such as operability risk of the plan under
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China’ s foreign exchange control, exchange
rate risk, differences in inflation, etc.
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Accounting on Date of Acquisition
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Accounting of investment behavior is
required on the date of acquisition where
normally two possible methods exist for merger
companies to choose from on the basis of their
reality: pooling of interests and purchasing, of
which the latter is most commonly applied in
the practice of corporate mergers as it helps
to reduce tax burden from the perspective of
taxation.
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The model of income distribution may
influence the level of tax burden to a certain




extend as changes in property rights
relations resulting from investment
may be passed on along the chain of
return distribution while casting a direct
influence on the taxation of company.
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Company Spin-Off and Assets
Stripping
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Further discussion on company
spin-off and assets stripping is
necessary as investor needs to make
sure that core assets of the target
company may be stripped at a relatively
low cost in partial acquisitions while
investee is in more need to face this
issue.
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Company spin-off and assets
stripping is also an important form
of property right reform and assets
restructuring. Property and income can
usually be divided among two or more
subjects of tax payment, which may
play the advantages of specialization
and division of labor to the full and
therefore improve the production and
business competence of the company

on one hand and effectively enable tax
planning and reduce the tax burden of
the company on the other.
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For example, business at low tax
rate or exempted from tax payment may
be separated in dual-status operations
or mixed sales through spin-off, or
subjects of progressive tax may be
divided into two or more subjects of
lower tax rates.
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However, we firmly believe that
tax effectiveness must be based on
the satisfaction of business demands
with cost benefit principle taken into
consideration. Besides, reasonable
pricing must be noted if spin—off of
goods or labor is involved, otherwise
tax authorities may enact taxation
adjustments based on fair market value.
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Tax effectiveness plan is an
organic component of investment and
financing strategy and is intrinsically in
accordance with the financial goals of
the company and therefore must comply
with strategic goals of investment and
financing. The optimal balancing point
must be located between tax burden
reduction and tax risk control. Therefore,
comprehensive consideration must
be given to external taxation laws and
regulations and internal financial status
in tax effectiveness planning so that it
may better serve the investment and
financing strategy.
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