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With the growing trend of IPO or exit of investee
companies due to merger & acquisition in China, from the
investor’ s perspective, the influence of tax cost on the return
on equity investment fund is expected to be increasingly
visible. Meanwhile, we have taken note that taxation
authorities in China are still in the process of improvement in
addressing such issues as definition of administration fees
of equity fund, tax payment method of partnership funds and
standing institutions involved in overseas funds.
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A sound tax plan is usually based on the transaction
model of the main business. In terms of investment and
funding business, the overall tax cost involved in the exit
strategy of fund companies may involve funding at the first
step. In fact, we believe that for fund companies themselves, a
well-structured tax planning system should, besides covering
the four steps, namely funding, investment, management
and exit, primarily take the relationship between the
organizational structure of the equity fund itself and tax cost
into consideration.
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We shall discuss tax planning for equity fund in two
phases. In this phase, we shall mainly focus on the influence
on tax of the organizational structure of the equity fund; while
in the next phase we shall provide a tax analysis with the
target investee company as the key.
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Roles such as fund investor, fund manager and fund
management team are involved in tax issues of equity fund.
It is therefore possible to proceed from the different types of
revenues of equity fund, degree of tax burden among each
subject role and the method of tax payment and rationally
arrange the organizational structure and income proportion
of the equity fund so as to reduce the overall tax burden in a
reasonable way.
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Types of business revenues and payable tax of investment

funds and their managers and investors currently in China are
summarized as follow
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FEIHMNE, MTAUEHES, REERHEEAEBE  of partnership enterprises, it is generally believed that
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It should be noted that, for partnership funds, despite enterprises” , the compensation for losses of partnership
Document No.159 issued by the State Administration of ~ enterprise itself, etc.

Taxation in 2008 to standardize the tax payment principles
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Roles in Equity Fund
o EH&EWHA

Fund Investor
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Be it domestic or overseas fund investor, the types of fund
revenues mainly include dividends, bonuses and other return
on equity investment received from the investee company as
well as revenues from equity transfer of the investee company.
Due to different tax payment methods and tax rates would
apply for investors of different legal forms, a major problem to
consider before the establishment of a fund company is the
subject as fund investor, which is especially critical for offshore
funds.

o H&E&EHEA
Fund manager
EEEEA—BRELAFKAUFNEREENX ETH
WEKNER, BEEEATRBERIIABREUIER.
Most common legal forms for fund managers are
corporation and partnership. With tax planning taken into

consideration, limited partnership is the usual form of fund
managers.
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Regardless of the form of the fund itself, revenues of its
manager mainly include management fees (normally 1-2% of
the total fundraising) and carried interest (normally 20% of the
added value). However, business tax is payable on the basis
of the management fees obtained regardless whether the fund
manager is corporation or limited partnership.
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However, interpretations and practices of the legal nature
of the carried interest—whether it is categorized as service
revenue or investment income—vary in practice. To avoid
business tax levied on carried interest which is understood
as an equivalent of management fee in the account of
fund manager, the accounts must be handled by the fund
manager in a clear and unambiguous way. We think a more
conservative practice is to establish two enterprises as
managers, one of which is GP while the other is manager
of the fund, the latter charging management fees while the
former receiving carried interest.

BRFARRAHBLE S
Tax Analysis of Investment Organizational
Structure

HTHREQRERE, ARFNES YA EERTARMN
INREHER, NMESUERER, SHARANNESRDD
HRBE, FEH, ARHNESHTIESENEZLR/A A ZE
HME, EZBHF—ELNARE, XUAFTFESEAA
HHREFAE,

It is stipulated in the Company Law of China that funds of
corporation must meet all requirements of registered capital
and subscribed capital; therefore capital is easily locked with
weak liquidity of invested capital. Besides, profit distribution
of funds of corporation must comply with the provisions of the
Company Law, with a certain proportion of public accumulation
fund required to be retained, which may go against the capital
utilization rate of investors.
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In contrast, offshore funds are established outside China
and normally invest in domestic enterprises in an indirect way
via overseas shareholding intermediary companies, whose
equity can be transferred in the case of exit. Because such
transfer takes place outside China, there is less possibility of
capital gains tax. However, recently tax authorities in China
have started to show concern over such overseas equity
transfer, holding that in certain cases, capital gains obtained
from the transfer from an overseas parent company to
overseas shareholding intermediary shall also be deemed as
revenues obtained in China on which withholding income tax
is payable.
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Besides, we shall be aware that the long-term
management of investee projects in China by offshore funds
which may influence the criteria of standing institution as
defined by tax authorities in China. Once it is determined that
an institution is established in China, 25% corporate income
tax shall be payable for revenues obtained by such institution
or premises from China as well as revenues from overseas yet
are materially related to such institution or premises.
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This article is an in—depth discussion focusing on limited
partnership. A limited partnership fund includes general partner
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and limited partner; where, generally speaking, the latter,
as fund investor, shall contribute 99% of the total fund and
receive approximately 80% of carried interest; while the former
is responsible for the business operation and management
of fund corporation and assumes unlimited joint and several
liability of the debt of partnership, normally contributing 1%
of the total fund and receiving approximately 20% of carried
interest. Such relationship is illustrated as follows:
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Investment income received by partnership fund from
Investee Company mainly consists of dividends, bonuses and
revenues from equity transfer. In the future, IPO of Investee
Company shall be a major exit channel of partnership funds;
hence revenues from equity transfer are expected to be the
major source of revenues of partnership funds. On the basis
of the “distribution before taxation” policy in Document
No.159, rather than corporate income tax payable by
partnership fund, corresponding corporate or personal income
tax is payable by each partner on the partner level. Therefore
it is concluded that tax is payable by partners at the reception
of carried interest respectively instead of paying corporate
income tax on the fund level of LP fund, hence eliminating the
problem of “double taxation” on corporate fund.
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We believe that the organizational structure of LP fund
may be a focus in investment and funding tax planning.
However, with a relatively short history of partnership system
in China, there are certain issues to be clarified by relevant
authorities, for instance, whether revenues received by
partners in the distribution of Partnership Corporation should
be regarded as investment income or business revenues?
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It is worth noting that since overseas partner is a non-
resident taxpayer, the determination of standing institution
shall be the critical point of the determination of its tax
obligations. Yet such determination can be flexible to a certain
degree in practice as local tax authorities may have different
understandings in the policy implementation. Besides, the
sustainability of local policies and the national policy of foreign
exchange control are also worth attention, which makes tax
issues of partnership fund even more complicated.
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Against the background of global economic integration,
there have been a growing number of cross—border
transactions by investors in China, and reducing the tax cost
and tax payment risk in the transaction process has become
the key in sharpening the competitive edge of enterprises.
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We believe that in—depth tax analysis plan allows for
assessment of various tax-related issues in investment
activities, hence changing the tax-related nature of equity
investment fund in tax payment and optimizing scot. This
requires comprehensive consideration of various tax policies
in cross—border investment, especially the implementation
by local level tax authorities, as well as design of flexible and
operable solutions beforehand.
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In particular, in the preparatory stage of equity investment
fund, it is advised to conduct assessment and analysis from
the perspectives of choice of investment identity, form of
fund initiation, internal income structure of fund, investment
management model, profit sharing and exit strategy, etc. so
as to arrange an investment framework and a tax payment
system for long—term interests.
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