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The presence of U.S. companies in China is no
longer a secret. While China still serves as the

‘‘world’s factory,’’ a continued expansion of research
and development activities in China draws more atten-
tion from the rest of the world. By the end of 2009,
more than 400 Fortune 500 companies have conducted
R&D activities in China.1 Many reasons account for
this trend — for example, the relatively cheaper R&D
investment environment, including cheaper human re-
sources, and China’s foreign exchange control policies,
which make it hard for international companies to
withdraw capital from China.

This article analyzes this trend from a tax perspec-
tive. Section I focuses on R&D tax benefits in the U.S.
and explains how they work. Section II discusses the
benefits provided in China and compares a company’s
R&D treatment in China with its treatment in the U.S.
This article also tries to predict the future of this tax
benefit in China, as Chinese tax law underwent a sig-
nificant change in 2008 and some implementing rules

have not yet been promulgated.2 The conclusions will
be summarized in the last section, with some practical
suggestions for U.S. companies conducting R&D activi-
ties in China.

This article is written primarily for U.S. companies
with divisions or subsidiaries in China3; therefore, it
introduces the rules in both countries briefly and fo-
cuses more on a comparison of the benefits of locating
research activities in either of the two countries. The
ultimate purpose of this article is to help companies
analyze whether to have R&D activities in China.

I. Research Deduction and Credit in the U.S.

A. Background

In the U.S., the tax benefit provided for R&D, which
has existed for 30 years, comes in the form of a credit
and a deduction. An R&D tax benefit was first added

1Jianmin Jin, ‘‘Foreign Companies Accelerating R&D Activ-
ity in China’’ Fujitsu Research Institute, May 13, 2010, available
at http://jp.fujitsu.com/group/fri/en/column/message/2010/
2010-05-13.html.

2Enterprise Income Tax Law (promulgated by the National
People’s Congress, Mar. 16, 2007, effective Jan. 1, 2008), pre-
amble (China).

3For purposes of this article, the word ‘‘companies’’ refers to
U.S. corporations other than S corporations as defined in sub-
chapter S of the Internal Revenue Code.
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by the Economic Recovery Tax Act of 1981 (ERTA).4
At that time, the U.S. was experiencing a decline in
R&D spending — total R&D expenditures declined
from 2.91 percent of gross national product in 1967 to
2.26 percent in 1977.5 Realizing that ‘‘the performance
of the economy had fallen far below its potential,’’
ERTA was to reverse this decline and provide more
incentives for R&D expenditures.6 Thus, the purpose of
providing this tax benefit was to encourage more ex-
periments and research, with a goal of promoting over-
all economic development. Although the tax expendi-
tures were extended or amended 11 times between
1993 and 2000, their rationale has not changed. A fair
amount of the original rules remain in place today.

B. Tax Deduction

The R&D deduction is provided under IRC section
174. This provision allows a company to deduct cur-
rent expenditures if the expenditures meet the statutory
definition of R&D expenditures and are made in con-
nection with a trade or business, regardless of whether
the expenditures create a long-lived asset.7 Although
this rule might generate some disputes as to the defini-
tion of R&D or trade or business, the rule clearly does
not distinguish between different areas of research or
different geographic regions within the U.S. For U.S.
companies, there are only two preconditions to meet in
order to take advantage of the deduction: The expendi-
tures must be made in connection with a business, and
the expenditures must be for R&D.

This deduction reduces gross income. Because the
corporate tax rate in the U.S. is between 15 and 35 per-
cent,8 the economic benefit provided by this deduction
is worth between 15 and 35 percent of R&D expendi-
tures.

C. Tax Credit

Another R&D tax benefit is provided in IRC section
41, which is the standard research tax credit. This
credit has been amended 11 times, and it has become
extremely complicated. Several steps to calculate the
final credit can be simplified into the following for-
mula:9

• The standard research credit = 20 percent x
(qualified research expenditures - base amount) +
(20 percent x basic research payments).

• Base amount = fixed base percentage x average
annual gross receipts for the four preceding fiscal
years. The minimum allowable base amount is 50
percent of qualified research expenditures.

• Fixed base percentage = total qualified research
expenditures from 1984 to 1988 divided by total
gross receipts from 1984 to 1988. The maximum
fixed base percentage is 15 percent. Special rules
apply if the company did not exist before 1984.
For example, the fixed base percentage is 3 per-
cent for a company’s first five tax years, and there
are specific percentages or formulas for each of
the following years.10

In this formula, basic research payments include
payments made by a corporation to a qualified organi-
zation for the research performed by the organiza-
tion.11

As with the section 174 deduction, the purpose of
this credit is clear. However, unlike the deduction, the
credit was designed only to encourage additional R&D
expenditures. Therefore, if a company performed R&D
activities without the credit, it is not to benefit from
the credit because the credit is tied to prior amounts of
R&D. The theory is that such companies do not need
tax incentives to undertake R&D activities, since R&D
is a routine part of their business. Granting them an
additional tax benefit will not achieve the goal of in-
creasing spending on R&D. Also in furtherance of its
objective, this credit allows research to be contracted to
other entities. As long as there is R&D, the company
does not have to be the one conducting it, if it is more
profitable to find a more competent organization to
conduct the research. Again, the goal of the tax benefit
is achieved, so long as the company makes additional
research spending.

D. Limiting Rules

Section 280C(c) caps the effect of tax benefits. It
denies a portion of the section 174 deduction that
equals the amount of the section 41 tax credit, unless
the taxpayer elects to take a reduced credit.12 Under
the same section, the reduced credit equals 65 percent
of the original credit.13

II. Chinese Tax Benefits

A. General Introduction

1. Background and Rationales

Since the Chinese economic reform was launched in
1978, the primary goal of the Chinese government has
been rapid economic development. To achieve this

4Annette Nellen, Policy Goals Underlying the R&D Tax Credit,
Tax Council Policy Institute Symposium, Feb. 15-16, 2001, p. 1.

5Joint Committee on Taxation, ‘‘General Explanation of the
Economic Recovery Tax Act of 1981’’ (JCS-71-81), Dec. 31,
1981, p. 119.

6Nellen, supra note 4, at 2.
726 U.S.C. section 174.
8IRC section 11.
9IRC section 41.

10Id.
11IRC section 41(e).
12IRC section 280C(c).
13Id.
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goal, the late President Deng Xiaoping developed two
basic policies: first, attract foreign capital and advanced
technologies; and second, allow certain areas and re-
gions to become rich or developed first, and then make
those areas or regions drive broader prosperity across
China.14 These policies can be seen in almost every
single rule, especially those promulgated in the early
1990s. Tax law is no exception. Those rationales can
be observed in all kinds of business tax regulations,
including the old Enterprise Income Tax Law (EITL)
enacted in 1991, under which all foreign companies
and companies engaged in new and high technologies
in special economic zones (SEZ) enjoyed a very favor-
able income tax rate.15 For example, while domestic
corporations pay tax at the rate of 33 percent, foreign
corporations set up in SEZs in China may enjoy a fa-
vorable rate of 15 percent.16 Although the old EITL
was abolished and replaced by the new EITL in 2008,
the rationales underlying the revised EITL have not
changed.17 Therefore, compared with U.S. R&D tax
benefits, the EITL does not really encourage spending
on R&D. Instead, it encourages all activities that might
improve the economy, and R&D is just one way to
achieve fast economic development.

2. Favorable Tax Rate for New and High-Tech Enterprises

Under the new EITL, U.S. companies are taxed as
either resident or nonresident enterprises.18 Resident
enterprises are set up in accordance with Chinese law
or those with actual management groups in China,
even if they were set up outside mainland China.19

The definition of management group for tax purposes
is not provided under Chinese law. An international
corporation with an Asia-Pacific regional headquarters
located within mainland China might be deemed a
resident enterprise.20 Generally, resident enterprises and
nonresident enterprises are taxed at different rates and
enjoy different levels of tax benefit.

The Chinese EITL imposes flat tax rates. For resi-
dent and nonresident enterprises, the rates as of 2008
are 25 percent and 20 percent, respectively.21 However,

new and high-tech enterprises enjoy a favorable tax
rate of 15 percent.22 As in the U.S., Chinese taxable
income is gross income less all the expenses necessarily
related to production.23 Therefore, for resident enter-
prises engaged in new and high-tech industries, the tax
benefit equals 10 percent of taxable income, while for
new and high-tech nonresident enterprises, the benefit
is only 5 percent of taxable income. This rule provides
an exclusive list of new and high-tech industries and
for which ‘‘new’’ does not reference a period of time
that a particular technology of business has existed. To
enjoy this tax benefit, a company must simply provide
services or products that fall within one of the eight
areas provided by an implementing rule.24 These eight
areas are electronic information technology, biological
and medical technology, aviation and space technology,
new materials technology, high-tech services, new en-
ergy and energy conservation technology, resource and
environmental technology, and other technologies that
will substantially improve traditional sectors. Although
the list is exclusive, it is broad enough to include most
industries that might engage in R&D.

Under this rule, although the tax benefit is not di-
rectly related to R&D expenditures, an enterprise can-
not enjoy this benefit without undertaking this type of
spending. Under the New and High-Tech Industry Rec-
ognition Measures, an implementing regulation of
EITL, there is a minimum requirement of R&D ex-
penditures in order for a company to qualify as a new
and high-tech enterprise, which is similar in theory to
the base amount in the tax benefit provided in the U.S.
For example, a company’s minimum R&D expendi-
tures must be no less than 3 percent of its annual sales
for the last fiscal year, if the total annual sales exceed
CNY 200 million (about $30.8 million).25 A company
will be denied any of the new and high-tech enter-
prise’s tax benefits if it fails to meet this standard.

3. Taxable Income Deduction

Interestingly, the more important R&D benefit in
the Chinese tax system is not provided in the EITL.
Instead, it is provided in the Regulations on Enterprise
R&D Expenditures Tax Reduction, another implement-
ing regulation of the EITL. Under this rule, if the en-
terprise develops no intangible assets by the end of the
year, only 50 percent of qualified research expenditures
can be deducted in the current tax year and the deduc-
tions cannot be carried over. If the enterprise develops

14Deng Xiaoping Anthology 164 (1993).
15See Foreign Enterprise Income Tax Law (promulgated by

the National People’s Congress, Apr. 9, 1991, effective July 1,
1991) (China). See also Announcement of the State Council Re-
garding Transitional Tax Benefit to New and High-Tech Com-
panies in Special Economic Zones and Shanghai Pudong New
Technology Area (promulgated by the St. Council, Dec. 26,
2007, effective Jan. 1, 2008) (China).

16Foreign Enterprise Income Tax Law, article 7.
17EITL, article 25.
18EITL, article 2.
19Id.
20Qihua Hong, ‘‘Disputes Over the Definition of Resident

Enterprises Under Chinese Law,’’ First Financial Daily (China),
Dec. 14, 2007.

21EITL, article 4.

22EITL, article 28.
23EITL, articles 6-10.
24The New and High Technology Fields With Key Support

From China (promulgated by the Dept. of Technology, Jan. 1,
2008, effective Jan. 1, 2008) (China).

25New and High Tech Industry Recognition Measures (prom-
ulgated by the St. Council, Jan. 1, 2008, effective Jan. 1, 2008),
article 10 (China).
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intangible assets through its R&D activities, 150 per-
cent of the expenditures can be amortized using a
straight-line method over a period of at least 10
years.26 The term ‘‘intangible assets’’ is broadly defined
in accounting law, under which almost any intangible
property that may add value to an enterprise can be
classified as intangible property.27 The only precondi-
tion is that the asset’s basis can be measured correctly
and that all economic gains derived from the asset are
claimable by the corporation claiming the benefit.28

Therefore, getting to amortize 150 percent of qualified
research expenses should not be too difficult as long as
the corporation can finish the research within the tax
year. What constitutes a qualified research expense is
also defined by an exclusive list, which includes wages
paid or accrued to any person involved in the research,
plus amounts paid or incurred for supplies in the con-
duct of qualified research, whether the research is con-
ducted in-house or not.29

The rationale underlying this Chinese tax benefit is
to improve the economy; as a result, all research activi-
ties are not treated equally. An enterprise enjoys more
favorable tax benefits if it develops intellectual property
through its R&D activities, because it is more likely
that the economy will benefit from the end result of
the research. For successful research, a company will
not only be reimbursed for such expenditures but also
be rewarded for the achievement.

This deduction, however, applies only to resident
enterprises.30 Therefore, after the rule enacted in 2008,
the only tax benefit for a nonresident enterprise is a 5
percent reduction in its tax rate. As will be shown later,
Chinese tax law is more favorable than the treatment in
the U.S. for nonresident new and high-tech enterprises
only in limited circumstances.

B. Comparison With the U.S.

With an understanding of the law applicable to
tech-based tax benefits in both countries, this section
compares their differences using a hypothetical. In do-
ing so, this section identifies important factors affecting
receipt of the tax benefits in both countries.

U-C was incorporated under U.S. law in the late
1970s. Because its main business is high-tech related, it
has always been engaged in R&D activities. About five

years ago, U-C entered the Chinese market and set up
U-C (China) under Chinese law. Now, to meet global
market needs, U-C is seeking to create new products
and wants to establish a new R&D center. From a tax
benefit prospective, U-C wants to know where to set up
the new R&D center. U-C’s financial data are shown
in the table.

Under U.S. law, the total tax benefit U-C can enjoy
is a combination of a tax credit under section 41 and a
tax deduction under section 174, subject to the limita-
tions in section 280C. As noted above, U-C’s tax credit
equals 20 percent of the excess of qualified research
expenses over its base amount. The base amount is its
fixed base percentage multiplied by the average annual
gross receipts for the four preceding years. The fixed
base percentage is total qualified research expenditures
from 1984 to 1988 divided by total gross receipts from
the same period of time. As shown in the financial
data above, the qualified research expenditures from
the year 1984 to 1988 were $8 million, $9 million, $10
million, $12 million, and $11 million, respectively,
which totals $50 million in research expenditures. Dur-
ing the same period, U-C’s gross receipts were $100
million, $120 million, $135 million, $155 million, and
$140 million, for a total of $650 million. Therefore, the
fixed base percentage is 7.692 percent, or $650 million
divided by $50 million.

Also, from the data above, we know that the annual
gross receipts for the four preceding years are $320 mil-
lion, $340 million, $360 million, and $306 million;
therefore, the average gross receipt is $331.5 million.
The base amount, as discussed in the last paragraph,

26Regulations on Tax Reduction for Enterprise R&D Expen-
ditures, (promulgated by the Bureau of Taxation, Dec. 10, 2007,
effective Jan. 1, 2008), article 10 (China).

27Standard Accounting Rule, No. 6 — Intangible Assets
(promulgated by the Dept. of Treasury, Feb. 15, 2006, effective
Feb. 15, 2006), article 3 (China).

28Standard Accounting Rule, article 4.
29Regulations on Tax Reduction for Enterprise R&D Ex-

penditures, article 4.
30Regulations on Tax Reduction for Enterprise R&D Ex-

penditures, article 2.

Financial Data of U-C

Year Gross Receipts
(million)

Qualified Research
Exp. (million)

1984 100 8

1985 120 9

1986 135 10

1987 155 12

1988 140 11

. . .

2007 300 24

2008 320 27

2009 340 27

2010 360 32

2011 306 32
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equals fixed base percentage (7.692 percent) multiplied
by average annual gross receipts ($331.5 million),
which is $25.5 million.

As the qualified research expenses this year are $32
million dollars, the difference between this number and
the base amount ($25.5 million) is $6.5 million. Ac-
cording to section 41, 20 percent of this difference,
$1.3 million, is the maximum R&D credit U-C may
get.

As for the U.S. tax deduction, under rule section
174, U-C can also deduct its qualified research ex-
penses from its taxable income. As noted above, U-C’s
tax deduction equals its qualified research expenses in
the current year multiplied by its tax rate. From the
financial data above, U-C spent $32 million in qualified
research. Also, for purposes of this hypothetical, as-
sume U-C is taxed at 35 percent, the highest U.S. cor-
porate tax rate, which would produce the maximum
tax deduction. Therefore, U-C’s tax deduction equals
35 percent of the qualified research expenses ($32 mil-
lion), which is $11.2 million. Therefore, U-C’s maxi-
mum tax benefit from the deduction provided in sec-
tion 174 is $11.2 million.

However, there is a cap to the total tax benefit U-C
can receive. Under the limiting rule, the taxpayer can
either reduce the qualified research expenses by the
amount of the tax credit or take a reduced credit. First,
considering the reduced credit, as calculated above, the
tax credit is $1.3 million. According to section 41, the
reduced credit equals 65 percent of the original one
($1.3 million), which is $845,000. Therefore, U-C’s to-
tal tax benefit is the combination of reduced benefit
and the original tax deduction as calculated in the last
step ($11.2 million). The result is the $12.05 million.
Alternatively, reducing its qualified research expenses,
U-C may first deduct the amount of the tax credit
($1.3 million) from its qualified research expenditures
($32 million), and then use the resulting $30.7 million
as the new qualified research expenses for its section
174 deduction calculation. For purposes of this article,
the new tax reduction is 35 percent of the new ex-
penses, for a total deduction value of $10.75 million.
As a result, the total tax benefit under the second
choice equals the new tax reduction ($10.75 million),
plus the original tax credit ($1.3 million), which is
$12.05 million.

Thus, using either limiting rule, the maximum tax
benefit U-C can enjoy is $12.05 million if U-C keeps
its R&D activities in the U.S.

Under the Chinese law for resident enterprises, the
total tax benefit can best be shown by the difference
between the normal tax and the tax calculated using
these tax benefits. The normal tax equals taxable in-
come multiplied by the corporation’s tax rate. The tax
rate is always a flat 25 percent if not otherwise stipu-
lated, and the approximate taxable income equals gross
receipts multiplied by profit margin. For purposes of
this hypothetical, U-C’s profit margin is 20 percent.
Therefore, in this case, the tax without any benefit

equals the gross receipts in the current year ($306 mil-
lion) multiplied by the tax rate (25 percent) multiplied
by the profit margin (20 percent). The result is $15.3
million.

Assuming U-C creates some assets through its R&D,
in addition to the favorable tax rate of 15 percent, it
can amortize 150 percent of its total qualified expenses
from its taxable income over a period of at least 10
years. Therefore, the Chinese tax benefit equals a re-
duced tax rate (15 percent) multiplied by taxable in-
come. Taxable income equals its original taxable in-
come minus 15 percent of all qualified expenses ($32
million) for the current year, and the same deduction
would apply for the succeeding nine years as well.
Therefore, the deductible amount of $4.8 million,
which is 15 percent of the $32 million of qualified re-
search expenses, should be deducted for the current
year from the original tax income. The original taxable
income equals $61.2 million, which represents 20 per-
cent (the profit margin) of gross receipts ($306 mil-
lion). So the new taxable income under the tax benefit
rule equals the original taxable income ($61.2 million)
minus the deductible amount ($4.8 million), which is
$56.4 million. The 15 percent tax rate for that amount
should be the tax owed after application of the benefit
rule, which is $8.46 million. The difference between
the original tax ($15.3 million) and the tax under this
benefit rule ($8.46 million) is $6.84 million.

Under the Chinese rule, a corporation enjoys this
R&D benefit for 10 years. As noted above, altogether,
the corporation can deduct 150 percent of the qualified
research expenses over those 10 years. So combining
the 10 years, the total amount deductible equals 150
percent multiplied by the qualified research expenses
($32 million), which produces a $48 million deduction.
Deducting this number from the original taxable in-
come ($61.2 million), we get $13.2 million. Keeping
the 15 percent tax rate unchanged, the new tax owed
equals $1.98 million (15 percent of $13.2 million). The
difference between the original tax owed ($15.3 mil-
lion) and the tax owed after application of the benefit
rule ($1.98 million) is $13.32 million. Because of the
time value of money, the $13.32 million tax benefit can
only be realized over 10 years. Depending on the inter-
est rate, the actual benefit will likely be less than this
amount; however, it is more than the benefit enjoyed in
any single year. Therefore, there is a range of tax ben-
efits under the Chinese rule, which for this hypothetical
is between $6.84 million and $13.32 million.

However, if U-C failed to produce any intangible
assets, it can only deduct 50 percent of all qualified
expenses in the current year; therefore, the deductible
amount equals 50 percent of the qualified research ex-
penses ($32 million), which is $16 million. With the
original taxable income ($61.2 million) and the tax rate
(15 percent) unchanged, the new taxable income equals
$45.2 million, the original taxable income ($61.2 mil-
lion) minus the deductible amount ($16 million), which
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is $45.2 million. So the final tax benefit is 15 percent
(tax rate) of this number, or $6.78 million.

As nonresident enterprises do not receive the tax
deduction, the applicable Chinese tax benefit to them is
the favorable tax rate, which is reduced from 20 per-
cent to 15 percent. So if U-C simply moves its R&D
activities to China, without becoming a resident enter-
prise, the total available tax benefit is not comparable
with the benefit in the U.S.

Although the numbers above provide an intuitive
view of the comparison, there are many variables
worth further discussion.

First, there is an opportunity for arbitrage depending
on a company’s amount of taxable income and its
profit margin. Under the U.S. rule, a relatively large
portion of the tax benefit comes from the tax deduc-
tion. The maximum tax rate in the U.S. is 35 percent,
which applies to corporations with relatively large tax-
able incomes; therefore, for the same amount of re-
search expenditures, large corporations might get more
of a R&D tax benefit. Accordingly, the total tax benefit
might be much lower for small companies with small
incomes and lower applicable tax rates. Alternatively,
in China, because the enterprise tax rate is not progres-
sive, the deductible amount depends more on profit
margin. A corporation with a larger profit margin
tends to get larger deductions. As we know, corpora-
tions with larger profit margins do not necessarily have
more taxable income. Although it is difficult to tell
which country’s rule is fairer, the different focus pro-
vides companies with a chance to take advantage of
the more favorable treatment based on the company’s
unique situation.

This arbitrage opportunity is linked to the different
purposes of the tax benefits. The rationale for the U.S.
R&D tax benefit is to encourage research expenses.
This rationale is clearly reflected in the tax credit, in
which the amount of the credit depends on the ratio of
early research investment to annual receipts. The more
a corporation invested between 1984 and 1988, the
larger the base amount of R&D spending is and the
less benefit the corporation can claim now. Traditional
research corporations, especially those which con-
ducted a considerable amount of R&D activities be-
tween 1984 and 1988, are not the target of the tax
credit. As a result, the U.S. rule is more beneficial to
new research enterprises with relatively large annual
income and R&D expenses.

On the other hand, the goal of the Chinese law is
not to encourage expenses. Instead, what is valued un-
der the Chinese rule is the final result of research. Us-
ing the numbers in the hypothetical, the two kinds of
tax benefits — favorable tax rate and a deduction —
are almost equally important. The amount of the de-
duction depends on the result of the research. If a cor-
poration succeeds in its research and creates intangible
assets, it can amortize 150 percent of its total expenses
as a reward. However, if the corporation is without
luck, only 50 percent of such expenses can be de-

ducted, and the company cannot carry over the ex-
penses, even if the company has tax losses for the cur-
rent year. Although the threshold of creating an
intangible asset is not high, we still can imagine that in
a new scientific area, it often takes years for a corpora-
tion to achieve the research goal. Without satisfactory
achievements, the corporation enjoys much less tax
benefit. Therefore, the Chinese rule is not very benefi-
cial to companies that explore new science. However,
for a corporation that has been in a certain area for
years, it might a good idea to open a new R&D center
in China and to continue the research there in order to
enjoy tax benefits to the largest possible extent. This
result is completely consistent with the theories raised
by President Deng — attracting new and advanced
technology from foreign countries, instead of starting
from scratch.

Also, that most of the Chinese tax benefits are tied
to Chinese companies furthers its purpose. The Chi-
nese tax deduction does not apply to nonresident enter-
prises; all that a nonresident enterprise can get is a 5
percent reduction in the tax rate. Compared with the
10 percent discount in the tax rate enjoyed by resident
enterprises, the tax benefit that can be expected by a
nonresident enterprise is much less. As discussed
above, the U.S. rule focuses more on taxable income,
while the Chinese rule focuses more on profit margin.
So unless a nonresident corporation has an extremely
large profit margin and a small taxable income, it
might not be a good choice for it to move its R&D
activities to China for tax purposes.

In summary, the Chinese rule favors those domestic
corporations with relatively large profit margins and
better chances to succeed in R&D whereas the U.S.
rule favors new research enterprises with relatively
large annual income and R&D expenses.

C. A Prediction of Tax Benefit Reform in China
Thirty years after the Chinese economic reform was

launched, the progress in China is evident. The GDP
in China has increased from $189 trillion in 1980 to
$5.926 quadrillion in 2011.31 In 2011 the central fiscal
revenue in China, which represents government income
from all sources, including all tax receipts, profits from
state-owned enterprises, and government-issued securi-
ties, reached CNY 5.13 trillion ($8.05 billion).32 More
than 32.7 percent of the total revenue comes from the
corporate income tax.33 Corporate tax plays an impor-
tant role in China’s economic development; however,
the tax law is poorly developed. For example, there is

31World Bank Data, available at http://data.worldbank.org/
indicator/NY.GDP.MKTP.CD.

32‘‘China’s 2011 Fiscal Revenue Hits $1.64 Trillion,’’ The
Economic Times, Jan. 20, 2012, available at http://articles.
economictimes.indiatimes.com/2012-01-20/news/
30647284_1_income-tax-tax-revenue-yuan.

33Id.
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no definition of resident enterprise, and the concept of
research expenses is so inclusive as to include all pay-
ments to everyone involved in the research project,
even if such person is only engaged in cleaning. Even
though China has used U.S. law as a guide in develop-
ing legal reforms, especially in corporate-related areas,
as yet the Chinese have not developed this area of
law.34 But the corporate tax law should not be an ex-
ception. When further clarification is recognized as
needed in Chinese tax law, one can predict that China
will adopt some of the rules in the U.S., for example,
in defining qualified research expenses.

There is also a trend in China to expand the appli-
cability of all kinds of tax benefits throughout main-
land China. In the past, favorable tax benefits were
only available for businesses in special cities like
Shanghai, Shenzhen, and Xiamen,35 because 30 years
ago, China only had a limited amount of money to
develop cities. Now those special cities are quickly de-
veloping, at the expense of all others. Since 2008 this
tax benefit has been applicable in every city in main-
land China but only within specific research areas. Be-
cause the new tax law was established only four years
ago, there is no evidence as to the effect of this expan-
sion. But I believe, with the general goal of equaliza-
tion, the tax benefit rule will become applicable to ev-
ery research area in the near future. The reason is
simple: In the past, China was still under a planned
economy in which a specific geographical area was
only allowed to participate in specified production ac-
tivities. Even though the nation has changed to a mar-

ket economy, it is still hard for some cities to engage in
industries they had not previously participated in. Lack
of basic equipment impedes participation in those key
eight research areas. Therefore, without further expan-
sion of the tax benefit rule, some cities or provinces
will fail to enjoy any of its benefits. I believe the appli-
cability of the tax benefit rule in China will be ex-
panded in the near future.

III. Conclusion

R&D activities are important not only to the general
economy of a country but also to corporations in order
for them to survive in the competitive business environ-
ment. Taking advantage of tax benefits for R&D activi-
ties can help corporations reduce expenses and enable
those nontraditional research corporations to develop
new products.

Both the U.S. and China value the role played by
R&D activities in the process of economic develop-
ment, although they have different focuses when writ-
ing the tax laws. The U.S. encourages new spending,
while China provides greater rewards for successful
research. Based on the differences discussed above,
international corporations may want to take tax ben-
efits into consideration when picking places to conduct
R&D activities.

However, for U.S. companies, tax benefits in China
are only worth considering when they have enough
income in China to generate the benefit. Without pay-
ing tax in China, a corporation cannot enjoy its tax
benefits. Also, because of the foreign exchange control
rules in China, a corporation may not be able to with-
draw money from China quickly. Therefore, it might be
a good choice for those U.S. companies that have al-
ready invested in China to conduct R&D activities
there, but it requires further consideration for a corpo-
ration to start in China with R&D. ◆

34Jianping Zhou, ‘‘A Brief Analysis of Unconscionability Un-
der U.S. Commercial Law,’’ available at http://wenku.baidu.com/
view/531458360b4c2e3f57276309.html.

35Enterprise Income Tax (abolished in 2008), article 7
(China).
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