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Abstract

Since the initiation of economic reform in the late 1970s, China’s tax
system has evolved to better suit the needs of a market economy. At the be-
ginning of reform and opening-up, the tax policy was characterized by tax
preference to attract foreign investment to promote the economic develop-
ment. In the middle of 1990s, with the establishment and improvement of its
socialist market economic system, China has implemented a unified turnover
tax system for domestic and foreign invested enterprises since 1994, which
replaced fundamentally the specialized preferential turnover tax policy for for-
eign-invested enterprises. Also, China made a unified income tax policy for
domestic and foreign invested enterprises in 2007. This means that the spe-
cial income tax policy for foreign-invested enterprises has been abandoned.
As a result, is there any necessarily for China to apply the specialized pref-
erential tax policy to foreign investors? What’s the future thrust of China’s
tax policy for foreign-invested enterprises? What relationship does stand be-
tween FDI and taxation? In response to these issues, this paper starts with
the source of FDI to present the fundamental principle on tax policy for
FDI. And it makes a review on the practices in some industrialized countries
to find out the common guideline of their practices. Finally, this paper ana-
lyzes China’s tax policy on FDI and makes a fundamental forecasting on the
impact on FDI imposed by the adjusted tax policy in China.

1. Why FDI occurs? On the one hand, the nature of capital aims at
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generating high profits. When it is difficult for capital to gain high profits in
home country, it will move towards the world and try to invest in other coun-
tries where it may generate high profits. On the other hand, host country
needs to exploit FDI to accelerate its economic development. Moreover, the
preferential tax policy can increase after-tax benefit derived from FDI,
therefore, host country naturally utilizes tax privileges to encourage FDI.

2. In general, host country uses turnover tax and corporate income tax
concessions to attract FDL Turnover tax concessions mainly embody in lower-
ing/exempting sales tax, business tax, consumption tax, value-added tax
as well as tariff which are imposed on goods and services. The preferential
treatments of corporate-level income tax embody in reductions in the statutory
corporate income tax rate; enriched capital cost allowances, including ac-
celerated and enhanced write-offs for qualifying capital costs; lowering the
calculation of taxable profit, etc. Just as the same objectives of turnover tax
concessions, various corporate tax incentive measures will stimulate
FDL Eventually, host country achieves the goal to encourage FDI

3. Efficiencies of corporate income tax incentives are weakened or en-
hanced by alternative factors.

(1) Tax planning of an enterprise can weaken the efficiency of corpo-
rate income tax incentives. Tax holidays remain a popular form of tax incen-
tive. Where a tax holiday is targeted at newly-established foreign-owned en-
terprises, it is possible for the already existing businesses to transfer their
own capital to qualified new firms in order to benefit from the tax relief. This
“ churning” of business capital for tax purposes can lead to the false impres-
sion that new investment has taken place, when in fact the introduction of
“new” productive capacity merely reflect a reduction in operating capital
elsewhere in the economy. Policy effect has been given a discount.

While offering accelerated depreciation plus loss carry-forward provi-
sions, the enhanced depreciation allowances combined with flexible loss car-
ryover rules can lead to a significant build-up of unutilized “tax losses”.
According to the policy-makers’ original purpose, tax losses can be earned
by taxable firms to offset tax in future years. But the fact is that the existence

of large balances of unused tax-losses creates incentives for firms in a loss
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position to “sell” tax-losses to non:qualified firms that are profitable and
able to use transferred losses to reduce their host country tax liability. This
causes that the outside untargeted group may enjoy the tax incentives and the
host country loses tax revenue and fails to reach the initial targeting goal. As
theory suggests, host governments, on the one hand, will ensure that rules
and administrative practices are in place to limit transnational corporations’
tax avoiding behaviors which can cause unconventional influences on the effi-
ciency of tax incentives. On the other hand, according to the needs of host
country’s policy goal as well as the characteristics of alternative tax incen-
tives, they must be cautious in the use of mix of tax incentives to reach the
target investment activities.

(2) Inflation can weaken or enhance the efficiency of tax incen-
tives. The efficiency of tax incentives introduced by host country, such as a
reduction in tax rate, tax holidays, investment tax credits, investment tax
deduction and accelerated depreciation will increase namely but decrease
actually for the reason of inflation. When inflation rate is in a certain high
level, the actual effective tax rate of enterprises will be higher than a statu-
tory corporate income tax rate. In this situation, tax incentives fail to achieve
the designed goal. On the other hand, financing incentives offered by host
country may enhance the efficiency of tax incentives because inflation will
make firms pay more interests. This can lead to a significant reduction in host
country tax revenue.

(3) Home country tax on foreign source income can weaken the effi-
ciency of host country tax incentives. Home country usually applies limited
foreign tax credits to foreign source income. Where host country taxation on a
foreign investor’s income generated in its territory is equal to (or more than)
current home country taxation on foreign source income, there is no increase
in the total (combined host and home country tax) tax imposed on the for-
eign investor’s income generated in a host country. However, in order to
attract foreign capital, host country normally introduces a given tax incen-
tive. Where host country taxation on a foreign investor’s income generated in
its territory is lower than current home country taxation on foreign source

income, there is no decrease in the total (combined host and home country




N HE IR AR

tax) tax imposed on the foreign investor’s income generated in a host country.
The effect is a transfer of tax revenue margin from the host country treasury
to the home country treasury. Under this condition, if home country has
signed agreements including provisions such as tax sparing agreements, with
host country, tax incentives offered by host country for FDI will provide a
“windfall gain” to investors.

4. Tax incentives for FDI across industrialized countries show a remark-
able degree of diversity in approaches. Following UK who had realized indus-
trialization through the industrial revolution in the earliest period, other
countries, such as America, Japan etc., had also raised the tide of indus-
trialization. In the process of realizing industrialization, at that time, gov-
ernments of these countries had still utilized policies such as preferential tar-
iff to encourage FDI indirectly, though they carried out a kind of policy on
government not intervening in economy. On the contrary, while emerging
industrial countries, such as Singapore, South Korea etc., were propelling
industrialization, the fact that state was intervening in economy was prevail-
ing. Therefore, these states took full advantage of preferential taxation poli-
cies to give play to the promotive role of FDI on the road to industrialization.
They adjust continuously the preferential content of turnover tax and corpo-
rate income tax in line with alternative form of national economic develop-
ment strategy at development stages. After accomplishing industrialization,
emerging industrial countries keep on introducing tax incentives to attract for-
eign capital further to uplift their national science and technology to be in a
leading position in the whole world. By contrast, early industrial countries,
which are high developed in science and technology, implement unified
preferential taxation policies in domestic enterprises and foreign invested
enterprises to achieve the policy target aiming for being in an advanced
standard in the world all the time. This shows a common point that both early
industrial states and emerging industrial countries pay close attention to the
preferential taxation policy targets and objectives after the fact that state was
intervening in economy was prevailing,

Referring to the policy experiences of industrial countries for FDI, the

present-day developing countries in the process of industrialization must offer
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alternative preferential taxation policies for FDI on the basis of their own eco-
nomic characteristics and development goals at various stages. At a start-up
stage, generalized preferential taxation policies must be offered to provide
more widespread tax incentives; at a developing stage, industry-oriented
preferential taxation policies, which are consistent with adjustment of the
national industrial structure and economic development strategy, must be
offered; while at a take-off stage, preferential taxation policies must be con-
centrated on investment in high-tech sectors and fields.

5. At present, China is at a take-off economic stage in the course of
industrialization. Therefore, its preferential tax policies for foreign-invested
enterprises shall be concentrated on the investors in high-tech sectors and
fields.

In 1980s, China had established a system of tax policy for foreign-in-
vested enterprises featured by preference under its foreign capital-attracting
strategy during its initial reform and opening-up strategy. With deepening
ever-increasingly its reform and opening-up strategy, in the beginning of
1990s, China had made a series of adjustments to its income tax policy for
foreign invested enterprises, but still the preferential principle has ever been
remained. China’s preferential tax policy has been playing a significant role
in attracting FDI and promoting its economy to develop in the sustained and
steady fastion.

China unified its turnover tax system for domestic enterprises and for-
eign-invested enterprises in 1994 as its socialist market economic system had
been established and improved. Since then, a consolidated turnover tax policy
has been applying to either domestic enterprises or foreign-invested enterpri-
ses. The general preferential policy with respect to turnover tax for foreign
investor was adjusted into the preferential turnover tax only for special ones.
China’s FDI has been still growing steadily in the long term, though there
may be some impact on foreign investors in the short term, because of its
consolidated turnover tax policy.

However, the existing corporate income tax incentives for foreign inves-
ted firms had been established in the beginning of 1990s. In recent 10 years

plus, China’s social and economic situation has been changing greatly,
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there are many aspects unsuitable to meet demands of the objective social
and economic development in the existing corporate-level income tax incen-
tives. The aspects unsuitable as follows: (1) China has been reforming and
opening up to the outside world for more than 20 years, its total gross do-
mestic product ( GDP) amount has ranked in the leading place. This shows
the fact that China has moved out of a shortage economic era. Thus , general-
ized preferential income taxation policies granted to foreign invested produc-
tive enterprises does not meet the needs of economic situation caused by the
commodity supply-demand relation, and does not meet the requirements to
promote productive standard further, either. Moreover, with the ever in-
creasingly significant change of the investment climate in China, it is unnec-
essary to grant generalized preferential income taxation policies to foreign in-
vested productive enterprises. (2) The preferential taxation policies in spe-
cial economic zones, southeast coastal regions have aggravated regional eco-
nomic gap, which do not meet the requirements of the coordinated develop-
ment regional economies. (3) The discrepancy of the income tax policy be-
tween domestic enterprises and foreign invested enterprises is unfavorable to
the development of domestic enterprises. Compared with the overseas firms,
domestic enterprises are in a discriminative position. Especially, after
China’s entry into WTO in 2001, foreign invested enterprises will be able to
compete with domestic enterprises in more fields; the foreign invested enter-
prises enjoy more tax incentives in corporate income tax aspect than domestic
enterprises. This will make domestic enterprises be in a more unfavorable
position in market competition.

In 2007, China adopted a consolidated income tax system for both do-
mestic enterprises and foreign-invested enterprises to meet the requirements
of change in its social and economic conditions. The preferential income taxa-
tion policies for foreign investors had been adjusted within the framework of
the consolidated income tax system to come into effect as of January 1, 2008.

For the purpose of the unified enterprises income tax system, both the
pre-tax deduction scope and criterions and the tax rate and tax preferential
incentives had been unified. Changes in preferential tax for foreign-invested

enterprises are listed as follows: (1) The generalized preference policies for
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foreign-invested enterprises abandoned; (2) The preferential income taxation
policies for export-oriented foreign-invested enterprises abandoned; (3) The
local preferential taxation policies for special economic zones and southeast
coastal regions abandoned, on the contrary, those for western regions since
the Western Development Strategy retained; (4) Those for encouraged in-
dustries, sectors and fields retained and strengthened; (5) Those for infra-
structure investment adjusted; (6) Those only for domestic enterprises in
the past can be applied to foreign-invested enterprises as well.

Adjustments in the income taxation policies for foreign-invested enter-
prises may impose some impaction on China’s DI in the short term. However,
in the long term, this will become less because of rising overall national
strength and improvement in investment environment. We are confident that
the newly-adopted enterprise income taxation policies meeting the require-
ments of China’s current social and economic development will contribute to
improve China’s FDI quality and promote its industrialized progress further.

China’s tax policy for foreign-invested enterprises is being developed
toward the direction of its integration with that for domestic enterprises, but

tax incentives for foreign-invested enterprises shall still be remained.

Key Words: Foreign Direct Investment; Tax Policy




