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        Preface   

 the objective of this book is to provide a comprehensive guide to China Corporate 
Income Tax Law, to help business people, professionals, and students to better under-
stand the China Corporate Income Tax system. A new Corporate Income Tax Law came 
into eff ect on January 1, 2008. Th e new tax law has unifi ed the two former corporate 
income tax systems, one of which was applicable to domestic enterprises and one of 
which was applicable to foreign enterprises and foreign invested enterprises. Th e new tax 
law applies to all enterprises. Since the promulgation of the tax law and its implementa-
tion rules, the Ministry of Finance and the State Administration of Taxation have issued 
various interpretation circulars. A large portion of this book summarizes those circulars 
along with relevant sections of law. Lawyers, accountants, and other professionals may 
fi nd the mapping of sections of tax law, regulations, and circulars and the areas of business 
transactions and operations useful. Detailed citations will allow readers to fi nd the 
authorities at their original sources. I have also included some introductory and historical 
information for those who seek general knowledge of China tax law. Readers who are 
interested in narrowly-focused issues may choose to read selectively. 

 A chapter is devoted to addressing major areas of tax treaties and arrangements between 
China and other countries or regions. Tables summarizing treaty treatments such as per-
manent establishment, dividends, interest, royalties, and capital gain can provide readers 
with easy reference and comparison. Whilst the issues of administration and enforce-
ment of specifi c tax rules are discussed in various chapters, separate chapters cover tax 
compliance and tax audit and appeals. 

 Th roughout the book, the author comments on various tax rules and off ers his view of 
possible tax treatments in the areas that have not been addressed or clearly addressed by the law, 
regulations, and other authorities. Such commentary and interpretations, of course, are subject 
to error and may not necessarily agree with the interpretation of the Chinese tax authorities. 



xiv  Preface

 Th e book is written based on the materials available to the general public through 
November 26, 2010. Some of the tax rules or their interpretations may change subsequent 
to such date. 

 Finally, I would like to thank Megan Fu, Jiang Zhou, and Sindy Meng for their assis-
tance in the production of this book 

 Fuli Cao 
 Beijing, China 

 November 2010        



1

    1.1  Legal Framework — Sources of Law and Regulations and 

Their Implementation   

 China taxes are collected by diff erent tax authorities based on various bodies of law 
and regulations. Th is section introduces the sources of tax laws and regulations in 
general, and the authority of relevant government agencies in relation to promulgation 
and enforcement of tax laws and regulations. Th is tax legislation and these regulatory 
frameworks apply to all categories of taxes, including Corporate Income Tax (the CIT).    

    1.1.1  tax laws   

 Tax laws are promulgated by the National People’s Congress of the People’s Republic of 
China (the NPC) and the Standing Committee of the NPC. Th e NPC is the unicameral 
body vested with the authority to establish laws in China.   1  Th e NPC is composed of 
deputies elected by the provinces, autonomous regions, municipalities directly under the 
central government, and special administrative regions, as well as the armed forces.   2  

1  Article 58 of Constitution of the People’s Republic of China (PRC). 
2  Article 59 of Constitution of the PRC. 

 INTRODUCTION         
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2  Introduction

Th e NPC holds a session once every year.   3  Th e powers of the NPC include the formula-
tion and amendment of fundamental laws related to criminal off enses, civil aff airs, state 
institutions, and other matters.   4  

 Th e Standing Committee of the NPC can enact and revise laws other than those properly 
formulated by the NPC. When the NPC is not in secession, the Standing Committee can 
enact amendments and additions to the laws passed by the NPC, provided that the basic prin-
ciples of these laws are not contravened. Th e Standing Committee can interpret all the laws.   5  

 Fundamental tax systems must be in the form of law.   6  Corporate Income Tax Law (the 
CIT Law) is one of the important tax laws passed by the NPC.     

    1.1.2  tax regulations issued by the state council   

 Th e State Council is the executive branch of China, the highest organ of state power and 
of state administration.   7  Th e State Council is given a number of functions and powers, 
including but not limited to the adoption of administrative measures, rules, and orders.   8  
Th e tax regulations issued by the State Council mainly consist of following three types:  

   (1)  Implementation Rules of Tax Law     

 A tax law enacted by the NPC or the Standing Committee of the NPC usually sets 
forth principles and some important provisions. Th e law oft en authorizes the State 
Council to issue the implementation rules of the law. Th e State Council then issues 
detailed implementation rules interpreting some of the articles contained in the tax law. 
Such implementation rules must be consistent with the principles provided in the tax 
law. However, the tax law oft en gives the State Council broad power to interpret the 
law. Accordingly, the implementation rules sometimes provide new rules where the law 
is silent, such as the Detailed Rules for the Implementation of PRC Corporate Income 
Tax Law (the CIT Implementation Rules).  

   (2)  Provisional Tax Regulations     

 China Legislation Law requires that major taxes be regulated by law.   9  However, in the 
event that no law has been enacted regarding certain matters, the NPC and the Standing 

3  Article 61 of Constitution of the PRC. 
4  Article 62 of Constitution of the PRC. 
5  Article 67 of Constitution of the PRC; Article 7 of the Legislation Law of the PRC. 
6  Article 8 of the Legislation Law of the PRC. 
7  Article 85 of Constitution of the PRC. 
8  Article 89 of Constitution of the PRC. 
9  Article 8 of the Legislation Law of the PRC. 
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Committee of the NPC may authorize the State Council to enact administrative 
regulations concerning the relevant matters as needed.   10  Accordingly, the State Council 
in practice exercises the power to introduce and abolish taxes and change tax rates in the 
areas in which no tax law has been enacted. Various indirect taxes have been introduced 
and governed by provisional tax regulations issued by the State Council. Th ese taxes 
currently include, et alia, Value-added Tax, Business Tax, Consumption Tax, City 
Maintenance and Construction Tax, Resources Tax, Land Appreciation Tax, Property 
Tax, Vehicle and Ship Tax, Stamp Duty, and Deed Tax.  

   (3)  Interpretational Tax Circulars     

 Th e State Council may issue notices or other forms of circulars interpreting tax 
implementation rules and the provisional tax regulations. Th ese circulars oft en address 
principal areas, while detailed tax circulars are issued by the Ministry of Finance (the 
MOF) and the State Administration of Taxation (the SAT).     

    1.1.3  tax regulations issued by the mof and the sat   

 Th e MOF is directly under the State Council. One area of responsibility of the MOF is 
to propose and implement tax policies. It can propose tax legislation plans; review and 
submit tax laws and regulations working together with the SAT; make tax revenue plans; 
propose the increase or decrease of categories of taxes, adjustment to tax rates, and tax 
incentives; participate in international tax and customs negotiations; and sign interna-
tional tax treaties. It is also responsible for day-to-day work for the State Council Tariff  
Committee. Th e organization chart of the MOF is shown in Diagram   1.1.3-1  . Tax Policy 
Department is the main offi  ce in charge of tax policy matters with the MOF. Th e depart-
ment works closely with the SAT in proposing tax policies, draft ing tax law and regula-
tions, and issuing tax interpretation circulars. Diagram   1.1.3-1  . details major divisions of 
Tax Policy Department of the MOF and their responsible areas of taxes.  

 Th e SAT is a ministry-level department directly under the State Council in charge 
of the tax policy and tax collection. SAT’s responsibilities include, among others, draft -
ing tax laws and regulations, formulating detailed implementation rules for tax laws 
and regulations, working together with the MOF to propose tax policies, organizing 
collection and administration of taxes, negotiating and implementing international tax 
agreements, overseeing the tax authorities at provinces, autonomous regions, and munic-
ipalities. Th e organization chart of the SAT is shown in Diagram   1.1.3-2  .  

10  Article 9 of the Legislation Law of the PRC. 
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 Both the MOF and the SAT issue tax administrative rules and regulations. Th e major 
forms of these rules and regulations are as follows:  

   (1)  Th e Implementation Rules of Provisional Tax Regulations     

 As discussed in 1.1.2, the State Council issues various administrative regulations on 
indirect taxes in the form of provisional tax regulations where no tax law has been enacted. 
Th e MOF and the SAT issue detailed rules for implementation of these provisional 
tax regulations issued by the State Council. In the past, some of the implementation reg-
ulations were issued by the MOF alone. In recent years, those implementation regula-
tions were oft en jointly issued by the MOF and the SAT.  

   (2)  Tax Interpretation Circulars     

 In addition to the detailed rules for implementation regulations, the MOF and 
the SAT have issued various documents to interpret tax law and regulations. Th ose 
documents, which are oft en called tax circulars, include order, notice, opinion, measures, 
reply, and letter reply. Th e SAT alone issues many tax circulars; many of those concern 
CIT issues. For important issues, tax circulars are oft en jointly issued by the MOF 
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and the SAT. A tax circular has a document number in a standard format, which usually 
identifi es the issuing organization or one of the issuing organizations, form, year, and 
numerical number. Th e major forms of published tax circulars based on the document 
numbers are as follows: 

  Order of MOF and SAT . Th is is a circular jointly issued by the MOF and the SAT. It is 
oft en used to promulgate tax implementation rules and other important tax regulations. 
Th e order should be signed off  by the Minister of Finance and the Commissioner of the 
SAT.   11  An order is oft en a very short document; the tax regulation issued via the order 
will be attached to the order. In this book, in reference footnotes, the document number 
of the order is usually cited, rather than the name of the regulations issued by an Order of 
MOF and SAT. Th e similar form of citation is also used for other types of tax circular 
issuing rules in an appendix to the circular. 

  Cai Shui . “Cai” is the fi rst character of the MOF; “Shui” means “Tax.” Many impor-
tant tax circulars are jointly issued by the MOF and the SAT. Most of those jointly issued 
circulars are in the form of Cai Shui. Some of them issued in early years may be called 
Cai Shui Zi. Such a document can be initially draft ed by the SAT and will be forwarded to 
the MOF for comments, revision, and sign-off . Conversely, a document may be initially 
prepared by the MOF and then co-signed by the SAT. Th e Minister or a Deputy Minister 
of the MOF and the Commissioner or a Deputy Commissioner of the SAT will sign off  
on the document. 

  SAT Order . Similar to the Order of MOF and SAT, the SAT Order is an order issued 
by the SAT alone, which oft en used to issue important tax rules. Th e SAT Order must be 
signed off  by the Commissioner of the SAT. 

  SAT Gong Gao . “Gong Gao” means public notice. Prior to July 1, 2010, the SAT occa-
sionally used “SAT Gong Gao” to announce a tax position or administrative procedural 
matters. On and aft er July 1, 2010, “Gong Gao” is the primary form for the SAT to inter-
pret tax law and regulations that apply to taxpayers or withholding agents in a broad base 
(i.e., not a document that applies to only one taxpayer). “Gong Gao” should be used if 
the content of the document concerns the rights and obligations of taxpayers or with-
holding agents. SAT Gong Gao is issued to the general public; it should be implemented 
according to the document itself without the requirement of forwarding by lower levels 
of tax bureau.   12  

11  Article 47 of the Working Rules of Ministry of Finance, Cai Ban [2008] No. 27, issued by the MOF on June 10, 
2008; Article 32 of the Working Rules of the State Administration of Taxation, Guo Shui Fa [2003] No. 56, 
issued by the SAT on May 27, 2003. 

12  Article 2 of the Measures on Administration of Issuing Regulatory Documents, SAT Order No. 20, issued by 
the SAT on February 10, 2010 and eff ective on July 1, 2010; Article 4 of the Notice on the Implementation of 
the Measures on Administration of Issuing Regulatory Documents, Guo Shui Fa [2010] No. 55, issued by the 
SAT on June 1, 2010. 
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  Guo Shui Fa . “Guo Shui” means “State Tax”; “Fa” means “Issuing.” Th is is a tax circu-
lar issued by the SAT to the tax bureaus at the provincial level and the tax bureaus in 
the cities specifi cally designated in the state plan.   13  Most of those address specifi c 
tax issues and provide guidance to implementation of tax law and regulations. As the 
document is offi  cially issued to the provincial level of tax bureaus, the provincial level 
of tax bureaus would have to forward the circular to lower levels of tax bureaus for 
 implementation. Guo Shui Fa was widely used by the SAT prior to July 1, 2010. On 
and aft er July 1, 2010, Guo Shui Fa cannot be used to address tax matters involving the 
rights and obligations of taxpayers or withholding agents; SAT Gong Gao is required to 
be used instead. 

  Guo Shui Han . “Han” means “letter.” Guo Shui Han is a tax circular in the form of 
letter from the SAT. A similar form of circular issued in early years may also be called 
“Guo Shui Han Fa.” Guo Shui Han was used by the SAT to interpret tax treaties, law, and 
regulations in various situations. Th e SAT oft en issued Guo Shui Han in three situations. 
Th e fi rst type of Guo Shui Han was to address tax issues without specifi c request from 
other organizations. Th is type of letter was oft en issued to all tax bureaus at the provincial 
level and the tax bureaus in the cities specifi cally designated in the state plan. Th e second 
type of Guo Shui Han is a letter responding to a written request made by a tax bureau at 
provincial level or a tax bureau in a city specifi cally designated in the state plan. When a 
tax bureau encounters diffi  culty to determine tax treatment of a specifi c issue, the tax 
bureau can seek guidance from a tax bureau at a higher level. For example, a district 
bureau can seek guidance from city tax bureau. A tax bureau may decide to write a formal 
letter to seek such guidance. If a tax bureau at the provincial level or a tax bureau in a city 
separately designated in the state plan submits a letter request to the SAT and the SAT 
decides to reply to the tax bureau in writing, the SAT would issue a Guo Shui Han. A 
published Guo Shui Han can serve as offi  cial interpretation of tax law and regulations, 
although technically they are issued only to the specifi c tax bureaus for specifi c cases. Th e 
third type of Guo Shui Han is a letter reply to some large state-owned enterprises that are 
equivalent to a ministry level. Th ose enterprises can write to the SAT directly concerning 
tax issues. Th e SAT can reply to those enterprises in the form of Guo Shui Han. Th ey 
oft en request approval of certain tax benefi ts. One example is application for certain tax 
exemptions in connection with reorganization for listing on stock exchange. Th ese letters 
tend to apply to the enterprise only. On and aft er July 1, 2010, Guo Shui Han cannot 

13  A city specifi cally designated in the state plan refers to a city, other than a municipality directly under the 
central government, that is within a province, but is treated separately from the province for state planning 
purpose. Politically, a city specifi cally designated in the state plan is administrated by the province. Th e revenue 
and expenditures of the city, however, are directly linked with the central government. Currently there are fi ve 
cities specifi cally designated in the state plan, including Dalian, Ningbo, Qingdao, Shenzhen, and Xiamen. Th e 
state tax bureaus in the cities specifi cally designated in the state plan report to the SAT directly.  
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be used to address tax matters involving the rights and obligations of taxpayers or 
withholding agents; SAT Gong Gao generally is required to be used instead. 

  Circulars issued by departments of the SAT . Some circulars are issued by depart-
ments of the SAT. Most of those published circulars are in the form “Bian Han.” Th e 
direct translation of it is “informal letter.” Th e abbreviation of an issuing department is 
added before “Bian Han.” For example, “Ji Bian Han” is issued by the International Tax 
Department of the SAT. “Ji” represents International Tax Department. “Qi Bian Han” is 
issued by Large Enterprise Administration Department. “Bian Han” should no longer 
be a valid form of circular to address tax matters involving the rights and obligations of 
taxpayers or withholding agents on and aft er July 1, 2010. 

  Other forms of tax circulars . Th e MOF and the SAT also issued other forms of tax 
circulars. Many of those were issued in early years. Th e predecessor of the SAT is the 
Administration of Taxation of the MOF. In May 1988, the SAT was formed and became 
an agency under the Sate Council. However, the SAT was under the administration 
of the MOF till 1993. Since 1993, the SAT reported directly to the State Council. As 
such, most tax circulars prior to May 1993 were issued by the MOF alone. Th ose early 
circulars concerning the CIT issues should no longer be valid, as they were issued under 
the old tax law and regulations, and have been replaced by the CIT Law and the CIT 
Implementation Rules. 

  Circulars jointly issued with other government offi  ces . Th e MOF and the SAT 
sometimes jointly issue circulars with other government offi  ces. When a new government 
policy requires the issuance of tax rules to implement, the MOF and the SAT may join 
with other relevant government offi  ces to issue circulars. Other government offi  ces may 
include the National Development and Reform Commission, the Ministry of Commerce, 
the State Administration for Industry and Commerce, the State Administration of 
Foreign Exchange, the General Administration of Customs, and the Ministry of Science 
and Technology.      

    1.2  Development of Corporate Income Tax System      

    1.2.1  1949–1980: early taxation system of new china   

 Th e People’s Republic of China (PRC) was established on October 1, 1949. In 1950, the 
Government Administration Council, the predecessor of the State Council, issued the 
Key Rules of Implementing State Tax Policies, which provided fourteen types of national 
taxes, including three types of income tax: Industry and Commerce Tax (income tax por-
tion), Interest Tax on Bank Deposit, and Salary Tax. Th e State started to collect Industry 
and Commerce Tax in 1950. Th e tax was primarily imposed on private enterprises, col-
lectively owned enterprises, and sole proprietorships. Th e State-owned enterprises domi-
nated the economy. State-owned enterprises did not pay income tax. Instead, State-owned 
enterprises paid profi ts to the State.     
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    1.2.2  1980–1990: multiple tax systems in early years of 
china’s open door policy and economic reform   

 In 1978, China started economic reform and open door policy. On July 1, 1979, the 
Committee of the NPC passed the PRC Sino-Foreign Joint Venture Law. On April 12, 
1986, the NPC passed the Law of the PRC Concerning Wholly Foreign Owned 
Enterprises. On April 13, 1988, the NPC passed the Law of the PRC Concerning Sino-
Foreign Cooperative Joint Ventures. Direct foreign investments in China are allowed 
under these laws. Most foreign investments were in the form of Chinese-foreign equity 
joint ventures and Chinese-foreign cooperative joint ventures in the early period of 
China’s economic reform. However, wholly foreign owned enterprises (WFOE) were 
permitted in some industries in China then. 

 In September 1980, the NPC passed the Income Tax Law of the PRC for Sino-Foreign 
Equity Joint Ventures.   14  Th e income tax rate was 33 percent, including 30 percent national 
tax and 3 percent of local tax.   15  In December 1981, the NPC passed the Income Tax Law 
of the PRC for Foreign Enterprises.   16  Foreign enterprises defi ned in the tax law include 
foreign enterprises directly operating in China, China branches of foreign enterprises, 
and foreign enterprises participating in Sino-Foreign cooperative joint ventures.   17  
Progressive tax rates of 20 percent to 40 percent were applicable to foreign enterprises.   18  
Additionally, local tax at 10 percent of national tax was imposed.   19  As such, the combined 
national and local tax rates for foreign enterprises were 22 percent to 44 percent. 

 For domestic enterprises, in 1983, the State Council decided to try out the “reform 
from profi t to tax” for State-owned enterprises. Under the new policy, State-owned 
enterprises would pay income tax rather than simply give all or most profi ts to the State. 
On September 18, 1984, the NPC passed a resolution to authorize the State Council 
to issue provisional regulations in draft  form to implement the reform of “from profi t 
to tax” for State owned enterprises. In September 1984, the State Council issued 
the Provisional Regulations of the PRC on Income Tax for State Owned Enterprises 
(Draft )   20  and the Measures on Collection of Adjusted Tax for State Owned Enterprises.   21  

14   Th e Income Tax Law of PRC for Sino-Foreign Equity Joint Ventures, passed by the third session of fi ft h NPC 
on September 10, 1980 and eff ective from September 10, 1980 to June 30, 1991. 

15   Article 3 of the Income Tax Law of PRC for Sino-Foreign Equity Joint Ventures. 
16   Th e Income Tax Law of the PRC for Foreign Enterprises, passed by the fourth session of fi ft h NPC on 

December 13, 1981 and eff ective from January 1, 1982 to June 30, 1991. 
17   Article 1 of the Income Tax Law of the PRC for Foreign Enterprises. 
18   Article 3 of the Income Tax Law of the PRC for Foreign Enterprises. 
19   Article 4 of the Income Tax Law of the PRC for Foreign Enterprises. 
20  Th e Provisional Regulations of the PRC on Income Tax for State Owned Enterprises (Draft ), issued by the 

State Council on September 18, 1984 and implemented from October 1, 1984 to December 31, 1993. 
21  Th e Measures on Collection of Adjusted Tax for State Owned Enterprises, issued by the State Council on 

September 18, 1984 and implemented from October 1, 1984 to December 31, 1993. 
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Large- and medium-sized State-owned enterprises were subject to a 55 percent income 
tax; small-sized state-owned enterprises were subject to income tax at progressive rates 
between 10 percent and 55 percent.   22  Large- and medium-sized State-owned enterprises 
were also subject to adjusted tax, and the tax rates were determined by the fi nance and tax 
departments based on adjusted 1983 profi ts.   23  

 In April 1985, the State Council issued the Provisional Regulations of the PRC on 
Income Tax for Collectively Owned Enterprises.   24  Th e collective owned enterprises were 
subject to income tax at 10 percent to 55 percent.   25  At the same time, China stopped 
implementing Industry and Commercial Tax (Income Tax Portion) for collectively 
owned enterprises. 

 In June 1988, the State Council issued the Provisional Regulations of the PRC on 
Income Tax for Private Enterprises.   26  Th e tax rate was 35 percent.   27      

    1.2.3  tax reforms of 1991 and 1993 — two corporate 
income tax systems   

 On April 9, 1991, the NPC passed the Income Tax Law of the PRC for Foreign Invested 
Enterprises and Foreign Enterprises (FEIT Law), which unifi ed and replaced the Income 
Tax Law of PRC for Sino-Foreign Joint Ventures and the Income Tax Law of the PRC 
for Foreign Enterprises. FEIT Law was eff ective from July 1, 1991 to December 31, 2007. 

 On December 13, 1993, the State Council issued the Provisional Regulations of the 
PRC on Enterprise Income Tax (EIT Regulations). Th e EIT Regulations unifi ed and 
replaced the Provisional Regulations of the PRC on Income Tax for State Owned 
Enterprises (Draft ), the Measures on Collection of Adjusted Tax for State Owned 
Enterprises, the Provisional Regulations of the PRC on Income Tax for Collectively 
Owned Enterprises, and the Provisional Regulations of the PRC on Income Tax for 
Private Enterprises. Th e EIT Regulations were eff ective from January 1, 1994 to December 
31, 2007. 

 As a result of income tax reforms in 1991 and 1993, the multiple income tax systems 
were simplifi ed into two systems. 

 FEIT Law was applicable to all foreign invested enterprises and foreign enterprises. 
Foreign invested enterprises generally are enterprises established in China with direct 

22  Article 4 of the Provisional Regulations of the PRC on Income Tax for State Owned Enterprises (Draft ). 
23   Articles 1 and 6 of the Measures on Collection of Adjusted Tax for State Owned Enterprises. 
24   Th e Provisional Regulations of the PRC on Income Tax for Collectively Owned Enterprises, issued by the 

State Council on April 11, 1985 and eff ective from January 1, 1985 to December 31, 1993. 
25  Article 3 of the Provisional Regulations of the PRC on Income Tax for Collectively Owned Enterprises. 
26   Th e Provisional Regulations of the PRC on Income Tax for Private Enterprises, issued by the State Council on 

June 25, 1988 and eff ective from January 1, 1988 to December 31, 1993. 
27   Article 3 of the Provisional Regulations of the PRC on Income Tax for Private Enterprises. 
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foreign equity investment of 25 percent or more, which include Sino-Foreign equity 
joint ventures, Sino-Foreign cooperative joint ventures, and wholly foreign owned 
 enterprises. Foreign enterprises include foreign corporations, foreign partnerships, 
and any other forms of foreign organizations. FEIT Law was also applicable to China 
branches and representative offi  ces of foreign enterprises. 

 EIT Regulations were applicable to all Chinese enterprises other than foreign invested 
enterprises and sole proprietorships. Th ose Chinese enterprises are commonly called 
domestic enterprises. Sole proprietorships are subject to Individual Income Tax at rates 
of 5 percent to 35 percent of profi ts.   28  

 Th e regular tax rate under both FEIT law and the EIT Regulations was the same, 
33 percent.   29  However, more tax incentives were available under FEIT Law and its imple-
mentation regulations than those under the EIT Regulations and its implementation 
rules. For example, all production foreign invested enterprises with an operating term of 
more than ten years were entitled to income tax exemption for two years from the fi rst 
profi t-making year and a 50 percent reduction in income tax rate for the following three 
years. Certain foreign invested enterprises established in some designated areas enjoyed 
15 percent or 24 percent income tax rates. Domestic enterprises, on the other hand, were 
generally not eligible for such a wide range of tax incentives. Furthermore, domestic 
enterprises were subject to more limitations on deduction of expenses in computing 
taxable income than those for foreign invested enterprises. For example, foreign invested 
enterprises can deduct salary expenses on actual basis; domestic enterprises generally 
were subject to salary expense limitations.   30  As a result, the average eff ective tax rate for 
foreign invested enterprises was much lower than that for domestic enterprises.     

    1.2.4  tax reform of 2007 — unification of two tax systems   

 Th e tax incentives under FEIT Law played a positive role in attracting foreign invest-
ments to China. Th e diff erent tax burdens for domestic enterprises and foreign invested 
enterprises under the two tax systems, however, resulted in unfair competition. Th e two 
systems require higher administrative costs for tax collection. As the fi ve-year transition 
period under China WTO commitment was phased out, more and more sectors were 

28  Article 3 of Individual Income Tax Law of the PRC. 
29  Th e FEET rate of 33 percent included 30 percent national tax and 3 percent local income tax according to 

Article 5 of FEIT Law; Enterprise Income Tax contained only one rate without diff erentiation between 
national and local income tax under Article 3 of EIT Regulations.  

30  Th e standard limitations for salary expense deduction for domestic enterprises were RMB500 per person per 
month for 1994 and 1995, RMB550 per person per month from 1996 to 1999, RMB800 per person per month 
from January 1, 2000 to June 30, 2006, and RMB1600 per person per month from July 1, 2006 to December 
31, 2007. Upon the approval of the Ministry of Finance and the SAT, the governments at provincial level could 
increase the limitation up to 20 %  of the standard limitations for the periods prior to June 30, 2006. 
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open to foreign investments. Th e preferential tax treatment for foreign investment is not 
in violation of WTO rules, but more and more demand for equal tax treatment was 
voiced by domestic enterprises. On March 16, 2007, the NPC passed the CIT Law. Th e 
CIT Implementation Rules were approved by the State Council on November 28, 2007 
and issued by Order of State Council on December 6, 2007. Both the CIT Law and the 
CIT Implementation Rules came into eff ect on January 1, 2008. 

 Th e CIT Law unifi ed the two corporate income tax systems. Th e law applies to 
all enterprises including domestic enterprises, foreign invested enterprises, and foreign 
enterprises. Th e following chapters of this book will address in detail the provisions of the 
CIT Law, the CIT Implementation Rules, and major tax circulars interpreting them.                                                                                  
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       Enterprises defi ned under the CIT Law include business enterprises and other types of 
organizations receiving income.   1  Taxpayers for CIT purposes include not only corpora-
tions but also other types of entities. However, partnerships organized in China and sole 
proprietorships are not taxpayers for CIT purposes. Th e CIT Law classifi es taxpayers 
into resident taxpayers and non-resident taxpayers. Resident taxpayers are subject to CIT 
on its worldwide income; non-resident taxpayers are subject to CIT only on its income 
derived from China.     

    2.1   Resident Enterprise   

 A resident enterprise is an enterprise that is established in the PRC under the PRC laws, 
or an enterprise that is established under the laws of foreign countries or regions but 
whose place of eff ective management is located in the PRC.   2     

1  Article 1 of the CIT Law. 
2  Article 2 of the CIT Law. 

 TAXPAYERS         

            2 
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    2.1.1  enterprises organized under chinese laws   

 Enterprises established under Chinese laws include business enterprises public institu-
tions, social organizations, and other revenue-generating organizations that are estab-
lished in accordance with the laws and administrative regulations of the PRC.   3     

    2.1.1.1  Domestic Companies   

 All domestic companies established in accordance with the Company Law are resident 
taxpayers. Th e Company Law of the PRC authorizes two types of companies, limited 
liability companies and joint stock limited companies. Both types are corporations with 
limited liability where shareholders are liable for the debt of the company to the extent of 
the capital contributed or shares subscribed. Th e number of shareholders of a limited 
liability company is limited to fi ft y. Th e minimum registered capital of a limited liability 
company is RMB30,000   4 . If a limited liability company has a single-shareholder, its 
minimum registered capital must be at least RMB100,000.   5  Th e law and administrative 
regulations other than the Company Law may require higher minimum registered capi-
tal for some types of companies in some industries, such as banking or insurance. Th e 
amount of minimum registered capital of a limited liability company under the Company 
Law is subject to the capital requirements for specifi c industries under those laws or 
administrative regulations.   6  

 A joint stock limited company currently is the only form of entity that can be listed on 
China stock exchanges. Joint stock limited companies are usually formed with intention 
to list the companies within China. Th ere is no limitation on the number of shareholders 
for joint stock limited companies. However, one of the requirements to establish a joint 
stock limited company is that there should be two to two hundred promoters, of whom 
a majority shall be domiciled within the territory of China.   7  Th e minimum registered 
capital of a joint stock limited company is RMB 5 million.   8  Similar to limited liability 
companies, the amount of minimum registered capital of joint stock limited companies 
is subject to the capital requirements for specifi c industries under any law or administra-
tive regulations.   9      

3  Article 3 of the CIT Implementation Rules. 
4  Article 26 of the Company Law. 
5  Article 59 of the Company Law. 
6  Articles 26 of the Company Law. 
7  Article 79 of the Company Law. 
8  Article 81 of the Company Law. 
9  Article 81 of the Company Law. 
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    2.1.1.2  Foreign Invested Enterprises   

 Foreign invested enterprises refer to Chinese entities established under Chinese foreign 
investment law and regulations. Th ey typically include Chinese-foreign equity joint 
ventures, Chinese-foreign cooperative joint ventures, and -WFOE. 

  Chinese-foreign equity joint ventures . A Chinese-foreign equity joint venture is 
a company established under the PRC Chinese-Foreign Equity Joint Venture Law. It is 
a limited liability company. Th e foreign ownership in an equity joint venture should not 
be less than 25 percent. Th e profi ts and losses are shared according to the ratio of each 
owner’s capital contribution to the equity joint venture. A Chinese-foreign equity joint 
venture is a Chinese resident taxpayer. 

  Chinese-foreign cooperative joint ventures . A Chinese-foreign cooperative joint 
venture is an entity established under the PRC Chinese-Foreign Cooperative Joint 
Venture Law. In contrast to an equity joint venture, a cooperative joint venture may 
distribute profi ts based on the terms of contract among its owners, rather than based on 
the ratio of capital contribution. Th ere are two types of cooperative joint ventures, one of 
which is in the form of a limited liability company, a Chinese legal person. Th is type of 
cooperative joint venture is a resident taxpayer. 

 Another type of cooperative joint venture is a non-legal person cooperative joint 
 venture. Th e owners of a non-legal person cooperative joint venture are liable for the 
 liability of the joint venture.   10  Th is legal characteristic is similar to that of a general part-
ner in a partnership. Th e CIT Law and the CIT Implementation Rules do specifi cally 
address whether a non-legal person cooperative joint venture is a taxpayer for the CIT 
purpose. A literal reading of the CIT Law could result in the conclusion that a coopera-
tive joint venture should be a resident enterprise because it is an enterprise established 
under Chinese law and not a partnership or a sole proprietorship. However, the similar-
ity between the legal characteristics of a non-legal person cooperative joint venture and a 
partnership suggests that a non-legal person cooperative joint venture should be treated 
as a pass-through entity and the owners of the joint venture should pay CIT (if the 
owners are enterprises) or individual income tax (if the owners are natural persons). Th is 
conclusion is supported by legislative intent for the CIT Law. Th e reason for exclusion of 
partnerships and sole proprietorship is that those entities are not legal persons and their 
owners have infi nite liabilities;   11  a non-legal person Chinese-foreign cooperative joint 
venture has the same legal characteristics. Th e requirement of the setup of separate 
accounting books by each party to a non-legal person cooperative joint venture, in addi-
tion to the accounting books of the joint venture itself, should also support the fi scally 

10  Article 50 of the Detailed Rules for the Implementation of the PRC Sino-Foreign Cooperative Joint 
Venture Law. 

11  Article 5 of the Outlines for Promotion of the New Corporate Income Tax Law, Guo Shui Han [2008] No. 159, 
issued by the SAT on February 5, 2008. 
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transparent entity conclusion.   12  In practice, however, most cooperative joint ventures are 
in the form of limited liability company. 

  WFOE . A WFOE is a Chinese company established under the Law of the PRC 
Concerning Wholly Foreign Owned Enterprises. A WFOE is a legal form that is com-
monly used by a foreign company to set up a 100 percent owned subsidiary. A WFOE 
may have more than one owner as long as the owners are foreign enterprises and/or 
foreign individuals. People sometimes use the terms Foreign Investment Holding 
Company or Foreign Investment Commercial Enterprise (FICE). Th ose are classifi ed by 
function of foreign invested enterprises. If Foreign Investment Holding Company and 
FICE are wholly foreign owned, those will be special types of WFOEs. WFOEs are 
Chinese resident taxpayers. 

 Foreign invested enterprises can be converted into foreign invested joint stock limited 
companies in order to be listed on China stock exchanges.   13  Such conversions will 
not change the resident enterprise status of the foreign invested enterprises for the CIT 
purposes.     

    2.1.1.3  Partnership   

 A partnership established under the PRC Partnership Law    14  is not a taxpayer for the CIT 
purposes. Each partner of a partnership is a taxpayer. If the partner is a Chinese corpora-
tion, the partner will be a Chinese resident taxpayer for the CIT purposes. If the partner 
is an individual, the partner will be subject to Individual Income Tax.   15  Th e partners of a 
partnership are taxed on their respective shares of operating income and other income of 
the partnership. Th e distribution of profi ts by a partnership to its partners is not a taxable 
event. Th e taxable income of a partner with respect to the income from partnership 
includes both the profi t distributed to the partner and the partner’s share of current 
retained earnings of the partnership.   16  

 Th e income of partners of a partnership is determined based on the following:   17   

   (1)  If the partnership agreement provides for-profi t sharing ratio, the taxable 
income of partners derived from the partnership shall be based on such ratio.  

12  Article 54 of the Detailed Rules for the Implementation of the PRC Sino-Foreign Cooperative Joint Venture Law. 
13  Th e Opinions on Relevant Issues Concerning Listed Companies with Foreign Investment, Wai Jing Mao Zi Fa 

[2001] No. 538, issued by the former Ministry of Foreign Trade and Economic Cooperation and China 
Securities Regulatory Commission on October 8, 2001. 

14  Th e PRC Partnership Law, passed by the NPC Standing Committee on February 23, 1997 and revised by the 
NPC Standing Committee on August 27, 2006. 

15  Article 2 of the Notice Concerning Income Tax Issues of Partners of Partnerships, Cai Shui [2008] No. 159, 
issued by the MOF and the SAT on December 23, 2008 and eff ective on January 1, 2008. 

16  Article 3 of Cai Shui [2008] No. 159. 
17  Article 4 of Cai Shui [2008] No. 159. 
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   (2)  If the profi t sharing ratio is not clearly provided in the partnership agreement, 
the taxable income of partners can be determined based on the agreement of 
partners.  

   (3)  If the partners are unable to decide the profi t sharing ratio, all the partner-
ship income shall be allocated based on the ratio of capital contribution to the 
partnership.  

   (4)  If the capital contribution cannot be identifi ed, all the partnership income will 
be equally allocated to each partner for determination of taxable income of the 
partner from the partnership.  

   (5)  Th e partnership agreement cannot provide that all income will be allocated to 
some partners.     

 If a partner of a partnership is an enterprise, the partner cannot use its share of loss of 
the partnership to off set other income of the partner in computing the taxable income of 
the partner.   18  Th is limitation on the use of loss of partnership reduces the benefi t of pass-
through character of partnership. Essentially, the loss from a partnership will only be 
allowed to off set its own future profi t. An enterprise partner will have to maintain a sepa-
rate loss pool for each investment in partnership. If the share of loss cannot be used to 
off set the profi t share from the partnership within fi ve years following the loss sharing 
year, such unused loss will expire. 

 Th e PRC Partnership Law as amended in 2006 generally allows Chinese individuals 
and Chinese enterprises to form partnerships. Th e partnership law authorizes the State 
Council to issue administrative regulations concerning the establishment of partnerships 
in China by foreign enterprises and foreign individuals.   19  On November 25, 2009, the 
China State Council issued the Measures for the Establishment of Partnerships within 
China by Foreign Enterprises and Foreign Individuals.   20  According to the measures, for-
eign enterprises and foreign individuals are allowed to set up Chinese partnerships and 
participate in existing partnerships in China in accordance with the PRC Partnership 
Law on and aft er March 1, 2010. As a form of entity, a foreign invested partnership will 
provide foreign investors with fl exibility in establishment procedures, capital contribu-
tion, and the increase or reduction of capital. For income tax purposes, similar to a 
domestic partnership, a foreign invested partnership is a fi scally transparent entity. Th e 
tax treatments of partnerships as discussed above should apply to foreign invested 
partnerships. 

18  Article 5 of Cai Shui [2008] No. 159. 
19  Article 108 of the PRC Partnership Law. 
20  Th e Measures for the Establishment of Partnerships within China by Foreign Enterprises and Foreign 

Individuals, Order of State Council No. 567, issued by the State Council on November 25, 2009 and eff ective 
on March 1, 2010. 
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 A partnership organized under foreign laws is not treated as a transparent entity. Th e 
foreign partnership doing business in China is subject to the CIT Law. Foreign partner-
ships generally are treated the same as foreign corporations for China tax purposes. As 
such, if a foreign partnership’s place of eff ective management is not in China, it will be a 
non-resident taxpayer.     

    2.1.1.4  Nonprofi t Organizations   

 Th e qualifi ed income of nonprofi t organizations is exempted from the CIT.   21  In order to 
qualify for tax-exempted entity, a nonprofi t organization must satisfy all of the following 
conditions    22 :  

   (1)  It has completed the registration procedures required for nonprofi t organiza-
tion in accordance with the laws. It can be a publicly funded institute, a social 
group, a foundation, a private nonprofi t entity, a place of religious activities, or 
any other organization determined by the MOF and the SAT;  

   (2)  It is engaged in public welfare or nonprofi t operations and its main activities 
are within the territory of China;  

   (3)  Income derived by the organization is entirely used for the public welfare or 
nonprofi t undertakings that are prescribed upon registration or in the Articles 
of Association, except for related and reasonable expenses of the organization;  

   (4)  Its properties and the income or gains derived as a result of the holding of such 
properties are not used for distributions. Reasonable salary expenses are not 
considered as distribution;  

   (5)  As authorized in its registration and stipulated in its Articles of Association, 
the remaining assets aft er deregistration of the organization are used for public 
welfare or nonprofi t purposes, or are re-donated through registration and 
administrative authorities to other organizations of the same nature and mis-
sions, and the same are announced to the general public;  

   (6)  Th e donors do not reserve or enjoy any rights in the assets that are donated to 
the organization. Th e donors here refer to any legal persons, individuals, and 
other organizations other than People’s Governments at all levels and their 
departments;  

   (7)  Salaries and welfare benefi ts of employees are limited by prescribed ratios, and 
properties of the organization are not distributed in a disguised form. Th e aver-
age salary of staff  cannot exceed two times the average prior year salary at the 

21   Article 26(4) of the CIT Law. 
22  Article 84 of the CIT Implementation Rules; Article 1 of the Notice on the Issues Concerning the Determination 

of Tax Exemption Status of Nonprofi t Organizations, Cai Shui [2009] No. 123, issued by the MOF and the 
SAT on November 11, 2009 and eff ective on January 1, 2008. 
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location of the tax registration of the organization. Th e welfare for staff  should 
comply with relevant regulations of the State;  

   (8)  If the nonprofi t organization is a publicly funded institute, a social group, a 
foundation, or a private nonprofi t entity, it must receive a “qualifi ed” result for 
its annual inspection for the preceding year unless the entity is set up and regis-
tered in current year; and  

   (9)  Th e taxable income, if any, and related costs, expenses, and losses must be 
accounted separately from tax-exempted income and related costs, expenses, 
and losses.     

 If a nonprofi t organization is approved by and registered with a registration agency at 
the provincial level or above, the organization should apply for tax-exemption status with 
the tax authority at the provincial level at its location. If a nonprofi t organization is 
approved by and registered with a registration agency at the city (prefecture) or county 
level, the organization should apply for tax-exemption status with the tax authority at 
city (prefecture) or county level at its location. Th e fi nance and tax departments should 
assess and determine the tax-exemption status of nonprofi t organizations within their 
jurisdictions and publish the names of qualifi ed entities periodically.   23  Th e tax-exemption 
status is valid for fi ve years. A nonprofi t organization should apply for a renewal of the 
status within three months before the expiration date; otherwise, the nonprofi t organiza-
tion will automatically lose its tax exemption status.   24  

 Th e exempted revenue of a qualifi ed nonprofi t organization does not include any 
revenue that is derived from for-profi t operations of the organization, unless otherwise 
prescribed by the departments of the State Council in charge of fi nance and taxation.   25  
Th e exempted revenue of a qualifi ed nonprofi t organization includes the following:   26   

   (1)  Donations received from other units or individuals;  
   (2)  Government subsidies, excluding the revenue derived from the purchase of 

services by the governments;  
   (3)  Membership fees collected as prescribed by the People’s Governments or their 

fi nance departments at the provincial level or above;  
   (4)  Interest on bank deposits of non-taxable revenue or tax-exempted revenue; and  
   (5)  Other revenue as prescribed by the MOF and the SAT.          

23  Article 3 of Cai Shui [2009] No. 123. 
24  Article 5 of Cai Shui [2009] No. 123. 
25  Article 85 of the CIT Implementation Rules. 
26  Th e Notice on the Issues Concerning the Revenue of Non-profi t Organizations that is Exempted from 

Corporate Income Tax, Cai Shui [2009] No. 122, issued by the MOF and the SAT on November 11, 2009 and 
eff ective on January 1, 2008. 
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    2.1.2  enterprises organized under foreign laws   

 An enterprise is considered to be a resident enterprise if it has its place of eff ective man-
agement in China,   27  although not established under Chinese law. A “place of eff ective 
management” refers to an establishment that exercises substantive and overall manage-
ment and control over the production and business operations, personnel, fi nancial func-
tions, properties, etc. of an enterprise.   28  Th e CIT Law and the CIT Implementation 
Rules did not off er clear guidance regarding the specifi c factors that determine manage-
ment and control, which leaves ample room for interpreting these terms to the tax 
authorities. It appears from the broad defi nition of eff ective management that a non-
resident board and board meetings outside China may not be suffi  cient for a classifi ca-
tion of an off shore entity as a non-resident enterprise for China tax purposes. 

 Th ere are three categories of foreign registered companies, based on ownership, that 
may be exposed to this rule. 

 Th e fi rst category is foreign registered companies that are founded and controlled by 
Chinese domestic enterprises. Th ose foreign registered companies are typically foreign 
listing vehicles for China State-owned enterprises. For example, a State-owned enterprise, 
a Chinese registered company, will set up an off shore holding company. Th e off shore 
holding company will own operating companies in China. Th e off shore company then is 
listed in a foreign stock exchange. Aft er the foreign listing, the State-owned enterprise 
would directly or indirectly own majority shares of the off shore listing company. 

 Th e SAT issued Guo Shui Fa [2009] No. 82,   29  which provides guidelines for the deter-
mination of a resident enterprise on the basis of the place of eff ective management in 
China. Th ose guidelines apply only to the fi rst category of foreign registered companies. 
Th e tax circular refers to them as “overseas China-funded enterprises,” which are defi ned 
as enterprises established under the laws of foreign countries (regions) and for which 
the main investors are enterprises or enterprises groups within the territory of China.   30  
An overseas China-funded enterprise satisfying all the following conditions will be con-
sidered as a resident enterprise by reason of place of eff ective management in China:   31   

   (1)  Senior management and senior management departments that are responsible 
for daily production, operation and management of the enterprise perform 
their duties mainly within China;  

27  Article 2 of the CIT Law. 
28  Article 4 of the CIT Implementation Rules .
29  Th e Notice on the Relevant Issues Concerning the Criteria for the Determination of Enterprises Registered 

Overseas and Controlled by Chinese Enterprises as a Resident Enterprise on the Basis of Place of Eff ective 
Management, Guo Shui Fa [2009] No. 82, issued by the SAT on April 22, 2009 and eff ective on January 1, 
2008. 

30  Article 1 of Guo Shui Fa [2009] No. 82. 
31  Article 2 of Guo Shui Fa [2009] No. 82. 
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   (2)  Financial decisions (such as money borrowing, lending, fi nancing and fi nancial 
risk management) and personnel decisions (such as appointment, dismissal, 
salary, and wages) are made or need to be approved by organizations or persons 
located within China;  

   (3)  Main property, accounting books, corporate seal, and records of meetings of 
the board of directors and shareholders of the enterprise are maintained in 
China; and  

   (4)  One half or more of the members of the board of directors or the senior man-
agement staff  of the enterprise habitually reside in China.     

 In spite of the requirement that “all must be met,” the SAT provides that the determination 
should be made based on the principle of substance over form.   32  Th ose provisions seem to 
give the tax authorities fl exibility to determine whether an overseas China-funded enterprise 
is a resident enterprise. On one hand, the tax authorities can deny an application for China 
resident enterprise status by an overseas China-funded enterprise if any of the four criteria is 
not met. On the other hand, the tax authorities can determine an overseas China-funded 
enterprise as a China resident enterprise based on the principle of substance over form, where 
some of the conditions are not met (e.g., merely keeping the corporate seal outside China). 

 Th e main reason for issuing the above guidelines is that it seems to provide implemen-
tation procedures for overseas China-funded enterprises to register themselves as China 
resident enterprises for CIT purposes, to eliminate double taxation. Some State-owned 
enterprises set up overseas holding companies (e.g., in the Cayman Islands or Hong 
Kong) and list the overseas holding companies on stock exchanges outside China; the 
overseas holding companies own operating companies in China. If the overseas holding 
companies are non-resident enterprises, the dividends paid by Chinese operating compa-
nies will be subject to China withholding tax. Furthermore, when the overseas holding 
companies pay dividend to the top Chinese parent companies, the Chinese parent com-
panies would have taxable income subject to CIT; CIT paid by the operating companies 
and the overseas holding companies are not creditable because they are not foreign 
income tax. A registration of the overseas holding companies as a China resident enter-
prise for CIT purposes will make the dividends from the operating companies to the 
overseas holding companies, and from the overseas companies to the top Chinese parent 
companies, as the dividends between China resident enterprises that are exempted from 
CIT. Th e main benefi ciaries of the guidelines are State-owned enterprises that control 
overseas holding companies. Although the rule technically is also applicable to overseas 
companies controlled by other domestic enterprises, it is not common for privately 
owned companies to have a double-sandwich structure, in which both top parent and 
bottom operating entities are China registered companies. 

32  Article 3 of Guo Shui Fa [2009] No. 82. 
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 Th e second category of foreign registered companies is similar to the fi rst category 
except the off shore companies are formed by individuals who live in China, rather than 
Chinese companies. A typical and simplifi ed structure of this type of companies is that 
the individuals form an off shore holding company. Th e off shore holding company then 
owns one or more WFOEs in China. One of the reasons for the off shore structure is to 
obtain foreign funding. Foreign private equity funds can directly invest in the off shore 
holding company, which in turn channels the fund into China operating entities. 
Eventually, the off shore holding company will be listed in a stock exchange in a foreign 
country or Hong Kong. Off shore holding companies in this category may fall into the 
defi nition of “eff ective management” in China under the CIT Law and the CIT 
Implementation Rules. Guo Shui Fa [2009] No. 82 does not apply to this category of 
foreign registered companies because those off shore companies are not controlled by 
Chinese enterprises. However, in the absence of specifi c guidance, the factors of deter-
mining the place of eff ective management provided in Guo Shui Fa [2009] No. 82 could 
be used as a reference. Th e Chinese tax authorities have not tried to tax those off shore 
companies as Chinese resident enterprises in practice for the moment. 

 Th e third category of foreign registered companies is that of off shore holding compa-
nies set up by foreign companies or individuals to invest in a Chinese entity. Th e top 
foreign companies usually are multinational corporations having substantial operations 
outside China. Th ose foreign companies would be non-resident enterprises. An off shore 
holding company, however, may be an entity that only holds equity interest in one or 
more Chinese companies. Th e question is whether the off shore holding company can be 
a Chinese resident enterprise. Th e risk exists where the directors and offi  cers of the off -
shore holding company are also offi  cers of Chinese operating companies. In such a situa-
tion, the off shore holding company could be viewed as eff ectively managed in China and 
therefore a China resident enterprise. Similar to the second category of foreign registered 
companies, Guo Shui Fa [2009] No. 82 does not apply to this third category of foreign 
registered companies. However, in the absence of specifi c guidance, the factors of deter-
mining the place of eff ective management provided in Guo Shui Fa [2009] No. 82 could 
be used as a reference. Th e Chinese tax authorities have not tried to tax those off shore 
companies as Chinese resident enterprises in practice for the moment. Th e risk of Chinese 
resident enterprise can be mitigated by ensuring that the off shore holding companies 
do not meet all or most of the eff ective management factors listed in Guo Shui Fa 
[2009] No. 82.      

    2.2  Non-Resident Enterprise   

 Non-resident enterprises can be taxed in China in two ways. One is to carry on a trade or 
business in China; another is to derive China source income that is not connected with 
an establishment in China.    
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    2.2.1  foreign company carrying on trade or business in china   

 A non-resident enterprise is liable for Chinese income tax on its income derived from 
China. If a non-resident enterprise has an establishment or place of business in China, 
the enterprise is subject to China tax on its income from China and overseas that is eff ec-
tively connected to the establishment or place of business in China.    

    2.2.1.1  Establishment or Place of Business under Domestic Law   

 Th e term “establishment or place of business” in the CIT Law and the CIT Implementation 
Rules covers a broader range of activities than does the “permanent establishment” as 
provided in tax treaties. An establishment or place of business includes (1) a management 
establishment, a business offi  ce, or an offi  ce; (2) the places used as farm, factory, and 
exploitation of natural resources; (3) a place where services are provided; (4) a place 
where a project of construction, installation, repair, exploration, etc. is carried out; and 
(5) other establishments or places of business where production and business operations 
are carried out.   33  

 Under the broad defi nition of establishment or place of business, any fi xed place of 
business of a foreign enterprise in China will subject the foreign enterprise to CIT. Even 
if the foreign enterprise does not have a fi xed place of business in China, if “the place of 
provision of services” is in China, a foreign company may be subject to the CIT from the 
fi rst day when the foreign enterprise provides services in China. 

 If a non-resident enterprise carries out production and business operations through a 
business agent in China, the business agent will be considered as an establishment or 
place of business of the non-resident enterprise. Th e CIT Implementation Rules defi ne 
“business agent” as any entity or individual carrying on production or business activities 
in China on behalf of a non-resident enterprise, including habitually concluding con-
tracts on behalf of the non-resident enterprise, storing or delivering the goods of the non-
resident enterprise.   34  

 Th e provision of a business agent exposes non-resident enterprises to the CIT in vari-
ous common business models. For example, a contract processing arrangement is used 
as export processing where a foreign principal supplies materials to a Chinese manufac-
turer and the fi nished goods are then exported to the foreign principal or other parties 
outside China under the instruction of the foreign principal. Th e foreign principal retains 
title to the materials and fi nished goods while those materials and goods are in the hands 
of the Chinese manufacturer. In this business model, the Chinese manufacturer would be 
considered as a business agent of the foreign principal, as the Chinese manufacturer is 

33  Article 5 of the CIT Implementation Rules. 
34  Article 5 of the CIT Implementation Rules. 
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carrying out production and regularly storing goods in China on behalf of the foreign 
principal. Another example is a bonded warehousing arrangement. In such an arrange-
ment, a foreign company will enter into a warehousing agreement with a Chinese ware-
housing company under which the foreign company has its goods delivered to a bonded 
warehouse operated by the Chinese warehousing company. Th e Chinese warehousing 
company will deliver the goods to the foreign company’s customers upon the instructions 
of the foreign company. Some vendor-managed inventory arrangements are also similar 
to the warehousing arrangements. Because the Chinese warehousing company stores and 
delivers the goods of the foreign company, the Chinese warehousing company will be 
considered as a business agent of the foreign company. Th e Chinese tax authorities have, 
in practice, refrained from strictly enforced the rules and imposing tax on the foreign 
companies in these types of arrangements. Nevertheless, multinational companies should 
structure transactions under a treaty protection as China tax treaties have a narrower 
defi nition of “permanent establishment” than does “establishment” as defi ned in the CIT 
Law and the CIT Implementation Rules.     

    2.2.1.2  Permanent Establishment under Tax Treaty   

 China has entered into income tax treaties with many countries. China has also entered 
into tax arrangements, similar to a tax treaty, with Hong Kong and Macau, respectively. 
Th e CIT Law clearly states that where the provisions of the CIT Law are inconsistent 
with the provisions of tax treaties, the tax treaties will prevail.   35  According to tax treaties, 
the business profi t of a foreign enterprise from a treaty country generally will not be tax-
able in China unless the foreign enterprise has a permanent establishment in China and 
the business profi t is derived from the permanent establishment. 

 A “permanent establishment” in China under China tax treaties is a fi xed place of busi-
ness through which the business of an enterprise of a treaty country is wholly or partly 
carried out, including (1) a place of management; (2) a branch; (3) an offi  ce; (4) a factory; 
(5) a workshop; and (6) a mine, an oil or gas well, a quarry, or any other place of extrac-
tion of natural resources. A permanent establishment also includes a building site, a con-
struction, assembly or installation project, or supervisory activities in connection 
therewith, but only where such site, project or activities continue for a period of time as 
specifi ed in a tax treaty, which is commonly six months. Furthermore, the permanent 
establishment includes the furnishing of services, including consultancy services, by a 
foreign enterprise through employees or other personnel engaged by the foreign enter-
prise for such purpose, but only where such activities continue within China for a certain 
period of time. Most treaties provide a period or periods aggregating more than six 
months within any twelve-month period. 

35  Article 58 of the CIT Law. 
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 Th e tax treaties usually exclude the following activities from permanent establishment:  

   (a)  the use of facilities solely for the purpose of storage, display or delivery of goods 
or merchandise belonging to the foreign enterprise;  

   (b)  the maintenance of a stock of goods or merchandise belonging to the foreign 
enterprise solely for the purpose of storage, display or delivery;  

   (c)  the maintenance of a stock of goods or merchandise belonging to the foreign 
enterprise solely for the purpose of processing by another enterprise;  

   (d)  the maintenance of a fi xed place of business solely for the purpose of purchasing 
goods or merchandise, or of collecting information, for the foreign enterprise;  

   (e)  the maintenance of a fi xed place of business solely for the purpose of carrying 
on, for the foreign enterprise, any other activity of a preparatory or auxiliary 
character;  

   (f )  the maintenance of a fi xed place of business solely for any combination of the 
activities mentioned in sub-paragraphs (a) through (e), provided that the over-
all activity of the fi xed place of business resulting from this combination is of a 
preparatory or auxiliary character.     

 Where a person, other than an independent agent, is acting on behalf of a foreign 
enterprise from a treaty country and has and habitually exercises in China an authority to 
conclude contracts in the name of the foreign enterprise, that foreign enterprise will be 
deemed to have a permanent establishment in China in respect of any activities which 
that person undertakes for the foreign enterprise, unless the activities of such person are 
limited to those mentioned in (a)–(f ) above. 

 An enterprise of a treaty country will not be deemed to have a permanent establish-
ment in China merely because it carries on business in China through a broker, general 
commission agent, or any other agent of an independent status, provided that such per-
sons are acting in the ordinary course of their business. However, when the activities of 
such an agent are devoted wholly or almost wholly on behalf of that enterprise, he will 
not be considered an agent of an independent status in determining the permanent estab-
lishment of the foreign enterprise in China if it is shown that the transactions between 
the agent and the foreign enterprise were not made under arm’s-length conditions. 

 Th e business models mentioned in 2.2.1.1 technically would constitute an establish-
ment or place of business in China and therefore subject the foreign enterprise to CIT. If 
the foreign enterprise is from a treaty country, the application of applicable tax treaty may 
relieve the foreign enterprise from CIT. For example, in the contract processing arrange-
ment as mentioned in 2.2.1.1, the foreign principal would be considered maintaining 
a stock of goods or merchandise in China solely for the purpose of processing by 
another enterprise and, therefore, should not be deemed to have a permanent establish-
ment in China. Similarly, in the example of bonded warehousing arrangement men-
tioned in 2.2.1.1, the Chinese warehousing company most likely will be considered as 
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an independent agent of the foreign enterprise. As such, receiving, storing, and delivering 
goods on behalf of the foreign enterprise should not constitute a permanent establish-
ment of the foreign enterprise in China.     

    2.2.1.3  Production Sharing Contract between Chinese and Foreign Enterprises for Oil 
and Gas Projects   

 Foreign enterprises are allowed to participate in oil and nature gas exploration and devel-
opment cooperation projects in China. Th e Chinese and foreign partners of oil and natu-
ral gas exploration and development cooperation projects must enter into production 
sharing contracts. Th ree China State-owned enterprises are granted exclusive right to 
negotiate, sign, and execute production-sharing contracts with foreign participants. 
Of the three Chinese enterprises, China National Petroleum Corporation and China 
Petroleum and Chemical Corporation are authorized to engage in onshore cooperation 
projects;   36  China National Off shore Oil Corporation is authorized to engage in off shore 
cooperation projects.   37  Th e enterprises that have signed the production-sharing contracts 
should, on their own expenses, conduct prospecting and exploration operations and 
undertake all prospecting risks. Both the foreign contractor and the Chinese participant 
shall, aft er an oil or natural gas fi eld of commercial exploitation value is discovered, invest 
for cooperative exploitation.   38  Th e foreign contractor and the Chinese participant will 
share the profi t or products. Th e foreign enterprise participating in oil and gas explora-
tion will be treated as having a permanent establishment by virtue of the production-
sharing contract in China. Th e foreign enterprise should be treated as a non-resident 
enterprise carrying on business in China and therefore should be subject to the CIT on 
the profi ts derived from production sharing contracts.      

    2.2.2  foreign company receiving income from china that is not 
connected with establishment in china   

 A non-resident enterprise that does not have any establishment or place of business in 
China or that has an establishment or place of business in China but whose income is not 

36  Article 6 of the Regulations of the PRC Concerning Chinese-foreign Cooperation in Exploiting Conti-
nental Petroleum Resources, promulgated by Order No.131 of the State Council on October 7, 1993, revised 
by the State Council by on September 23, 2001 and Order No. 506 of the State Council on September 18, 
2007. 

37  Article 6 of the Regulations of the PRC Concerning Chinese-foreign Cooperation in Exploiting Off shore 
Petroleum Resources, promulgated by the State Council on January 30, 1982 and revised by the State Council 
on September 23, 2001. 

38  Article 13 of the Regulations of the PRC Concerning Chinese-foreign Cooperation in Exploiting Continental 
Petroleum Resources; Article 8 of the Regulations of the PRC Concerning Chinese-foreign Cooperation in 
Exploiting Off shore Petroleum Resources. 
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eff ectively connected with such establishment or place of business, shall pay CIT on its 
PRC-sourced income.   39  According to the CIT Implementation Rules, “income from 
sources within and outside the PRC” shall be determined according to the following 
principles:   40   

   (1)  For income from the sales of goods, the source shall be the place where the 
transactions take place;  

   (2)  For income from the provision of services, the source shall be the place where 
services are provided;  

   (3)  For income from the transfer of properties, in the case of immovable proper-
ties, the source shall be the place where the property is located; in the case of 
movable properties, the source shall be where the enterprise, establishment or 
place of business that transfers the property is located; and in the case of equity 
investments, the source shall be where the invested enterprise is located;  

   (4)  For income from dividends, profi t distributions, and other returns on equity 
investments, the source shall be the place where the enterprise making the dis-
tributions is located;  

   (5)  For interest income, rental income, and royalty income, the source shall be the 
place where the enterprise, establishment, or place of business that bears or pays 
the income is located; or the place of residence of the individual who bears or 
pays the income; and  

   (6)  For other income, the source shall be determined by the departments of the 
State Council in charge of fi nance and taxation.     

 According to the above income source rules, the income of a non-resident enterprise 
that is not eff ectively connected with an establishment or place of business in China typ-
ically will include dividends paid by an entity in China, interest paid by a borrower in 
China, rent paid by a lessee in China, royalties paid by an licensee in China, gains on 
transfers of immovable property located in China, and gains on transfer of equity in a 
Chinese enterprise.     

    2.2.3  representative office of foreign enterprise   

 Foreign enterprises are permitted to set up representative offi  ces in China. China repre-
sentative offi  ces of foreign enterprises must be registered with the Chinese government 
authorities. Th ose representative offi  ces generally are in the nature of liaison offi  ces and 
have a limited scope of business. According to administrative regulations, a representative 

39  Article 3 of the CIT Law. 
40  Article 7 of the CIT Implementation Rules. 
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offi  ce of a foreign enterprise may engage in (1) the activities of market surveys, exhibition, 
and promotion in relation to the products and services of the foreign enterprise and 
(2) liaision activities in relation to product sale, provsion of services, procurement within 
China, and investment within China by the foreign enterprise.   41     

    2.2.3.1  Prior to 2010   

 Before July 1, 2003, most representative offi  ces were taxable. According to Guo Shui Fa 
[1996] No.165,   42  a representative offi  ce is exempted from tax if the representative offi  ce 
merely engages in gathering the information of Chinese market, providing business infor-
mation, liaison and other preparatory or auxiliary activities for the production and sales 
of the products of the headquarters of the representative offi  ce. Such tax-exempted activ-
ities do not include similar or relevant activities provided by a representative offi  ce for the 
agency or service business of its headquarters. Th e circular lists various taxable activities. 
In practice, the tax authorities gave tax-exemption status to the representative offi  ces that 
are directly owned by a manufacturing company. Most other representative offi  ces were 
taxed based on the expenses of the representative offi  ces, which is oft en referred as the 
cost-plus method. 

 On March 12, 2003, the SAT reinterpreted and clarifi ed tax methods for representative 
offi  ces in Guo Shui Fa [2003] No. 28.   43  Th e tax circular confi rmed the non-taxable status 
for the representative offi  ces of manufacturing enterprises for liaison activities and tax 
exemption status for representative offi  ce of nonprofi t organizations. Other representa-
tive offi  ces are classifi ed into three categories based on diff erent tax reporting methods:  

   (1)  Actual profi t method. Th is method is applicable to representative offi  ces of law 
fi rms, accounting fi rms, and consulting fi rms that provide services in China. 
Th ose are special types of representative offi  ces that are licensed to conduct 
limited revenue-generating services. Th ose representative offi  ces are taxed like 
a corporation and taxed on the net profi ts of representative offi  ces.  

41  Article 14 of Measures on Administration of Registrartion of Representative Offi  ces of Foregin Enterprises, 
State Council Order No. 584, issued by the State Council on November 19, 2010 and eff ective on March 1, 2011. 
However, Article 4 of the Detailed Implementing Rules Governing the Examination, Approval and 
Administration of Representative Offi  ces of Foreign Enterprises, Order of Ministry of Foreign Trade and 
Economic Cooperation [1995] No. 3, issued by of the former Ministry of Foreign Trade and Economic 
Cooperation on February 13, 1995, provides that a representative offi  ce may engage in indirect business opera-
tions within China, to represent its enterprise in conducting business liaison, product introduction, market 
surveys and research, and technological exchange within the scope of business of that enterprise. 

42  Notice on the Relevant Issues Concerning the Strengthening of the Collection and Management of the Taxes 
of the Representative Offi  ces of Foreign Enterprises, Guo Shui Fa [1996] No.165, issued by the SAT on 
September 13, 1996. 

43  Th e Notice on the Relevant Issues Concerning Tax Administration of the Representative Offi  ces of Foreign 
Enterprises, Guo Shui Fa [2003] No. 28, issued by the SAT on March 12, 2003. 
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   (2)  Th e cost-plus method. Under the tax circular, the cost-plus method applies to 
(a) the commodity trading activities carried out by the representative offi  ces set 
up by a foreign company engaged in trading business; (b) contract or agency-
based advertising works undertaken by representative offi  ces set up by advertis-
ing companies; and (c) service activities undertaken on behalf of clients by 
representative offi  ces set up by travel companies. Th e tax authorities deem 
which representative offi  ces provide those services. As such the determination 
of the tax method is based on the nature of the headquarters and not on the 
actual activities undertaken by the representative offi  ces themselves.  

   (3)  Default category. Th is category covers all taxable representative offi  ces that are 
not listed in (1) and (2) above. Th ose representative offi  ces should report tax 
based on actual revenue derived from their business activities, including the 
revenue received by the head offi  ces of representative offi  ces.     

 In 2003, the representative offi  ces established prior to July 1, 2003 were given an oppor-
tunity to provide a self-assessment on the classifi cation of tax reporting method in accor-
dance with Guo Shui Fa [2003] No. 28. Many representative offi  ces then existed changed 
the tax fi ling method from the cost-plus to the default category. Most of those reclassifi ed 
representative offi  ces took a position that they do not have actual revenue and therefore 
do not need to pay the CIT.     

   2.2.3.2 Current Regulations   

 In February 2010, the SAT issued the Provisional Measures on Administration of Tax 
Collection of Foreign Representative Offi  ces.   44  According to the new tax circular, 
a foreign representative offi  ce is required to set up accounting books and accurately cal-
culate its taxable revenue and taxable income based on the matching principle of its func-
tions and risks.   45  If a foreign representative offi  ce cannot correctly compute its revenue, 
cost, or expenses, or cannot fi le tax returns using the actual profi t-based method due to 
insuffi  cient books and records, the tax authority may determine the taxable income 
of the foreign representative offi  ce using a cost-plus method or a gross income-based 
method.   46  For more discussions of those deemed methods, please see Chapter 3.3.3. 

 Prior to 2010, representative offi  ces of foreign governments, international organiza-
tions, and foreign nonprofi t organizations were exempted from the CIT. Th e establish-
ment of those representative offi  ces in China required the approval of relevant Chinese 
government authority. Prior to 2008, the authority to approve the tax exemption status 
was held by the SAT. Th e tax bureau in charge was required to forward the application 

44  Guo Shui Fa [2010] No. 18, issued by the SAT on February 20, 2010 and eff ective from January 1, 2010. 
45  Article 6 of Guo Shui Fa [2010] No. 18. 
46  Article 7 of Guo Shui Fa [2010] No. 18.  
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level by level to the SAT for a fi nal approval.   47  In 2008, the SAT issued Guo Shui Han 
[2008] No. 945 and delegated the approval authority to the state tax bureaus in prov-
inces, autonomous regions, municipalities directly under the Central Government, and 
the cities specifi cally designated in the state plan.   48  

 Guo Shui Fa [2010] No. 18 abolished Guo Shui Fa [1996] No. 165, Guo Shui Fa [2003] 
No. 28, and Guo Shui Han [2008] No. 945. Local tax authorities will no longer accept 
the applications of foreign representative offi  ces for CIT exemption; the tax authorities 
are required to “clean up” the representative offi  ces that obtained CIT exemption approv-
als prior to the issuance of Guo Sui Fa [2010] No. 18.   49  

 According to China double income tax treaties, China cannot impose CIT on the 
offi  ces of foreign enterprises solely for the purpose of carrying on activities of a prepara-
tory or auxiliary character. Technically, a representative offi  ce of a foreign company that 
conducts only preparatory or auxiliary activities can claim exemption of CIT based on 
the position that the activities of the offi  ce do not constitute a permanent establishment 
of the foreign company in China. It is not clear how the tax treatment under Guo Shui Fa 
[2010] No. 18 will be reconciled with the provisions of double income tax treaties. 

 Th e China representative offi  ces of foreign airlines are in a special category of foreign 
representative offi  ces. To establish a representative offi  ce in China by foreign airlines, the 
foreign airlines must obtain approval from the Civil Aviation Administration of China.   50  
Th e representative offi  ces of foreign airlines oft en are authorized to sell tickets for desig-
nated routes to customers in China either directly or through travel agents. Th ose repre-
sentative offi  ces are permitted to collect the proceeds from ticket sales and remit those 
proceeds to head offi  ces of the foreign airlines. Although those representative offi  ces are 
taxable (i.e., the establishment or place of business of non-resident enterprises) according 
to the general rule of China domestic tax law and regulations, they typically are exempted 
from CIT under applicable shipping and air transportation provision of double income 
taxation agreements or applicable air transportation agreements between China and 
foreign countries or regions.                                                                                                                     

47  Guo Shui Fa [2003] No. 28. 
48  Th e Notice on Relevant Issues Concerning the Examination and Approval Procedure for Tax Exemption on 

the Representative Offi  ces Established by Foreign Governments and Other Organizations within China, Guo 
Shui Han [2008] No. 945, issued by the SAT on November 21, 2008. 

49  Article 11 of Guo Shui Fa [2010] No. 18. 
50  Administrative Measures for the Examination and Approval of Representative Offi  ces of Foreign Air-transport 

Enterprises, Order of Civil Aviation Administration of China [2006] No. 165, issued by Civil Aviation 
Administration of China on April 3, 2006. 
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    3.1  General   

 A resident enterprise shall pay CIT on its income from sources within and outside the 
PRC. A non-resident enterprise with an establishment or place of business in China shall 
pay CIT on its PRC-sourced income derived by such establishment or place of business 
and on its foreign-sourced income that is eff ectively connected with such establishment 
or place of business.   1  Th e taxable income of an enterprise in a tax year shall be its total 
revenue for the tax year less its non-taxable revenue, tax-exempted revenue, various 
deductions and the allowable losses carried forward from prior years.   2  Taxable income is 
computed based on accounting profi ts before income tax and adjusted in accordance 
with tax law and regulations. Th e profi t-based tax base applies to both resident enter-
prises and the non-resident enterprises that derive income from an establishment or place 
of business in China with certain exceptions discussed in Chapter 3.3. 

 Th e CIT rate on and aft er January 1, 2008 is 25 percent.   3  Th is fl at rate is applicable to 
resident enterprises as well as the non-resident enterprises that derive income from an 

1  Article 3 of the CIT Law. 
2  Article 5 of the CIT Law. 
3  Article 4 of the CIT Law. 
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establishment or place of business in China. However, tax exemption and reduced rates 
are granted as part of tax incentives.     

    3.2  Small Scale Enterprises with Low Profi tability   

 A reduced CIT rate at 20 percent is applicable to qualifi ed small-scale enterprises with 
low profi tability.   4  Qualifi ed small-scale enterprises with low profi tability are enterprises 
that are not engaged in industries restricted or prohibited by the State and that meet all 
of the following conditions:   5   

   (1)  For industrial enterprises, the taxable income for the year shall not exceed 
RMB300,000, total employees shall not exceed 100, and total assets shall not 
exceed RMB 30 million;  

   (2)  For all other enterprises, the taxable income for the year shall not exceed 
RMB300,000, total employees shall not exceed 80, and total assets shall not 
exceed RMB 10 million.     

 Th e reduced CIT rate for small-scale enterprises with low profi tability only applies 
to Chinese resident enterprises and does not apply to non-resident enterprises.   6  As 
such, foreign enterprises that have an establishment or place of business in China 
will be taxed at 25 percent regardless of the amount of taxable income and number of 
employees. 

 As a temporary policy to support the development of small- and mid-sized enterprises 
during the global fi nancial crisis, the State Council approved an additional reduction 
in the tax rate for some small-scale enterprises with low profi tability. If an enterprise 
that is qualifi ed as a small-scale enterprise with low profi tability as discussed above and 
its taxable income is RMB30,000 or less, the taxable income is computed at 50 percent 
of its actual income. Th is policy actually reduces the CIT rate to 10 percent. Th is is a 
one-year policy for the period from January 1, 2010 to December 31, 2010.   7      

4  Article 28 of the CIT Law. 
5  Article 92 of the CIT Implementation Rules. 
6  Th e Notice on the Issue of Exclusion of Non-resident Enterprises from the Application of Preferential Corporate 

Income Tax Policies for Small-scale Enterprises with Low Profi tability, Guo Shui Han [2008] No. 650, issued 
by the SAT on July 3, 2008.  

7  Th e Notice on the Corporate Income Tax Policy Concerning Small Scale Enterprises with Low Profi tability, 
Cai Shui [2009] No. 133, issued by the MOF and the SAT on December 2, 2009 and eff ective from January 1, 
2010 to December 31, 2010. 
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    3.3  Deemed Profi t Rate and Deemed CIT      

    3.3.1  resident enterprise   

 A resident enterprise may be required to pay CIT based on a deemed basis, rather than 
computed based on actual taxable income. Th e assessment of CIT on a deemed basis is 
applicable to taxpayers in any of the following circumstances:   8   

   (1)   Th e taxpayer is allowed not to set up accounting books in accordance with laws 
and administrative regulations;  

   (2)   Th e taxpayer has not yet set up accounting books, although those should have 
been set up in accordance with laws and administrative regulations;  

   (3)   Th e taxpayer has destroyed accounting books without proper authorization or 
refused to provide the information in relation to taxation;  

   (4)   Th e taxpayer has not maintained suffi  cient accounting books and records that 
are suffi  cient for the tax authorities to verify the accounts;  

   (5)   Th e taxpayer failed to fi le a tax return within the prescribed time aft er its tax 
liability had occurred and has not fi led the return, within the prescribed time 
limit, aft er the order for rectifi cation by the taxation authority; and  

   (6)   Th e tax calculation basis fi led is obviously low without proper reasons.     

 Th e deemed basis method, however, does not apply to the following enterprises:   9   

   (1)  Enterprises that enjoy one or more CIT incentive polices as provided in the 
CIT Law, the CIT Implementation Rules, and by the State Council except for 
the tax exemptions of interest from state treasury debts and qualifi ed inter-
company dividends;  

   (2)  Enterprises that fi le consolidated returns of group enterprises;  
   (3)  Listed companies;  
   (4)  Financial enterprises such as banks, credit institutions, small loan companies, 

insurance companies, securities companies, futures companies, trust and invest-
ment companies, fi nancial assets management companies, fi nance leasing com-
panies, guarantee companies, fi nance companies, and pawn companies;  

   (5)  Institutions in the businesses of intermediaries services such as accounting, 
auditing, assess appraisal, tax, real estate appraisal, land appraisal, engineering 

8  Article 3 of the Measures on Assessment of Corporate Income Tax on a Deemed Basis (Trial Implementation), 
Guo Shui Fa [2008] No. 30, issued by the SAT on March 6, 2008 and eff ective on January 1, 2008. 

9  Article 3 of Guo Shui Fa [2008] No. 30; Article 1 of the Notice on Certain Issues Concerning the Assessment of 
Corporate Income Tax on a Deemed Basis, Guo Shui Han [2009] No. 377, issued by the SAT on July 14, 2009 
and eff ective on January 1, 2009. 
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cost consulting, legal services, price certifi cation services, notary public, patent 
agency, trademark agency, and other economic certifi cation services; and  

   (6)  Th e other enterprises as prescribed by the SAT.     

 Th ere are two methods to assess CIT on a deemed basis. One is to calculate CIT based 
on a deemed profi t rate; another is to assess amount of CIT directly. Th e tax authorities 
may apply the deemed profi t rate method to a taxpayer in the following circumstances:  

   (1)  Th e total revenue of the taxpayer can be correctly verifi ed but the total cost and 
expenses cannot be verifi ed;  

   (2)  Th e total cost of the taxpayer can be correctly verifi ed, but the total income 
cannot be verifi ed; or  

   (3)  Th e total income or total cost can be calculated and estimated through rational 
methods     

 For taxpayers that do not meet one of the above conditions, the tax authorities should 
directly assess the amount of CIT liability.   10  Th e tax authorities may assess CIT liability 
based on:  

   (1)  Th e tax burden level of taxpayers with similar operating scale and income level 
in the same industry or similar industry locally;  

   (2)  Th e total income subject to tax or cost;  
   (3)  Th e raw materials, fuels and powers that have been consumed; and  
   (4)  Other rational methods.     

 If the adoption of any of the above methods is unable to accurately derive taxable 
income or tax payable amounts, two or more methods may be used concurrently. If 
the tax payable amounts estimated by two or more methods are inconsistent, the higher 
payable amount shall be selected.   11  

 If the deemed profi t rate method is used, the following formula should apply:   12 

= × tax rate

Taxablaa e income  Taxable revenue  Deemed profit rate= ×Taxable revenue

10  Article 4 of Guo Shui Fa [2008] No. 30. 
11  Article 5 of Guo Shui Fa [2008] No. 30. 
12  Article 6 of Guo Shui Fa [2008] No. 30. 
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Taxablaa e revenue Gross revenue Non-taxablaa e income  Exempt= −Gross revenue − ede income13  

Or

Taxable incomeaa Totalcosaa t  Deem= Totalcosa t ( )1 Applicable tax rate−1 × ede profit rate

 Th e deemed profi t rate is determined by the tax authorities based on the following 
ranges in the table below:   14   

 In order to collect CIT on a deemed basis, the tax authority in charge of the taxpayer 
should deliver to the taxpayer the Assessment Form for Collection of Corporate Income 
Tax on Deemed Basis. Th e taxpayer should complete the form and submit it to the tax 
authority within ten days aft er receiving the form. Th e tax authority shall, within twenty 
working days of acceptance of the assessment form, examine and verify it by categories 
and accounts, issue an assessment opinion, and report to the county level tax authority 
for review and approval, which should be made within thirty working days.   15  Once a 
deemed profi t rate or fi xed CIT payable is determined, such rate or amount generally 
should apply for the tax year. Where there is a signifi cant change to the business scope or 
the major business of the taxpayer, or the taxable income or tax payable of the enterprise 
increases or decrease 20 percent or more, the taxpayer shall report in a timely manner to 
the tax authorities to adjust the determined tax payable or deemed profi t rate.   16  Th e status 
of a taxpayer paying CIT on a deemed basis should be assessed on an annual basis. If 
a taxpayer is paying CIT on a deemed basis in previous year, the tax authorities shall 
re-assess the taxpayer’s status before June 30 of the current year. Prior to the completion 

13  Article 2 of Guo Shui Han [2009] No. 377. 
14  Article 8 of Guo Shui Fa [2008] No. 30. 
15  Article 10 of Guo Shui Fa [2008] No. 30. 
16  Article 9 of Guo Shui Fa [2008] No. 30. 

         

  Industry  Deemed profi t rate ( % )  
 Agriculture, Forestry, Husbandry and Fishery  3–10  
 Manufacturing  5–15  
 Wholesaling and Retailing  4–15  
 Transportation  7–15  
 Construction  8–20  
 Food and Beverage  8–25  
 Entertainment  15–30  
 Others  10–30  
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of re-assessment, the taxpayer may make provisional tax payment in accordance with 
the method adopted for the previous year. Upon the completion of re-assessment, 
adjustment, if any, shall be made in accordance with the re-assessment result.   17  

  Example: Application of Deemed Profi t Rate  
 Happy Retail Limited pays CIT using deemed profi t rate method. Th e deemed 

profi t rate determined by the tax authority in charge is 10 percent. Happy Retail 
Limited had annual revenue of RMB500,000 in 2008. Its CIT for 2008 should be 
computed as follows: 

 Taxable income = RMB500,000 x Deemed profi t rate 10 %  = RMB50,000. 
 CIT = RMB50,000 x Tax rate 25 %  = RMB12,500.       

    3.3.2  non-resident enterprise with establishment in china   

 As discussed in 2.2.1, if a non-resident enterprise has an establishment or place of busi-
ness in China, the non-resident enterprise is subject to China tax on its income from 
China and overseas that is eff ectively connected to the establishment or place of business 
in China. Similarly, if the foreign enterprise of a treaty country with China has a perma-
nent establishment in China under the double taxation treaty, the foreign enterprise 
should be subject to CIT on its profi ts derived from the permanent establishment. Th e 
establishment or permanent establishment of a foreign enterprise is taxed in a way similar 
to a resident enterprise. A regular tax rate of 25 percent should apply to taxable income, 
which is computed by taxable revenue less allowable expenses. 

 For computing CIT taxable income of a non-resident enterprise in connection with an 
establishment or place of business in China on an actual profi t basis, the non-resident 
enterprise must maintain accurate and complete accounts to determine the actual profi ts 
arising from the establishments in China. If a non-resident enterprise is unable to cor-
rectly compute taxable income due to inaccurate or incomplete accounts or other rea-
sons, the Chinese tax authorities will assess the taxable income using a deemed profi t 
method. Th ese non-resident enterprise contracts include construction, engineering 
supervision, installation, consulting, technical services, and others. Th e MOF and the 
SAT issued several circulars concerning deemed profi t rates for non-resident enterprises 
under the FEIT Law regime. In practice, the tax authorities determined the deemed 
profi t rate at a range of 10 to 40 percent of revenue or deemed revenue on a case-by-case 
basis prior to February 20, 2010. 

17  Article 11 of Guo Shui Fa [2008] No. 30. 
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 In February 2010, the SAT issued a tax circular addressing the calculation of CIT for a 
non-resident enterprise on a deemed profi t basis.   18  According to the tax circular, if a non-
resident enterprise is unable to correctly compute taxable income due to inaccurate or 
incomplete accounts or other reasons, the Chinese tax authorities shall assess the taxable 
income using one of the following “deemed profi t methods”:   19   

   (1)  Actual revenue and deemed profi t method. Th is method is applicable where 
revenue can be ascertained but costs and expenditures cannot. Under this 
method, the taxable income is computed using the following formula:    

  Taxable incomeaa  Revenue Deemed profit rate= ×Revenue      

   (2)  Cost-plus method. Th is method is applicable where revenue cannot be ascer-
tained but costs can be. Under this method, the taxable income is computed 
using the following formula:    

  Taxable incomeaa Cost Deemed profit rat= ÷Cost ( )1 Deemed profit rate × e

   (3)  Expenditure-plus method. Th is method is applicable where revenue and costs 
cannot be ascertained but expenditures can be. Under this method, the taxable 
income is computed using the following formula:    

Taxable incomeaa Expenditures= ÷Expenditures

 Deemed profit rate
( )1 Deemed profit rate Busines−Deemed profit rate s Ts ax rate

×

 On and aft er December 1, 2010, foreign enterprises are subject to City Maintenance 
and Construction Tax and Eduction Surchage.   20  Th e tax base of City Maintenance and 
Construction Tax and Education Surcharge is the amount of VAT, Business Tax, and 
Consumption Tax paid. As such, when a non-resident pays Buinsss Tax on and aft er 
December 1, 2010, it should also pay City Maintenance and Construction Tax and 
Education Surcharge at the same time. It is not clear, however, whether City Maintenance 
and Construction Tax and Education Surcharge will be added to Business Tax in com-
puting taxable income under the expenditure-plus method. As City Maintenance and 

18  Th e Administrative Measures for the Collection of Corporate Income Tax on Non-resident Enterprises on a 
Deemed Basis, Guo Shui Fa [2010] No. 19, issued by the SAT on February 20, 2010 and eff ective on February 
20, 2010. 

19  Article 4 of Guo Shui Fa [2010] No. 19. 
20  Th e Notice on Unifi cation of City Maintenance and Construction Tax and Education Surcharge for Domestic 

Enterprises, Foreign Invested Enterprises, and Foreign Individuals, Guo Fa (2010) No. 35, issued by the State 
Council on October 18, 2010 and eff ective from December 1, 2010. 
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Construction Tax and Education Surcharge are diff erent taxes from Business Tax, if 
the expenditure-plus method formla above needs to be adjustment to include City 
Maintenance and Construction Tax and Education Surcharge, the MOF and/or the SAT 
should issue a tax circular to clarify. 

 Th e “deemed profi t rate” used in the above formulas is determined by the tax 
authorities, based on the business of non-resident enterprises. For engineering and con-
struction projects, design services, and consulting services, the deemed profi t rate is in the 
range of 15 to 30 percent. For management services, the deemed profi t rate is in the range 
of 30 to 50 percent. For other services and business activities, the deemed profi t rate 
should not be lower than 15 percent. Furthermore, if the tax authorities have evidence to 
believe that the actual profi t rate of a non-resident enterprise is signifi cantly higher than 
the above range, the tax authorities can determine a deemed profi t rate higher than the 
standard range as provided above.   21  Where a non-resident enterprise carries on multiple 
business activities in diff erent deemed profi t rates, the non-resident enterprise should 
compute its CIT on income in diff erent businesses using applicable deemed profi t rates 
respectively. If the enterprise is unable to separately compute its income in diff erent busi-
nesses, the highest deemed profi t rate among the rates applicable to the businesses should 
be used in computing its CIT.   22  

 Where a non-resident enterprise sells equipment and at the same time provides 
services, such as installation, technical training, and supervision, in China, the Chinese 
tax authorities may assess the service income by reference to pricing standard in the same 
or similar service sector in cases where the service fee is not specifi ed in the sales contract 
or not charged on a reasonable basis. Where reference is not available, the tax bureau may 
apportion the contract amount to be the service income and the proportion shall not be 
less than 10 percent of the total contract amount.   23  

 Where a non-resident provides services to a customer in China, if all services are 
performed in China, the full amount of income should be subject to CIT; if services 
are performed both within China and outside China, the income should be allocated 
based on the place of services. Where the Chinese tax bureau casts doubt on the reason-
ableness and truthfulness of the onshore and off shore service income allocation, it can 
request the non-resident enterprises to provide evidence to substantiate the allocation. 
Th e tax bureaus may re-allocate the onshore and off shore service income by reference to 
work volume, time, cost, and other relevant factors. If a non-resident enterprise is not 
able to provide the evidence to support its allocation, the entire service income may be 
deemed as onshore service income and subject to CIT.   24      

21  Article 5 of Guo Shui Fa [2010] No. 19. 
22  Article 8 of Guo Shui Fa [2010] No. 19. 
23  Article 6 of Guo Shui Fa [2010] No. 19. 
24  Article 7 of Guo Shui Fa [2010] No. 19. 
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    3.3.3  foreign representative office   

 As discussed in 2.2.3, taxable representative offi  ces of foreign enterprises are classifi ed 
into three categories based on diff erent tax reporting methods: actual profi t method, 
cost-plus method, and actual revenue and deemed profi t method.    

    3.3.3.1  Actual Profi t Method   

 As a general rule as provided in Guo Shui Fa [2010] No. 18, a representative offi  ce should 
set up and maintain books and records and accurately compute its taxable revenue and 
taxable income based on the matching principle of its functions and risks.   25  However, 
unless a representative offi  ce is licensed to conduct direct business generating activities 
and collect revenues, it would be diffi  cult for a representative offi  ce to accurately com-
pute its actual revenue and taxable income. Prior to the issuance of Guo Shui Fa [2010] 
No. 18, this actual profi t method was only applicable to limited types of representative 
offi  ces such as representative offi  ces of foreign law fi rms because those typically are 
allowed to conduct revenue-generating services and collect revenue. It is not clear whether 
a representative offi  ce can adopt the actual profi t method and claim zero revenue and an 
actual loss. A representative offi  ce that reports tax on the actual profi t method is taxed 
like a corporation. A 25 percent CIT will apply to taxable income of the representative 
offi  ce.     

    3.3.3.2  Cost-Plus Method   

 A cost-plus method will apply to a representative offi  ce that can correctly compute 
its operating expenses but cannot accurately calculate its revenue or costs and expenses. 
Under the cost-plus method, the following formulas are used to derive gross income 
and CIT:   26 

Deemed revenue Operating expenses = Operating expenses ( )1 Deemed profit rate− −Deemed profit rate Business Tax rate

CIT  Deemed revenue Deemed profit rate 25= ×Deemed revenue × %

 Th e operating expenses of a representative offi  ce include:  

   (1)  Salaries and wages, bonuses, allowances, and benefi ts paid inside and outside 
China to the personnel of the representative offi  ce;  

   (2)  Rental payments for immovable property and equipment;  

25  Article 6 of Guo Shui Fa [2010] No. 18. 
26  Article 7(1) of Guo Shui Fa [2010] No. 18. 
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   (3)  Th e acquisition cost of fi xed assets such as automobiles and offi  ce equipment 
and other offi  ce supplies. Th e cost of a fi xed asset is treated as a one-time 
 operating expense at the time of acquisition;  

   (4)  Th e cost of leasehold improvement, which is also treated as a one-time operat-
ing expense;  

   (5)  Expenses for telecommunication, transportation, travel, and entertainment. 
Unlike other taxpayers whose deduction of business entertainment expenses 
is subject to limitation, a representative offi  ce using the cost-plus method 
is required to include the full amount of entertainment in its operating 
expenses;  

   (6)  Other expenses, which include, for example, sample costs and transportation 
costs paid for samples purchased in China on behalf of the head offi  ce, ware-
house charges and customs fees incurred in China in respect of overseas samples 
shipped to China, fees for translators engaged by the head offi  ce’s personnel 
visiting China, and charges of purchasing tender documents paid by the repre-
sentative offi  ce for a specifi c project in China.     

 In computing operating expenses, interest income cannot be off set against the expenses. 
Th e expenses arising from activities not belonging to its own business, such as money 
used for public charity within the country; donations of a relief nature; and late fees, fi nes 
and payments on behalf of the head offi  ce shall not be taken as the operating expenses of 
a representative offi  ce. 

 Th e deemed profi t rate was 10 percent prior to January 1, 2010. On and aft er January 1, 
2010, the deemed profi t rate should not be lower than 15 percent.   27  Business Tax is a turn-
over tax on certain services. Business Tax rate on service fees for a representative offi  ce 
currently is 5 percent. Applying the cost-plus formulas, the eff ective tax rate is:

  Deemed revenue Operating expenses 1 15 5 Op g p÷Operating expenses 15( )% s5% Operating expen es s 80%

CIT Deemed revenue 15 5 4.6875 of Operating expenses×Deemed revenue =% %25× 25 %

Business Tax Daa eemed revenue 5 6.25 of Operating expensesDeemed revenue % %6.25=

 As shown above, the combined Business Tax and CIT rate is 10.9375 percent of 
operating expenses on and aft er January 1, 2010. 

 An example is shown in the table below, in which the operating costs are assumed 
to be   RMB1 million. 

27  Article 8 of Guo Shui Fa [2010] No. 18. 
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  As discussed in Chapter 3.3.2, on and aft er December 1, 2010, foreign enterprises are 
subject to City Maintenance and Construction Tax and Eduction Surchage. In addition 
to paying 5 percent Business Tax, a representative offi  ce should pay 0.5 percent City 
Maintenance and Construction Tax and Eduction Surchage at time of paying Business 
Tax on and aft er December 1, 2010. Th e above formula and example have not refl ect the 
pssoible adjustment due to the newly applicable taxes.     

    3.3.3.3  Actual Revenue and Deemed Profi t Method   

 Th e actual revenue and deemed profi t method is applicable to a representative offi  ce 
which is able to accurately report its revenue but not able to accurately report the costs. 
Under this method, the following formula is used to derive CIT:   28 

CIT Total revenue Deemed profit rate CIT rate×Total revenue ×     

 As most representative offi  ces are act as liaisons and are not permitted to conduct 
direct revenue generating activities or collect revenue, it would be conceptually diffi  -
cult to ascertain the actual revenue of those representative offi  ces. In practice, such 
“actual revenue” is oft en based on a service agreement between the foreign company 
owing the representative offi  ce and an affi  liated foreign company. For example, Foreign 
Company A sets up a representative offi  ce in China. Th e representative offi  ce provides 
liaison and business promotion services to A’s sister company B. A and B may enter into 
a service agreement for the services performed by the representative offi  ce. Th e service fee 
provided in such inter-company service agreement is considered the actual revenue of the 
representative offi  ce. 

 Many representative offi  ces were classifi ed in the default category under Guo Shui Fa 
[2003] No. 28. Many of those representative offi  ces claimed no revenue and therefore do 
not pay CIT. As Guo Shui Fa [2003] No. 28 has been repealed by Guo Shui Fa [2010] No. 
18, it is questionable whether those representative offi  ces can continue to claim no 
revenue under the actual revenue and deemed profi t method. It appears that the tax 
authorities in many locations try to push representative offi  ces into the cost-plus method. 

28  Article 7(2) of Guo Shui Fa [2010] No. 18. 

  Deemed revenue  RMB1,250,000  
 Business Tax at 5 %   RMB62,500  
 Deemed 15 %  profi t on RMB1,250,000  RMB187,500  
 CIT at 25 %   RMB46,875  
 Total of CIT and Business Tax  RMB109,375  
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Tax authorities in some locations have requested that representative offi  ces change their 
fi ling method to the cost-plus method if the representative offi  ces have no revenue. 
On the other hand, the tax authorities in some locations have not actively pushed those 
representative offi  ces to a tax paying entity status.       

    3.4  Non-Resident Enterprise without Establishment in China   

 If a non-resident enterprise derives PRC-sourced income that is not eff ectively 
connected with an establishment or place of business in the PRC, the enterprise is liable 
for CIT on the PRC-sourced income.   29  Th e CIT rate applicable to such PRC-sourced 
income is 20 percent under the CIT Law.   30  Th e CIT Law, however, lists this category 
of income as one that is eligible for exemption from or reduction of CIT.   31  Th e State 
Council is authorized to issue detailed measures for the preferential tax treatment.   32  Th e 
applicable CIT rate is reduced to 10 percent in accordance with the CIT Implementation 
Rules issued by the State Council.   33  Th e income in this category typically includes divi-
dends, interest, royalties, rent or leasing income, and gain on transfer of properties. Th e 
tax base or taxable income for dividends, interest, royalties, and rent or leasing income is 
gross revenue,   34  which is defi ned as the total consideration and other charges received 
by a non-resident from a payer.   35  Th e tax base for gains from transfer of properties is 
gross revenue less net property value.   36  Although “net property value” is not defi ned in 
the CIT Law and the CIT Implementation Rules, it should mean the tax basis in the 
property. Th e tax basis in the property should be the acquisition cost adjusted, if any, 
in accordance with tax law and regulations. Th e tax base for other income should be 
calculated with reference to the two methods (i.e., gross basis and net basis) mentioned 
above.   37  Other than the allowable deduction items listed in the tax law and regulations 
(i.e., net property value in computing gain on transfer of properties), no expenses and 
taxes can be deducted in computing taxable income for non-resident enterprises 
not eff ectively connected with an establishment or a place of business in China.   38  In 
addition to CIT, a non-resident enterprise is subject to Business Tax on interest, rentals, 

29  Article 3 of the CIT Law. 
30  Article 4 of the CIT Law. 
31  Article 27 of the CIT Law. 
32  Article 35 of the CIT Law. 
33  Article 91 of the CIT Implementation Rules. 
34  Article 19(1) of the CIT Law. 
35  Article 103 of the CIT Implementation Rules. 
36  Article 19(2) of the CIT Law. 
37  Article 19(3) of the CIT Law. 
38  Th e Notice on the Relevant Issue of Levying Corporate Income Tax on Non-resident Enterprises, Cai Shui 

[2008] No. 130, issued by the MOF and the SAT on September 25, 2008. 
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and  royalties. Prior to January 1, 2008, Business Tax was deductible in computing tax-
able income for CIT under previous tax law and regulations. Under the CIT Law and 
the CIT Implementation Rules, such deduction of Business Tax is no longer allowed. 
Th e transaction expenses, such as broker fees and other professional fees, should also not 
be deductible.                                                                                             
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       Th e taxable income of an enterprise in a tax year is its total revenue for the tax year less 
its non-taxable revenue, tax-exempt revenue, various deductions, and allowable losses 
brought forward from prior years.   1  Th e total revenue of an enterprise includes both the 
monetary revenues and non-monetary revenues.   2  Th e monetary revenues include cash, 
deposits, account receivable, notes receivable, bond investment to be held to maturity, 
and debt forgiven. Th e non-monetary revenue derived by an enterprise includes the fi xed 
assets, the biology assets, intangible assets, equity investments, inventories, and bond 
investments not to be held to maturity, services, and other rights.   3  If an enterprise acquires 
non-monetary income, the recognition of such income should be calculated based on 
the fair value of the income item, which is the assets’ value determined in accordance 
with the market price.   4  An enterprise derives it revenue from various sources. Th e 
CIT Law lists nine categories of income, including (1) the revenue from sale of goods, 
(2) the revenue from provision of services, (3) the revenue from transfer of property, 

1  Article 5 of the CIT Law. 
2   Article 6 of the CIT Law. 
3   Article 12 of the CIT Implementation Rules. 
4   Article 13 of the CIT Implementation Rules. 

 INCOME         
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(4) dividends, profi t distribution and other returns on equity investments, (5) interest 
income, (6) rental income, (7) royalties, (8) donations income; and (9) other revenue.   5  

 Th e amount of taxable income of enterprise shall be computed on the accrual basis. 
For the income and expense belonging to the current period, regardless of whether they 
have received or paid, they shall be recognized as the income and expense in the current 
period; for the income and expense not belonging to the current period, even if they have 
received or paid in the current period, they shall not be recognized as the income and 
expense in the current period, unless otherwise prescribed in the CIT Implementation 
Rules and the circulars issued by competent fi nance and taxation departments under the 
State Council.   6      

    4.1  Revenue from the Sale of Goods   

 Th e revenue from the sale of goods for CIT purposes means the income derived by an 
enterprise from the sale of merchandise, products, raw materials, packaging materials, 
low-value consumables, and other inventories.   7  When an enterprise sells goods, income 
shall be recognized if all the four conditions below are met:   8   

   (1)  Th e contract for the sales of goods has been concluded and the title to the 
goods and main risks and benefi ts of the goods have been passed to the buyer;  

   (2)  Th e enterprise retains neither continuous management right that usually keeps 
relation with the ownership, nor eff ective control over the sold goods;  

   (3)  Th e relevant amount of revenue can be measured in a reliable way; and  
   (4)  Th e relevant costs incurred or to be incurred can be measured in a reliable way.     

 Where all the conditions for revenue recognition are met, the time for revenue 
 recognition for the following transactions can be as follows:   9   

   (1)  Where the payment is made through documentary collection against accep-
tance, the revenue should be recognized when the enterprise submits the docu-
ments to its bank for collection;  

   (2)  If the price of goods is prepaid, the revenue should be recognized upon ship-
ping the goods to the buyer;  

5   Article 6 of the CIT Law. 
6   Article 9 of the CIT Implementation Rules. 
7   Article 14 of the CIT Implementation Rules. 
8   Article 1(1) of Notice on Certain Issues Concerning Revenue Recognition for Corporate Income Tax Purposes, 

Guo Shui Han [2008] No. 875, issued by the SAT on October 30, 2008. 
9   Article 1(2) of Guo Shui Han [2008] No. 875. 
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   (3)  If the goods sold require installation and inspection, the revenue is recognized 
upon the buyer accept the goods and the installation and inspection are 
completed. If the installation is simple, the revenue can be recognized upon 
shipping the goods; and  

   (4)  If the enterprise sells goods through consignment sales by paying commission, 
it recognizes the revenue when it receives a confi rmation of sale from the 
consignee.     

 Where goods are sold and repurchased, the seller should recognize revenue on sale 
price; the repurchase is treated as a purchase transaction. However, if evidence shows that 
the sale of goods does not meet the revenue recognition conditions and the seller is to 
seek fi nance in the form of sale of goods, the proceeds received by the seller will be treated 
as a debt; the repurchase price in excess of selling price is treated as interest expense.   10  

 If a sale is involved in trading in a used product in exchange for a new one, the seller of 
new product should recognize actual price of the new product sale as revenue; the return-
ing or delivery of used product by the new product buyer is treated as a purchase by the 
new product seller.   11  A trade discount is a discount on the listed price granted by an enter-
prise for the purpose of sales promotion of goods. Th e enterprise should recognize the 
sale price net of trade discount as revenue. A cash discount is the amount of reduction 
of a debt off ered by a creditor to a debtor for the purpose of encouraging the debtor to 
make payment within a prescribed time period. If an enterprise gives a cash discount to a 
customer, the enterprise must recognize the sale price without cash discount as revenue; 
the discount is treated as fi nancial expense. If a customer returns goods sold by an enter-
prise as a result of the unqualifi ed quality of the goods or inconformity with the required 
variety, or for other reasons, the enterprise should reduce revenue in the period when the 
sale of return occurs. Similarly, if a seller gives a discount as a result of the unqualifi ed 
quality of the goods or inconformity with the required variety, the enterprise should 
reduce its revenue by the amount of discount at time the discount is given.   12  In a transac-
tion where a customer buys one and gets one free or similar scheme, the free item is not 
treated as a donation. Rather, the total price should be allocated into each item based on 
the fair market value of each item.   13  

 Where the sale of goods is on an installment basis, revenue shall be recognized on 
the date on which the payments become due under the contract. Further, where enter-
prises are engaged, under contract, to process or manufacture large-scale machinery and 
equipment, vessels, and aircraft  and the duration of such processing or manufacturing 

10   Article 1(3) of Guo Shui Han [2008] No. 875. 
11  Article 1(4) of Guo Shui Han [2008] No. 875. 
12   Article 1(5) of Guo Shui Han [2008] No. 875. 
13  Article 3 of Guo Shui Han [2008] No. 875. 
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exceeds 12 months, the revenue shall be recognized based upon the rate of progress or 
the amount of work completed within the tax year.   14  Where revenue is derived under 
production sharing, revenue shall be recognized on the date on which the products are 
distributed to the participating enterprises, and the amount of revenue shall be deter-
mined based upon the fair value of the products.   15  In a barter trade where an enterprise 
exchanges goods for other goods and services, such exchange is treated as a sale of goods 
and then purchase of other goods and services; the enterprise shall recognize income on 
the sale. If an enterprise donates goods or uses goods for debt settlement, sponsorship, 
fund raising, advertisement, samples, staff  welfare or profi t distribution, the enterprise 
shall be deemed to sell the goods at fair market value.   16      

    4.2  Revenue from the Provision of Services   

 Th e revenue from the provision of services refers to the revenue derived by an enterprise 
from engaging in construction and installation, repair, transportation, warehousing and 
leasing, fi nance and insurance, postal communications and telecommunications, consul-
tancy and brokerage, culture and sports, scientifi c research, technical services, education 
and training, catering and accommodation, intermediary and agency, sanitation and health 
care, community services, tourism, entertainment, processing, and other service opera-
tions.   17  If an enterprise carries out construction, installation, or assembly projects, or pro-
vides other services the duration of which exceeds 12 months, revenue shall be recognized 
based upon the rate of progress or the amount of work completed within the tax year.   18  

 If an enterprise can, at the end of a tax period, reliably estimate the outcome of a 
 transaction concerning the services it provides, it shall recognize the revenue from pro-
viding services employing the percentage-of-completion method. Th e term “percentage-
of-completion method” refers to a method to recognize the revenues and expenses in the 
light of the stage of completion under a transaction concerning the provision of services. 
For the outcome of a transaction concerning the provision of services to be measured in 
a reliable way, the following conditions shall be met simultaneously:   19   

   (1)  Th e amount of revenue can be measured in a reliable way;  
   (2)  Th e schedule of completion under the transaction can be confi rmed in a 

reliable way; and  

14  Article 23 of the CIT Implementation Rules. 
15  Article 24 of the CIT Implementation Rules. 
16  Article 25 of the CIT Implementation Rules. 
17  Article 15 of the CIT Implementation Rules. 
18  Article 23 of the CIT Implementation Rules. 
19  Article 2(1) of Guo Shui Han [2008] No. 875. 
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   (3)  Th e costs incurred or to be incurred in the transaction can be measured in a 
reliable way.     

 An enterprise may adopt the following methods to ascertain the schedule of comple-
tion under the transaction concerning the provision of services:   20   

   (1)   Th e measurement of the work completed;  
   (2)   Th e proportion of services provided against the total services to be provided; 

and  
   (3)   Th e proportion of the costs incurred against the estimated total costs.     

 An enterprise shall ascertain the total revenue from the provision of services in 
accordance with the total price for the services as stipulated in the contract. An enterprise 
shall, at the end of a tax period, recognize the income and cost from the provision of 
services for the current period using the following formula:   21 

  

Current period income Total reveaa nue Schedule of completion= Total reveaa nue
−− Accumulative revenues recognized in previous periods

Current period cost Estimated total cost Schedule of comp= Estimated total cost lletion 
Accumulative costs recognized in previous periods−

 Th e time of recognition of income for the provision of services depends on the nature 
of services and the relationship between the services and other transactions. An enter-
prise shall recognize income for the following services in accordance with the following 
conditions:   22   

   (1)   Installation service fees. Income shall be recognized based on the schedule of 
installation completion. However, if installation is part of commodity sale or a 
proviso to the sale of goods, the enterprise shall recognize the installation 
income at the time it recognizes income from the sale of goods.  

   (2)   Advertising or media fees. Th e income should be recognized when the adver-
tisement or other commercial action appears before the public. Advertising 
production revenue should be recognized based on the schedule of production 
completion.  

20  Article 2(2) of Guo Shui Han [2008] No. 875. 
21  Article 2(3) of Guo Shui Han [2008] No. 875. 
22  Article 2(4) of Guo Shui Han [2008] No. 875. 
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   (3)   Soft ware fee. If an enterprise develops soft ware for a specifi ed customer, 
the enterprise shall recognize income based on the schedule of development 
completion;  

   (4)   Service fee. Service fee that can be separated from the price for goods sold can 
be recognized during the service period;  

   (5)   Fees for art performance, banquet services, and other special activities shall be 
recognized when the activity takes place. If the fees collected are for several 
activities, the prepaid fee shall be reasonably allocated to each item and recog-
nized separately;  

   (6)   Membership fee. If the fee is only for the admission to a membership and all 
services and goods will be charged to members when received, an enterprise 
shall recognize the full membership fee as income when received. If member-
ship entitles members to receive services or goods without additional charges 
or at a price lower than that for non-members, the enterprise shall recognize 
the membership fee throughout the benefi t period of the membership;  

   (7)   Licensing fee. If the fee is for the supply of equipment or other tangible assets, 
income shall be recognized when the assets are delivered or title to the assets is 
transferred. If the fee is for service initially or subsequently provided, income 
shall be recognized when the services are provided; and  

   (8)   Fee for routine services. If an enterprise receives a fee for the provision of repeat 
services to its customer for a long term, income shall be recognized when the 
relevant services are provided.     

 In a barter trade where an enterprise delivers services in exchanges for goods and other 
services, such exchange is treated as provision of services and then purchase of goods 
and other services; the enterprise shall recognize income on the provision of services. 
If an enterprise donates services or delivers services for debt settlement, sponsorship, 
fund raising, advertisement, samples, staff  welfare or profi t distribution, the enterprise 
shall be deemed to provide services at fair market value.   23      

    4.3  Revenue from Transfer of Property   

 Revenue from the transfer of property refers to the revenue derived by an enterprise from 
the transfer of fi xed assets, biological assets, intangible assets, equity interest, debt claims, 
etc.   24  Th e revenue from transfer of property normally is reported in the form of gain, 
which is the transfer proceeds less tax basis. Th e tax basis is the original acquisition cost 

23  Article 25 of the CIT Implementation Rules. 
24  Article 16 of the CIT Implementation Rules. 
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or otherwise capitalized cost adjusted in depreciation or amortization, if any. Th ere is 
no separate tax rate for capital gain. Gain derived from the transfer of property by an 
enterprise is included in the gross income of the enterprise in computing its taxable 
income. As such, the characterization of income in connection of property transfer is not 
important. Th ere is no distinction between long-term and short-term gain. 

 Th e exchange of non-monetary assets by enterprises and the use of assets for donations, 
debt settlement, sponsorship, fund raising, advertisement, samples, staff  welfare or profi t 
distribution will be deemed as a transfer of assets.   25  

 Th ere is some unclarity on taxability on the disposal of listed shares of Chinese 
resident companies by non-resident enterprises. Th ere are two types of shares that can be 
issued and traded on China stock exchanges. A-shares are issued by companies incorpo-
rated in mainland China and are traded in the mainland A-share markets. Th e prices of 
A-shares are quoted in Renminbi. Originally, only the PRC enterprises and individuals 
were allowed to trade A-shares. Since 2002, qualifi ed foreign institutional investors 
(QFII) are allowed to trade A-shares. B-shares are issued by companies incorporated in 
mainland China and are traded in the mainland B-share markets. B-shares traded in 
Shanghai Stock Exchange are quoted in U.S. dollars and B-shares traded in Shenzhen 
Stock Exchange in Hong Kong dollars. Originally, only foreign enterprises and foreign 
individuals were allowed to trade B-shares. Starting from 2001, PRC individuals can 
trade B-shares with legal foreign currency accounts. 

 In 1993, the SAT issued a tax circular providing that foreign enterprises and foreign 
individuals are temporarily exempted from income tax on gain on transfer of B-shares.   26  
Th e tax circular does not mention A-shares because then foreigners could not own 
A-shares. Chinese domestic enterprises have been subject to income tax on gain on the 
transfer of A-shares while Chinese individuals are temporarily exempted from income 
tax on A-shares trading since January 1, 1994.   27  When QFII started trading A-shares, it 
was not clear whether the tax treatment of gain derived by foreign enterprises on the 
transfer of B-shares should be applicable to A-shares. Th ere were a lot of discussions 
about tax issues in relation to QFII. Th e rumor was that tax exemption was proposed. 
It appears that there were diff erent opinions within the government authorities. 
In December 2005, the MOF and the SAT jointly issued a circular that only provided a 

25  Article 25 of the CIT Implementation Rules. 
26  Article 1(2) of Notice on the Issues Concerning Income Tax on Gain on Transfer of Stocks and Dividend 

Income of Foreign-invested Enterprises, Foreign Enterprises and Foreign Individuals, Guo Shui Fa [1993] 
No. 45, issued by the SAT on July 21, 1993. 

27  Notice on Temporary Exemption of Individual Income Tax on the Transfer of Shares, Cai Shui Zi [1994] 
No. 40, issued by the MOF and the SAT on June 20, 1994; Notice on Temporary Exemption of Individual 
Income Tax on the Transfer of Shares in 1996, Cai Shui Zi [1996] No. 12, issued by the MOF and the SAT on 
February 9, 1996; Notice on Continuing Temporarily Exemption of Individual Income Tax on the Transfer 
of Shares, Cai Shui Zi [1998] No. 61, issued by the MOF and the SAT on March 30, 1998 and eff ective on 
January 1, 1997.  
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Business Tax exemption on trading gain of QFIIs without mentioning income tax treat-
ment.   28  In practice, QFIIs did not pay income tax on the trading gains and some of them 
may rely on tax treaty protection. In January 2009, the SAT issued a tax circular provid-
ing that QFII is subject to 10 percent withholding tax on dividends from resident enter-
prises.   29  Again, the tax circular is silent on the tax treatment of gains on the transfer of 
shares by QFII. In another tax circular concerning the administration of CIT on the 
transfer of resident enterprises by non-resident enterprises, the SAT states that that tax 
circular does not apply to the shares of Chinese resident enterprises bought and sold 
by non-residents that are publicly traded at stock exchanges.   30  Th e tax circular addresses 
the tax treatment of transfer of equity of resident enterprises by non-resident enterprises 
and the computation of gain or loss on the transfer. One view is that, as the circular 
excludes publicly traded shares bought and sold at exchanges, the transfer of those listed 
shares by non-residents should not be taxable. Another view is that such exclusion merely 
means that the circular does not apply to those transactions and does not mean the trans-
actions are not taxable; the SAT may issue a separate circular to cover those transactions 
at a later date. Th e latter view sounds more appropriate. 

 It is clear that under the CIT Law and the CIT Implementation Rules the transfer of 
equity interest in a resident enterprise by a non-resident enterprise should be subject to 
a 10 percent CIT. Although there is unclarity in practice concerning listed shares 
because of the past exemption on gains on B-share trading and silence on QFII tax 
circulars, listed shares should not be diff erent from other equity investment unless 
otherwise provided. Accordingly, under the CIT Law and the CIT Implementation 
Rules, non-resident enterprises should be subject to a 10 percent CIT on the gain on 
transfer of listed shares of resident enterprises. Various cases reported concerning the 
collection of CIT on the transfer of shares of listed resident enterprises by non-resident 
enterprises have confi rmed the enforcement of this rule.   31      

28  Notice of the Ministry of Finance and the SAT on Business Tax Policy Concerning QFIIs, Cai Shui [2005] 
No. 155, issued on December 1, 2005. 

29  Notice of the SAT Concerning Corporate Income Tax Issues on Dividends Paid by Resident Enterprises to 
QFII, Guo Shui Han [2009] No. 47, issued on January 23, 2009.  

30  Article 1 of the Notice on Strengthening the Administration of Corporate Income Tax Concerning Equity 
Transfer for Non-resident Enterprises, Guo Shui Han [2009] No. 698, issued by the SAT on December 10, 
2009 and eff ective on January 1, 2008. 

31  Th e non-resident corporate shareholders sold some of the listed shares through a Chinese securities brokerage 
fi rm. Huanshan State Tax Bureau in Anhui Province collected withholding tax of RMB 12.62 million or 
10 percent of gain on the shares sold by non-resident enterprises on stock exchange.  Foreign Shareholders 
Paid Withholding Tax in Huanshan ,  China Taxation News , November 3, 2008. Fuzhou State Tax Bureau 
in Fujian Province collected withholding tax of RMB 357 million on gain on A-shares sold by a Hong Kong 
company on stock exchange.  A Hong Kong Company Paid RMB 357 million Withholding Tax in Fujian on 
Reduction of A-share Holding ,  China Taxation News , June 30, 2010. 
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    4.4  Dividends   

 Dividends, profi t distributions, and other returns on equity investments are income 
derived by an enterprise from investees on account of equity investments. Dividends, 
profi t distributions, and other returns on equity investments shall be recognized on the 
date on which the investee resolves to make profi t distribution.   32  Th is usually is the date 
when the shareholder meeting of a dividend-paying enterprise decides to make the 
dividend distribution regardless of whether the investing enterprise actually receives 
the distribution. If an enterprise has capital surplus as a result of issuing price in excess of 
par value and if the enterprise converts such capital surplus into stock, such stock is not 
traded as dividends to shareholders; the shareholders cannot increase their tax basis in 
equity investment in the enterprise.   33  

 If a resident enterprise directly invests in another resident enterprise, the dividends 
received from the invested enterprise are exempted from CIT.   34  However, the tax-
exempted dividend does not include income derived from investments in publicly 
issued and traded shares of a resident enterprise that are held for less than 12 consecutive 
months.   35  Th is exception creates some ambiguities. If a resident enterprise has an unlisted 
subsidiary, the resident parent enterprise is exempted from CIT on the dividends paid by 
the subsidiary. It is not clear whether the parent will be liable for CIT on the dividends if 
and when the subsidiary is subsequently listed because the parent has held the tradable 
shares for less than 12 months. Arguably, the parent company should continue to enjoy 
CIT exemption on the dividends as the shares held by the parent company are not those 
issued to the public, and the holding period prior to the IPO should be accounted for. 
Th is interpretation would be in line of the tax policy eliminating double taxation. 

 On and aft er January 1, 2008, non-resident enterprises are subject to a 10 percent 
withholding tax on the dividends received from Chinese resident enterprises that are 
not eff ectively connected with an establishment or a place of business in China. Th is 
withholding tax is also applicable to dividends paid by resident enterprises to QFIIs.   36  
Such a tax rate may be reduced under tax treaties or arrangements. Under FEIT Law 
eff ective prior to 2008, foreign investors are exempted from income tax on dividends 
received from foreign invested enterprises.   37  On and aft er January 1, 2008, if a foreign 
invested enterprise pays dividends to a foreign investor out of the profi ts generated by the 
foreign invested enterprise prior to January 1, 2008, the foreign investor should not be 

32  Article 17 of the CIT Implementation Rules. 
33  Article 4 of the Notice on Certain Tax Policies on the Implementation of Corporate Income Tax Law, Guo 

Shui Han [2010] No. 79, issued by the SAT on February 22, 2010. 
34  Article 26 of the CIT Law. 
35  Article 83 of the CIT Implementation Rules. 
36  Guo Shui Han [2009] No. 47. 
37  Article 19 of the FEIT Law. 
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subject to withholding tax on the pre-2008 profi ts.   38  Where a wholly foreign owned 
enterprise or Chinese-foreign joint venture company has pre-2008 profi ts, it may iden-
tify the amount of pre-2008 profi ts in its board resolution, supported by an audited 
fi nancial statement. For the resident enterprises listed on domestic stock exchanges (issu-
ing A-shares and B-shares) or foreign stock exchanges (issuing overseas shares), they 
may regularly distribute dividends. However, those distributions may be made from an 
accumulated earning pool, without specifi cally identifying profi t years. A SAT circular 
provides that when a listed resident enterprise distributes dividends for 2008 and aft er 
to non-resident enterprise shareholders of A-shares, B-shares, or overseas shares, the 
resident enterprise should withhold 10 percent withholding tax.   39  Non-resident share-
holders may claim a tax refund if the withholding tax rate under applicable tax treaties is 
lower than 10 percent.   40      

    4.5  Interest Income   

 Interest refers to revenue derived by an enterprise from the provision of funds for the use 
by others that does not constitute an equity investment, or from the use of its funds by 
others, including deposit interest, loan interest, bond interest, arrears interest, etc.   41  
Interest received by a resident enterprise is includable in gross income of the enterprise. 
Where a fi nance enterprise makes a loan that is not overdue, it should recognize interest 
income on date that interest is due and payable in accordinace with the loan agreement. 
Th e principle of interest fi rst and principal later should apply to the recognition of such 
interest. For an overdue loan, the fi nance enterprise should recognize interest income 
on the date that it actually receives the interest payment or, although it has not received 
the payment, the date that the enterprise recognizes interest income for accounting 
purposes.   42  If a fi nance enterprise has recognized interest income and the such interest 
have not been paid over ninety days aft er the due date, the enterprise can reduce income 
in the current period by such overdue amount.   43  Aft er such write-off  of interest income, 
if the enterprise recovers any amount in a subsequent period, it should recognize such 

38  Article 4 of the Notice of Certain Corporate Income Tax Incentive Issues, Cai Shui [2008] No. 1, issued by the 
MOF and the SAT on February 22, 2008. 

39  Th e Reply on the Corporate Income Tax Issue Concerning Dividends on B Shares and Other Shares Received 
by Nonresident Enterprises, Guo Shui Han [2009] No. 394, issued by the SAT on July 24, 2009.  

40  Notice on Withholding Tax Issues Concerning Dividends Paid by a Resident Enterprise to Nonresident 
Enterprise H Shareholders, Guo Shui Han [2008] No. 897, issued by the SAT on November 6, 2008; Guo Shui 
Han [2009] No. 394. 

41  Article 18 of the CIT Implementation Rules. 
42  Article 1 of Public Notice on the Issue of Recognition of Interest Income by Fiance Enterprises, SAT Gong Gao 

[2010] No. 23, issued by the SAT on November 5, 2010 and eff ective on December 4, 2010. 
43  Article 2 of SAT Gong Gao [2010] No. 23. 
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amount as income in the subsequent period.   44  Th ere is no separate tax rate applicable 
to interest. Non-resident enterprises are subject to a 10 percent withholding tax on the 
interest received from China that is not eff ectively connected with an establishment or a 
place of business in China. Th is withholding tax is also applicable to interest paid by 
resident enterprises to QFIIs.   45  Such a tax rate may be reduced under tax treaties or tax 
arrangements. 

 Guarantee fees received by non-resident enterprises most likely will be treated as 
interest income. According to a tax circular issued under FEIT Law, a China-sourced 
guarantee fee received by a foreign enterprise that is not eff ectively connected with the 
establishment or place of business of the foreign enterprise in China is treated as interest 
income to the foreign enterprise. A China-sourced guarantee fee refers to the fee paid by 
enterprises, institutions, and individuals within China for the provision of guarantee by 
enterprises outside China for economic activities such as loans, buy and sale, cargo trans-
portation, processing, leasing, and engineering projects.   46  Although FEIT Law has been 
replaced by the CIT Law, the treatment of guarantee fees most likely will be the same. 

 Interest from state treasury debts is exempt from CIT.   47  State treasury debts are those 
issued by the fi nance department of the State Council.   48  Th e Ministry of Finance can 
issue bonds on behalf of provincial and municipal governments. Th e interest on those 
bonds will be treated as that on state treasury debts and exempt from CIT.     

    4.6  Rental Income   

 “Rentals” refers to revenue derived by an enterprise from the provision of right to use 
fi xed assets, packaging devices, or other tangible assets for a defi ned period of time. Rental 
income shall be recognized on the date on which the rent becomes payable under the 
contract.   49  If the leasing term provided in a contract is a period across two calendar years 
and the lessee pays the full amount of rent upfront, the lessor can allocate the rental 
income to the relevant tax year using a straight line in accordance with matching 
principle.   50  Non-resident enterprises are subject to a 10 percent withholding tax on rental 
income derived from China that is not eff ectively connected with an establishment or 
place of business in China. As discussed in Chapter 2.2.2, rental income is considered 

44  Articcle 3 of SAT Gong Gao [2010] No. 23. 
45  Guo Shui Han [2009] No. 47. 
46  Notice Concerning Income Tax Treatment of Guarantee Fee Derived by Foreign Enterprises from China, Cai 

Shui Zi [1998] No.1, issued by the MOF and the SAT on March 1, 1998. 
47  Article 26(1) of the CIT Law. 
48  Article 82 of the CIT Implementation Rules. 
49  Article 19 of the CIT Implementation Rules. 
50  Article 1 of Guo Shui Han [2010] No. 79. 
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derived from China if the enterprise, establishment, or place of business that bears or 
pays the income is located in China.   51  According to this sourcing rule, a non-resident 
enterprise may be subject to CIT on rental income for the use of assets by a Chinese 
entity where the assets are not necessarily located in China. In 1998, the SAT issued 
a circular under the FEIT Law, which provides that if foreign enterprises own telecom-
munication facilities such as satellites, cables, and fi ber optic cables, and provide the right 
to use such facilities to the enterprises or individuals in China, the income derived from 
the activities is rental income subject to income tax in China.   52  

 In 1999, the SAT reconfi rmed this position in a letter reply to Beijing State Tax Bureau 
concerning the tax treatment of income of leasing transponder time on satellite received 
by Pan American Satellite.   53  In that case, China Central Television (CCTV) rented satel-
lite transponder time from Pan American Satellite, a U.S. company, and Pan American 
Satellite transited data using satellites in outer space and ground facilities in the United 
States. Th e ground facilities in China were not owned and operated by Pan American 
Satellite. Beijing State Tax Bureau requested the satellite owner pay withholding tax 
on rentals paid by CCTV. Pan American Satellite brought an action against Beijing 
State Tax Bureau. Beijing First Intermediate People’s Court held that as Pam American 
Satellite provided CCTV with certain bandwidth through its satellite, the fee for use of 
such facilities constituted royalties for use of or the right to use, industrial, commercial, 
or scientifi c equipment under the China-U.S. income tax treaty and subject to income 
tax in China. Beijing High People’s Court confi rmed the decision of Beijing Intermediate 
People’s Court on appeal.   54  Th e two SAT circulars above were issued under Article 19 
of FEIT Law and Article 6 of FEIT Regulations. Th e tax circulars technically become 
invalid because the FEIT Law and FEIT Regulations are no longer valid. However, 
the principle provided in Article 19 of FEIT Law and Article 6 of FEIT Regulations 
regarding rental income to non-resident enterprises has been incorporated in Article 3(3) 
of the CIT Law and Article 7(5) of the CIT Implementation Rules. Th e tax circulars and 
the Beijing court decision have shown the broad interpretation of China-sourced income 
by the Chinese tax authorities and Chinese court.     

51  Article 7(5) of the CIT Implementation Rules. 
52  Notice on the Issue Concerning Tax on Income Derived from Renting Satellite Telecommunication Lines by 

Foreign Enterprises, Guo Shui Fa [1998] No. 201, issued by the SAT on November 12, 1998.  
53  Reply on Income Tax Issue Concerning the Income Received by Pan American Satellite on Leasing Satellite 

Transponder Time to CCTV, Guo Shui Han [1999] No. 566, issued by the SAT on August 19, 1999. 
54  Pan American Satellite vs. Beijing State Tax Bureau, Beijing High People’s Court [2002] Gao Hang Zhong Zi 

No. 168,  available at    http://vip.chinalawinfo.com  . 

http://vip.chinalawinfo.com
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    4.7  Royalties   

 “Royalties” refers to the revenue derived by an enterprise from the provision of the right 
to use patents, non-patented technologies, trademark, copyrights and other licensed 
rights. Royalties shall be recognized on the date on which the royalties become payable 
under the contract.   55  Royalties received by a resident enterprise are includable in gross 
income of the enterprise. Generally speaking, it is not important for a resident enterprise 
as to whether characterize income as royalties or other types of income, as in most 
cases the same tax rate should be applicable. Non-resident enterprises are subject to a 
10 percent withholding tax on royalty income derived from China that is not eff ectively 
connected with an establishment or place of business of the enterprise in China. Whether 
revenue received by a non-resident enterprise is classifi ed as “royalty” or service income 
sometimes is important because the non-resident enterprise may not be subject to 
CIT on the services if the activities of the non-resident enterprise do not constitute a 
permanent establishment under an applicable tax treaty. 

 In determining whether a fee is considered as a service fee or royalty for the purpose 
of application of the treaty royalty article, the SAT states that if the technology provider 
provides support or supervision through its personnel, and receives service fees therefore 
in connection with the transfer or licensing of the technology, such service fees will be 
treated as royalties regardless of whether the service fees are included in the total price of 
technology or separately charged. However, if the services performed by those personnel 
of the technology provider constitute a permanent establishment in China, the services 
will be treated as services rather than royalty.   56  

 Computer soft ware licensing fees derived by a foreign enterprise are generally treated 
as royalties. In a computer and computer soft ware import contract, if soft ware is trans-
ferred as patented right or copyright, or there is any restriction on the use of transferred 
soft ware, the fees received by a foreign enterprise for such soft ware transfer should be 
treated as royalties.   57  Th e SAT further clarifi ed that as long as any restriction is imposed 
on the users within China with respect to the scope, method, and time period of using 
computer soft ware, the user fees derived by the foreign enterprise should be treated as 
royalties subject to withholding tax.   58  Th e royalty treatment also applies to reimbursement 
of allocation of soft ware cost sharing within a group company. In a case where a German 

55  Article 20 of the CIT Implementation Rules. 
56  Article 5 of the Notice on the Relevant Issues of the Application of Royalty Article of Double Taxation 

Agreements, Guo Shui Han [2009] No. 507, issued by the SAT on September 14, 2009 and eff ective on 
October 1, 2009. 

57  Reply on the Issue Concerning Tax on Soft ware Fee Derived by Foreign Enterprises, Cai Shui Wai Zi [1986] 
No. 235, issued by the MOF and the SAT on August 29, 1986.  

58  Reply on Tax Issues Concerning Fees for the Right to Use Computer Soft ware Derived by Foreign Enterprises, 
Guo Shui Han Fa [1994] No. 304, issued by the SAT on June 14, 1994. 
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company provides IT support to all of its subsidiaries in the world, including the provi-
sion of the information system, acquisition of soft ware, and the provision of mainte-
nance and technical supports, the SAT held that the fees paid by the Chinese subsidiary 
to its German parent company should be allocated to diff erent items and treated sepa-
rately. Th e reimbursement of the cost of soft ware purchased by the German parent for 
the use of its Chinese subsidiary is treated as royalty income to the German parent 
subject to China withholding tax. Th e fees for IT maintenance services are not royalties 
because the services are not related to the transfer of proprietary technology. As such, the 
services performed outside China are not subject to China income tax.   59  

 It should be noted that all the tax circulars discussed above were issued under the old 
tax law and regulations. Th e circulars themselves technically are not valid unless other-
wise confi rmed by the MOF and the SAT. However, the contents of the tax circulars do 
not seem contradict to any provisions of the CIT Law and the CIT Implementation 
Rules. Accordingly, unless otherwise interpreted by the MOF or the SAT, the circulars 
most likely can be used as reference in interpreting the new tax law and regulations.     

    4.8  Donation Income   

 Donation income is comprised of monetary and non-monetary assets received by an 
enterprise from other enterprises, organizations, or individuals without consideration. 
Donation income shall be recognized as revenue on the date on which the donation 
assets are actually received.   60  Th is time of income recognition is consistent with contract 
law. Under the contract law, a donor can revoke a donation contract any time before the 
transfer of property except for certain charitable donation contracts.   61  On and aft er 
November 26, 2010, an enterprise should recognize income on a donation in full amount 
without any exceptions.   62  If a donation is made in a non-monetary asset, the income 
recognized should be the fair market value of the asset. Th e SAT, in a tax circular issued 
under the FEIT Law, provides that if a foreign invested enterprise receives a donation of 
non-monetary assets including fi xed assets, intangibles, and other goods, the enterprise 
shall recognize income based on the reasonable value of the assets. Th e enterprise may 
use its loss carryovers to off set such income; if the income aft er utilizing the loss carry-
overs is large and the enterprise has diffi  culties in paying the tax on donation income, 

59  Reply on Tax Issues Concerning the Provision of IT Maintenance Support and Consulting Services by Foreign 
Enterprises, Guo Shui Han [2005] No. 912, issued by the SAT on September 25, 2005.  

60  Article 21 of the CIT Implementation Rules. 
61  Article 186 of PRC Contract Law. 
62  Public Notice on the Issues of Corporate Income Tax Treatment of Income Derived by Enterprises on the 

Transfer of Property, SAT Gong Gao [2010] No. 19, issued by the SAT on October 27, 2010 and eff ective on 
November 26, 2010.  
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the enterprise may recognize income for fi ve years using the straight-line method upon 
the approval of the tax authorities in charge.   63  Th e circular issued in October 2010 
clarifi es that this fi ve-year income recognition rule is no longer available on and 
aft er November 26, 2010. Furthermore, if an enterprise adopted the fi ve-year income 
recognition method for a donation received between January 1, 2008 and October 27, 
2010, the enterprise should take the full unrecongized balance as income for the tax year 
of 2010.   64      

    4.9  Income from Real Estate Development   

 It may take a few years to develop a real estate development project. Th e developer of 
a project may start selling units before completing the project. Due to the special nature 
of real estate development, the SAT issued a circular concerning CIT treatment of the 
business.   65  Th e tax circular is applicable to enterprises that are engaged in real estate 
development within the territory of China.   66  Real estate development business includes 
land development, construction, and the sale of residential or commercial buildings, 
attachments, and relevant facilities. Except for land development, the product developed 
is considered complete if (1) the documents evidencing the completion have been sub-
mitted to the competent government authority for registration, (2) the product devel-
oped has been placed in service, or (3) the initial property ownership certifi cate has been 
obtained.   67  For the real estate products developed by a real estate development enterprise, 
the real estate product development will be considered complete as long as the enterprise 
starts product handover formalities or the products are placed into service regardless of 
whether the products pass quality inspection or whether the enterprise fi les completion 
registration or completes fi nal accounting.   68  

 Th e sale revenue of real estate development is all the income received during the 
development process, including cash, cash equivalents, and other economic benefi ts. Th e 
funds, fees, and surcharges collected by an enterprise shall be treated as income if 
the items are included in the product price for which the enterprise issues invoice. If the 
items are not included in the product price and the invoices are issued by the collecting 
entities other than the real estate development enterprise, such items can be treated as 

63  Notice on the Issues Concerning the Donations Received by Foreign Invested Enterprises and Foreign 
Enterprises, Guo Shui Fa [1999] No. 195, issued by the SAT on October 18, 1999. 

64  SAT Gong Gao [2010] No. 19. 
65  Th e Measures on the Corporate Income Tax Treatment of Real Estate Development Business, Guo Shui Fa 

[2009] No. 31, issued by the SAT on March 6, 2009 and eff ective on January 1, 2008. 
66  Article 2 of Guo Shui Fa [2009] No. 31. 
67  Article 3 of Guo Shui Fa [2009] No. 31. 
68  Notice of the Conditions for Recognition of Completion of Product Development for Real Estate Development 

Enterprises, Guo Shui Han [2010] No. 201, issued by the SAT on May 12, 2010. 
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received on behalf of others (i.e., not treated as income of the enterprise).   69  Th e revenue 
received by an enterprise by entering into real estate sale contracts or real estate pre-sale 
contracts shall be recognized by the enterprise, specifi cally:  

   (1)   If the contract price is paid in a lump sum, the income should be recognized on 
the date that the enterprise actually receives the payment or the evidence to 
claim the payment;   70   

   (2)   If the contract price is paid in installments, the income should be recognized 
on the date of payment provided the contract; if the actual payment is earlier 
than the contract payment date, the income should be recognized on the actual 
payment date;   71   

   (3)   If the property is fi nanced by a bank mortgage, the down payment should be 
recognized as income on the date of actual payment; the balance of the bank 
loan should be recognized as income on the date of the bank fund transfer;   72   

   (4)   If a real estate developer sells real estate products through a sale agent, the 
income recognition depends on the types of arrangement with the agent:   73   
   (i)  If the enterprise sells real estate products by paying a commission to the 

agent, it recognizes the revenue as provided in the sale contract when it 
receives a confi rmation of sale from the agent;  

   (ii)  If the arrangement is a deemed buy/sell by an agent (i.e., the “sale price” to 
the agent is fi xed between the enterprise and the agent) when the enter-
prise signs a sale contract with a buyer, or the enterprise, the agent, and a 
buyer sign a three-party contract, the income should be recognized by the 
enterprise in the amount of either the deemed sale price to the agent or 
the actual sale price in the buyer contract, whichever is higher. Such 
income should be recognized when the enterprise receives a confi rmation 
of sale from the agent;  

   (iii)  If the agent guarantees a base price and the portion of the sale price 
exceeding the base price is shared between the enterprise and the agent, 
when the enterprise signs a sale contract with a buyer or the enterprise, the 
agent, and a buyer sign a three-party contract and the contract price is 
higher than the base price, the enterprise should recognize the full con-
tract price as income upon the confi rmation of sale of the agent. Where 
the contract price is lower than the base price, the enterprise should 

69  Article 5 of Guo Shui Fa [2009] No. 31. 
70  Article 6(1) of Guo Shui Fa [2009] No. 31. 
71  Article 6(2) of Guo Shui Fa [2009] No. 31.  
72  Article 6(3) of Guo Shui Fa [2009] No. 31. 
73  Article 6(4) of Guo Shui Fa [2009] No. 31. 



60  Income

recognize the base price as income upon the confi rmation of sale of the 
agent; and  

   (iv)  If the arrangement is that the agent guarantees to sell all of the property 
units within a certain period, the income recognition by the enterprise 
should be in reference to the methods described in (i)–(iii) based on the 
contract terms. At the end of the agreed sale period, if some inventories 
are not sold, the enterprise should recognize income in relation to the 
unsold inventories based on the price and payment terms as provided in 
the contract between the agent and the enterprise.       

 If an enterprise uses the property developed for donation, sponsorship, employee 
welfare, award, investment, distribution to shareholders or investors, repayment of 
debt, or exchange for non-monetary assets from other enterprises or individuals, the 
property should be deemed to be sold at the time that ownership of or the right to use 
the property is transferred or the time that the enterprise actually receives the benefi cial 
interest. Th e income or profi ts as a result of the deemed sale should be determined based 
on the factors in the following order:   74   

   (1)   the sale price for the same type of products sold by the enterprise recently or the 
market price for the sale of the same type of products in the most recent month 
of current year;  

   (2)   the assessment of the tax authority in charge in reference to fair market value of 
similar type of products;  

   (3)   the development costs plus profi t margin. Such profi t margin should be deter-
mined by the tax authority but shall be no less than 15 percent.     

 Th e tax authorities of provinces, autonomous regions, and municipalities may deter-
mine the gross profi t margin of sale of uncompleted products based on the following 
guidance:   75   

   (1)   If the development project is located in the urban districts or suburbs of the 
cities where the governments of provinces, autonomous regions, municipalities 
directly under the Central Government or the cities specifi cally designated 
in the state plan are located, the gross profi t margin shall not be less than 
15 percent;  

   (2)   If the development project is located in prefecture-level cities or the suburbs of 
those cities, the gross profi t margin shall not be lower than 10 percent;  

74  Article 7 of Guo Shui Fa [2009] No. 31.  
75  Article 8 of Guo Shui Fa [2009] No. 31. 
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   (3)   If the development project is located in other areas, the gross profi t margin 
shall not be lower than 5 percent;  

   (4)   If the project is an economical house, a price limited house or a rebuilt house, 
the gross profi t margin shall not be lower than 3 percent.     

 When an enterprise sells developed products before full completion, the enterprise 
will not know its accurate tax basis in the products. In such a situation, the enterprise 
should calculate its taxable income for each quarter (or month) based on an estimate 
gross profi t margin. When the project is completed, the enterprise should compute its 
tax basis in the project and actual gross profi t margin and include the true-up of gross 
profi t margin in the current year taxable income.   76  If a lease agreement is signed before 
the completion of a new development project or before the initial property registration 
is completed or before the ownership certifi cate is obtained, the lesser should recognize 
the lease payment as rental income at the time of delivery of property for the use of 
lessee.   77  

 A cooperative housing development is a contractual arrangement to develop a real 
estate project. If a real estate development enterprise enters into a cooperation agreement 
with another enterprise, organization, or individual to develop real estate products where 
other parties invest in the housing project and the project itself is not a separate legal-
person enterprise, the enterprise should account for income in the following manner 
based on the distribution arrangement. First, if the cooperation agreement provides that 
the other parties will receive distributions in the form of developed products, the enter-
prise should include the diff erence between the amount invested by the other parties and 
the tax basis of the products to be distributed in its taxable income at the time of initial 
distribution, if the tax basis of the project has been fi nalized at that time. On the other 
hand, if the fi nal tax basis of the project has not been determined at the time of such 
distribution, the full amount of investment made by the other parties is deemed to be 
revenue of the enterprise. Secondly, if the cooperation agreement provides that other 
parties will receive profi ts from the sales of developed products, the profi ts distributed 
to the other parties are treated as dividend distributions. In such case, the enterprise 
should include the business profi ts from the project in its taxable income; the enterprise 
can neither deduct any profi t distributions in computing its taxable income nor amortize 
interest, if any, charged by the other parties for the investment.   78  

 If an enterprise contributes its land use right into a development project in exchange 
for developed products, the contributing enterprise is treated to sell the land use right 
fi rst and then purchase the real estate products. At the time of receiving initial products 

76  Article 9 of Guo Shui Fa [2009] No. 31. 
77  Article 10 of Guo Shui Fa [2009] No. 31. 
78  Article 36 of Guo Shui Fa [2009] No. 31. 
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distribution, the contributing enterprise should recognize gain or loss on the deemed 
transfer of land use right based on the fair market value of the products received and/or 
to be received.   79      

    4.10  Other Revenue   

 Other revenue is a catch-all provision to cover all income not separately listed in the tax 
law. Other revenue includes revenue from asset surpluses, deposits on packaging devices 
that are overdue for return, accounts payable that cannot be settled, recoveries on accounts 
receivable that have been written off  as bad debts, revenue from debt restructuring, 
subsidies, compensations for the breach of contracts, exchange gains, etc.   80  

 On April 30, 2009, the MOF and the SAT jointly issued the Notice on Certain Issues 
of Corporate Income Tax Treatment of Enterprise Reorganizations, Cai Shui [2009] 
No. 59. An enterprise debt restructuring is characterized as enterprise reorganization by the 
tax circular. According to the tax circular, a debt restructuring is a concession made by a 
creditor based on written agreement between the debtor and creditor or a court decision 
where the debtor enterprise is in fi nancial diffi  culties. If an enterprise settles its debt with 
non-cash assets, the debtor enterprise is treated to sell the assets at fair market value and 
then pay the debt. Th e enterprise will recognize gain or loss on the deemed assets sale and 
then gain or loss on the debt settlement. If the creditor converts its debt into equity of the 
debtor, the conversion is treated as payment of debt by the debtor fi rst and then as an 
investment by the creditor. In such deemed debt repayment, the debtor enterprise should 
recognize gain or loss on the settlement. Th e tax circular does not provide how the gain 
or loss should be computed. Presumably, the deemed cash repayment should be the 
fair market value of the equity issued to the creditor. As such, if an insolvent enterprise 
converts debt into equity, the enterprise may need to recognize gain on the debt settle-
ment. Th e enterprise may have suffi  cient loss carryovers to shelter such gain. If the debtor 
pays less than full amount of debt in a debt restructuring, the debtor should recognize 
gains on the diff erence between its tax basis in the debt and the amount paid; the creditor 
should recognize losses on the diff erence between its tax basis in the debt and the amount 
received. Th e debt restructuring income should be recognized at the time where the 
restructuring agreement becomes eff ective.   81  Cai Shui [2009] No. 59 classifi es enterprise 
reorganization into ordinary reorganization and special reorganization. If an enterprise 
debt restructuring satisfi es the requirements for special reorganization and the taxable 
income realized as a result of the debt restructuring is more than 50 percent of current 
year taxable income, the debtor can elect to recognize the debt restructuring income in 

79  Article 37 of Guo Shui Fa [2009] No. 31. 
80  Article 22 of the CIT Implementation Rules. 
81  Article 2 of Guo Shui Han [2010] No. 79. 
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equal installments for fi ve years. Furthermore, if an enterprise debt restructuring satisfi es 
the special reorganization requirements, the debtor can elect not to recognize gain or loss 
on a conversion of debt into equity. For detailed requirements of special reorganization, 
please see Chapter 7.4. 

 Many State-controlled listed companies in China issued both tradable and non-
tradable shares. Non-tradable shares include “state-owned share” and “legal-person 
shares.” State-owned shares are owned by the State or state-owned organizations that 
hold investments on behalf of the Sate. State-owned shares were issued for new capital 
investment made by the State or the consideration of existing assets of a State-owned 
enterprise before restructuring. Legal-person shares were issued to corporations or 
other entities with legal-person status for investment made by those entities. Th e non-
tradable shares were result of reform of State-owned enterprises. In 2005, the split-share 
structure reform was launched where listed companies form their own plans to convert 
non-tradable shares into tradable shares. Typically, non-tradable shareholders will pay 
considerations in cash or shares to tradable shareholders or issuing corporations in 
exchange for the trading rights for those shares. Th e tradable shareholders that receive 
shares or cash in such split-share structure reform are temporarily exempted from income 
tax.   82  Where a listed company (i.e., issuer of non-tradable shares) receives consideration 
in assets or debt forgiveness from non-tradable shareholders in such split-share structure 
reform, the listed company should increase its registered capital or capital surplus by the 
amount of consideration and should not be subject to CIT on the consideration.   83  

 Government fi nancial subsidies to enterprises may be subject to CIT. Funds allocated 
by the government at various levels for public institutions, social bodies, and other orga-
nizations that are under the budgetary administration of the government are generally 
non-taxable.   84  For business enterprises, however, the funds received from the government 
are not taxable only if the funds are used for specifi c purposes as designated by the depart-
ment of the State Council in charge of fi nance and taxation and are approved by the 
State Council.   85  Th e MOF and the SAT, with the approval of the State Council, issued a 
notice that provide a favorable CIT treatment of government subsidies received by enter-
prises for the period from January 1, 2008 to December 31, 2010. During this period, if an 
enterprise receives fi nancial subsidies to be used for a specifi c purpose from government 
at the county level or above, the enterprise may exclude the subsidies from its gross 
income if (1) the enterprise provides a funding document that stipulates specifi c use of 

82  Th e Notice on Relevant Tax Policy Issues Concerning Split-Share Structure Reform, Cai Shui [2005] No. 103, 
issued by the MOF and the SAT on June 13, 2005, and validated by Cai Shui [2008] No. 1. 

83  Reply on the Issue Concerning Income Tax Exemption on Consideration in Assets or Debt Forgiveness 
Received by Listed Companies in Split-Share Structure Reform, Guo Shui Han [2009] No. 375, issued by the 
SAT on July 13, 2009. 

84  Article 7(1) of the CIT Law and Article 26 of the CIT Implementation Rules. 
85  Article 7(3) of the CIT Law and Article 26 of the CIT Implementation Rules. 
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the fund; (2) the funding government authorities have specifi c measures for administra-
tion of funds; and (3) the enterprise maintains separate accounting for the funds. To 
enjoy the CIT exclusion treatment, the enterprise should use the special purpose funds 
within sixty months; if any portion of the funds remains aft er sixty months of the tax 
exclusion year and is not returned to the government, the enterprise is required to include 
the remaining balance in the gross income of the enterprise for the sixth year.   86  Th e enter-
prise cannot deduct expenses or depreciate or amortize assets paid out of the non-taxable 
special purpose funds.   87                                                                                                                                                                                              

86  Notice on Corporate Income Tax Treatment of Financial Subsidies to Be Used for Specifi c Purpose, Cai Shui 
[2009] No. 87, issued by the MOF and the SAT on June 16, 2009 and eff ective from January 1, 2008 to 
December 31, 2010. 

87  Article 28 of the CIT Implementation Rules;. Cai Shui [2009] No. 87. 
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       Reasonable expenses actually incurred by an enterprise in connection with the earning of 
revenue, including costs, expenses, taxes, losses, and other expenses, are deductible in 
arriving at taxable income for CIT purposes.   1  “Related expenses” refer to expenses that 
are directly related to the generation of revenue; “reasonable expenses” refer to necessary 
and normal expenses that are incurred in the ordinary course of production and business 
operations, and that should be taken into account in earning the profi ts or losses, or the 
costs of the related assets during the current period.   2  Expenditures incurred by an enter-
prise shall be classifi ed into revenue expenditures and capital expenditures. Revenue 
expenditures shall be directly deducted in the period in which they are incurred; capital 
expenditures shall be deducted on a periodic basis or included in the cost of the related 
assets.   3  Expenses or assets that arise out of the disbursement of non-taxable revenue of an 
enterprise shall not be deducted, depreciated, or amortized.   4  “Costs” includes the cost of 
sales, cost of goods sold, business expenditures and other outlays incurred by an enter-
prise in the course of production and business operations.   5  “Expenses” includes selling 

1  Article 8 of the CIT Law. 
2  Article 27 of the CIT Implementation Rules. 
3  Article 28 of the CIT Implementation Rules. 
4  Article 28 of the CIT Implementation Rules. 
5  Article 29 of the CIT Implementation Rules. 
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expenses, administrative expenses, and fi nancial expenses incurred by an enterprise in 
the course of production and business operations, except for those that have been 
recorded as costs.   6  

 An enterprise may deduct expenses corresponding to tax-exempted income in com-
puting its taxable income unless otherwise specifi cally provided.   7      

    5.1  Inventories   

 An enterprise can deduct the cost of inventories used or sold in computing its taxable 
income.   8  Th e inventories refer to products or merchandise that are held by an enterprise 
for sale, work in progress, or materials that are consumed in the process of production or 
provision of services. Th e costs of inventories should be determined using the following 
methods:   9   

   (1)   Where the inventories are acquired with cash, the costs shall be the purchase 
price and the related taxes and charges paid;  

   (2)   Where the inventories are acquired with consideration other than cash, the 
costs shall be the fair value of the assets, related taxes, and charges paid; and  

   (3)   For agricultural products that are derived from biological assets used for 
production, the costs shall be the materials costs, the labor costs, the shared 
indirect costs, and similar necessary expenditures that are incurred in the course 
of production or harvesting.     

 Enterprises may select the fi rst-in-fi rst-out method, the weighted average method or 
the specifi c identifi cation method as their costing method for inventories that are used or 
sold by the enterprises. Once selected, the inventory costing method shall not be arbi-
trarily changed.   10      

    5.2  Staff Expenses      

    5 .2.1  salary and wages   

 Reasonable salary and wage expenses incurred by an enterprise are deductible. Such 
expenses include all cash and non-cash remunerations that are paid by an enterprise to 

 6  Article 30 of the CIT Implementation Rules. 
 7  Article 6 of Guo Shui Han [2010] No. 79. 
 8  Article 15 of the CIT Law. 
 9  Article 72 of the CIT Implementation Rules. 
10  Article 73 of the CIT Implementation Rules. 
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its employees during each tax year, including basic wages, bonuses, allowances, subsidies, 
year-end extra salaries, overtime wages, and other expenditures.   11  Th e “reasonable salary 
and wage” refers to the salaries and wages actually paid to employees by an enterprise 
in accordance with the compensation rules that have been adopted by general share-
holders’ meeting, the board of directors, compensation committee, or other relevant 
management body of the enterprise. Th e tax authorities may confi rm the reasonableness 
of salaries and wages based on the following principles:   12   

   (1)   Th e enterprise has formulated comparatively standardized employee wage and 
salary system;  

   (2)   Th e wage and salary system formulated by the enterprise is in line with the 
industrial and regional level;  

   (3)   Th e wage and salary paid by the enterprise in certain period are relatively stable, 
and the adjustment of wage and salary is undertaken with order;  

   (4)   Th e enterprise has performed its obligation of withholding Individual Income 
Tax from wage and salary payments in accordance with law; and  

   (5)   Arrangement relevant to wage and salary is not aimed to reduce or avoid tax 
payment.     

 For State-owned enterprises, salaries and wages shall not exceed the limited amount 
prescribed by relevant governmental department; the exceeded amount cannot be 
deducted for CIT purposes.   13  

 Th e CIT Implementation Rules use the term “paid” regarding the deductibility of 
salary expenses. Tax authorities interpret that the salaries and bonus must be actually paid 
in order for an enterprise to claim a deduction. Accordingly, an enterprise will not be 
allowed to deduct accrued expenses for salaries and bonus on December 31 of a year 
if such salaries and bonus are actually paid in early January following the year. Th is 
interpretation is diff erent from the common practice prior to the implementation of 
the CIT Law. Prior to the eff ectiveness of the CIT Law on January 1, 2008, accrued 
salaries and bonus were deductible if the accrued amount was actually paid on or before 
April 30 of the following year.     

11  Article 34 of the CIT Implementation Rules. 
12  Article 1 of the Notice on Issues concerning Deduction of Salaries and Wages and Employee Benefi ts of 

Enterprises, Guo Shui Han [2009] No. 3, issued by the SAT on January 4, 2009 and eff ective on January 1, 
2008. 

13  Article 2 of Guo Shui Han [2009] No. 3. 
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    5 .2.2  pension and insurance premiums   

 Th e deductibility of pension and insurance premiums paid for employees by an enter-
prise depends on the types of pension and insurance. Employers are required to make 
contributions to government-run social securities funds for their employees. Th ose man-
datory contributions include basic pension premiums, basic medical insurance premi-
ums, unemployment insurance premiums, work injury insurance premiums, maternity 
insurance premiums, and housing funds. Th ese pension and insurance premiums and 
other similar basic social insurance premiums, as well as housing fund contributions that 
are paid by an enterprise for its employees in accordance with the scope and standards 
prescribed by the MOF and the SAT or the provincial People’s Governments are deduct-
ible.   14  Supplemental pension premiums and supplemental medical insurance premiums 
paid by an enterprise for its investors and employees in accordance with the scope and 
standards prescribed by the MOF and the SAT are also deductible.   15  On and aft er January 
1, 2008, the supplemental pension premiums and supplemental medical insurance premi-
ums paid by an enterprise for all of its employees are each deductible up to 5 percent of 
total salaries and wages; the excess amount is not deductible.   16  Commercial insurance 
premiums paid by an enterprise for its investors or employees are not deductible except 
for personal safety insurance premiums paid for employees of special job categories 
in accordance with relevant government regulations and other commercial insurance 
premiums that are allowed as deductions by the MOF and the SAT.   17      

    5 .2.3  staff welfare expenses   

 Staff  welfare expenses incurred by enterprises are deductible up to 14 percent of the total 
salaries and wages.   18  Th e staff  welfare expenses include:   19   

   (1)   Th e expenses incurred by an enterprise in running employee benefi t facilities 
if those facilities are not operated in a separate entity or entities. Th ose facilities 
include dining rooms, bathhouses, barbershops, medical clinics, day care cen-
ters, sanatoriums and other similar internal benefi t facilities. Th e expenses 
include the costs of equipment, facilities, and their repair and maintenance, 

14  Article 35 of the CIT Implementation Rules. 
15  Article 35 of the CIT Implementation Rules. 
16  Notice on Corporate Income Tax Policies Concerning Supplemental Pension and Supplemental Medical 

Insurance Expenses, Cai Shui [2009] No. 27, issued by the MOF and the SAT on June 2, 2009 and eff ective on 
January 1, 2008. 

17  Article 36 of the CIT Implementation Rules. 
18  Article 40 of the CIT Implementation Rules. 
19  Article 3 of Guo Shui Han [2009] No. 3. 
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as well as the salaries, wages, and social securities contributions for the staff  
working at those facilities;  

   (2)   Th e subsidies and non-monetary benefi ts provided by an enterprise to its 
employees for health care, the cost of living, housing, transportation, etc., 
which include the expenses of work-related medical treatments to employees 
incurred in a business trip; the employee medical expenses where an enterprise 
has not participated in cooperative medical program; the subsidies for health 
care expenses incurred by employees for their family members and other depen-
dents; the subsidies to employees for house heating, heatstroke prevention, 
hardship and other kinds of relief; transportation; the subsidies for the staff  
cafeteria; and  

   (3)   Expenses for other employee benefi ts incurred by an enterprise according 
to other regulations, which include funeral expenses subsidies, payments for 
injury or death benefi ts, relocation allowance, and home leave transportation 
allowance.     

 Th e “total salaries and wages” refers to the total deductible salary and wage expenses 
in computing taxable income for CIT purpose (see details in Chapter 5.2.1). Th e total 
salaries and wages do not include staff  welfare expenses, staff  education expenses, labor 
union funds, and the contributions to pension and insurance premiums and housing 
funds (see details in Chapter 5.2.2). Th e salaries and wages for State-owned enterprises 
are subject to limitations prescribed by relevant governmental departments; the exceeded 
portion cannot be included in the total salaries and wages as the base for computing staff  
welfare expense limitation.   20  Th e expenses in excess of the limitation cannot be carried 
forward. If the current year expenses are less than 14 percent of the total salaries and 
wages, the unused amount of limitation cannot be carried forward. 

 An enterprise shall set separate accounting books for its staff  welfare expenses, and 
shall keep accounts accurately. If the enterprise does not set separate accounting books 
for accurate accounts, the tax authorities shall require the enterprise to correct within 
a specifi ed time period. If the enterprise fails to correct within the period, the tax 
 authorities may deem staff  welfare expenses based on reasonable methods.   21      

    5.2.4  labor union fund contributions   

 Th e staff  and workers of an enterprise have the right to establish a trade union and carry 
out activities in accordance with the stipulations of the Trade Union Law of the PRC. 
An enterprise should contribute to its labor union an amount equal to 2 percent of total 

20  Article 2 of Guo Shui Han [2009] No. 3. 
21  Article 4 of Guo Shui Han [2009] No. 3. 
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salaries and wages, as part of the fund for the operations of the labor union.   22  Labor 
union funds contributed by an enterprise, to the extent that they are not exceeding 
2 percent of the total salaries and wages, are deductible.   23  Th e deduction of union fund 
expenses should be supported by a special union fee receipt issued by a labor union.   24  Th e 
total salaries and wages do not include staff  welfare expenses, staff  education expenses, 
labor union funds, and the contributions to pension and insurance premiums and 
housing funds. Th e salaries and wages for State-owned enterprises are subject to limita-
tions prescribed by relevant governmental departments; the exceeded portion cannot 
be included in the total salaries and wages as the base for computing labor union 
fund expense limitations.   25  Th e expenses in excess of the limitations cannot be carried 
forward.     

    5 .2.5  staff education expenses   

 Th e government regulations require that an enterprise accrue staff  education expense 
equal to 1.5 percent to 2.5 percent of total salaries and wages. Th e funds should be used 
by the enterprise for specifi c staff  training and education, which may include various 
job training and skill training, continuing education of technical staff , expenditures for 
sending staff  to outside training programs, expenditures for vocational qualifi cation and 
certifi cation, the acquisition of teaching equipment and facilities, the rewards for staff  
self study, the management expenses for staff  education and training, and other expenses 
related to staff  education.   26  Unless the departments of the State Council in charge of 
fi nance and taxation prescribe otherwise, staff  education expenses that are incurred by an 
enterprise, to the extent not exceeding 2.5 percent of the total salaries and wages, shall be 
deductible; any excess amount may be carried forward and deducted in succeeding tax 
years.   27  Th e total salaries and wages do not include staff  welfare expenses, staff  education 
expenses, labor union funds, and the contributions to pension and insurance premiums 

22  Article 42 of Labor Union Law of the PRC, adopted at the NPC on April 3, 1992 and amended by the Standing 
Committee of the NPC on October 27, 2001. 

23  Article 41 of the CIT Implementation Rules. 
24  Public Notice on the Issue Concerning the Evidence for Deduction of Union Fees for Corporate Income 

Tax Purposes, SAT Gong Gao [2010] No. 24. issued by the SAT on November 9, 2010 and eff ective from 
July 1, 2010. 

25  Article 2 of Guo Shui Han [2009] No. 3. 
26  Opinions on Administration of Provision and Use of Staff  Education Expenses, Cai Jian [2006] No. 317, jointly 

issued by the MOF, the Federation of Trade Unions, the National Development and Reform Commission, the 
Ministry of Education, the Ministry of Science and Technology, the Commission of Science, Technology and 
Industry for National Defense, the Ministry of Personnel, the Ministry of Labor and Social Security, the State-
Owned Assets Supervision and Administration Commission of the State Council, the SAT and the All-China 
Federation of Industry and Commerce on June 19, 2006.  

27  Article 42 of the CIT Implementation Rules. 



Interest Expenses  71

and housing funds. Th e salaries and wages for State-owned enterprises are subject to lim-
itations prescribed by relevant governmental departments; the exceeded portion cannot 
be included in the total salaries and wages as the base for computing staff  education 
expense limitations.   28       

    5.3  Entertainment Expenses   

 Entertainment expenses incurred by an enterprise in connection with production 
and business operations are deductible at 60 percent of the actual amount, but such 
deduction cannot exceed 0.5 percent of the sales (business) revenue of the year.   29  Th e 
current year disallowed amount of entertainment expenses cannot be carried forward. 
Except otherwise provided, a deemed revenue should be recognized by an enter-
prise where it exchanges non-monetary assets or use of goods, assets or services for 
donations, debt settlement, sponsorship, fundraising, advertisement, samples, staff  wel-
fare or profi t distributions.   30  Such deemed revenue should be included in the reve-
nue base in computing entertainment expense limitation.   31  For enterprises engaging 
in equity investments such as investment holding companies and venture capital invest-
ment enterprises, the dividends received from investees and the gains on transfer of 
equity should be  considered as business revenue in computing entertainment expense 
limitation.   32      

    5.4  Interest Expenses   

 Reasonable borrowing expenses that are incurred by an enterprise in the course of pro-
duction and business operations are generally deductible. When an enterprise borrows 
funds in the course of the acquiring and construction of fi xed assets, intangible assets, and 
inventories whose construction takes longer than 12 months to reach the expected 
saleable condition, reasonable borrowing expenses that are incurred during the period of 
relevant acquisition and construction shall be capitalized as costs of the relevant assets, 
and depreciated or amortized as part of the tax basis in the assets in accordance with the 

28  Article 2 of Guo Shui Han [2009] No. 3. 
29  Article 43 of the CIT Implementation Rules. 
30  Article 25 of the CIT Implementation Rules. 
31  Notice on Tax Treatments of Certain Items in Implementation of Corporate Income Tax, Guo Shui Han 

[2009] No. 202, issued by the SAT on April 21, 2009. 
32  Article 8 of Guo Shui Han [2010] No. 79. 
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CIT Implementation Rules.   33  Th e following interest expenses incurred by an enterprise 
in the course of production and business operations are deductible:   34   

   (1)   Interest expenses incurred by non-fi nancial institutions on loans from fi nancial 
institutions;  

   (2)   Interest expenses incurred by fi nancial institutions on deposits and inter-bank 
borrowings;  

   (3)   Interest expenses incurred by enterprises on bonds approved for issuance; and  
   (4)   Interest expenses incurred by non-fi nancial institutions on loans from non-

fi nancial institutions to the extent that they do not exceed the amounts calcu-
lated by reference to the interest rates applicable to loans of the same period 
and category made by fi nancial institutions.     

 Deductions for interest expenses are subject to limitation under the thin capitalization 
rule. Th e thin capitalization rule sets forth a maximum related party debt to equity 
ratio of 5:1 for fi nancial enterprises and 2:1 for other enterprises.   35  An enterprise 
may deduct interest actually paid to related parties within the permitted debt to equity 
ratio.   36  Th e interest on related party debt exceeding the permitted amount will not be 
deductible when computing taxable income for CIT purposes in the current year or 
future periods.   37  Th e related party debt includes not only direct loans from a related party 
but also a back-to-back loan where a related party provides through an unrelated party, 
an unrelated party loan guaranteed by a related party or secured by the assets of a related 
party, and other investment in the nature of a debt indirectly obtained from a related 
party.   38  

 In computing the debt to equity ratio, only the debt and equity from a related party 
are considered, and unrelated party debt is excluded. For example, if a company with 
RMB100,000 equity borrows RMB100,000 from an unrelated bank and then takes a 
parent loan of RMB200,000, the related party debt to equity ratio is 2:1, whereas the 
enterprise’s debt to equity ratio would be 3:1. In such a situation, the thin capitalization 
rules do not disallow an interest deduction on the parent loan. 

33  Article 37 of the CIT Implementation Rules. 
34  Article 38 of the CIT Implementation Rules. 
35  Article 1 of the Notice on the Issues Concerning Taxation Policies for the Standards for Pre-Tax Deduction of 

Interest Payments Made to Related Parties, Cai Shui [2008] No.121, issued by the MOF and the SAT on 
September 19, 2008. 

36  Article 1 of Cai Shui [2008] No.121. 
37  Article 46 of the CIT law; Cai Shui [2008] No.121. 
38  Article 119 of the CIT Implementation Rules. 
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 Th e SAT provides a formula to compute the non-deductible interest expense:

Non-deductible interest expense
 Annual interest actually= paid to related parties

 × ( )1 Standard ratio Related part−1 ÷ y dy ebt to equity ratio of the enterprise       39  

 “Interest actually paid” refers to interest recorded by the enterprise to relevant costs 
or expenses on an accrual basis.   40  Such interest expense includes not only interest on a 
loan but also the guarantee fee, mortgage fee, and other expenses of nature of interest.   41

Th e related party debt to equity ratio is the sum of average related party debt for each 
month in a year divided by the sum of average equity investment for each month in a year. 
In this formula:

 Average related party debt for a month

 Opening balance= of related party debt for the montho

Closing balance of

(
+ related party debt for the month 2) ÷

Average equity investment for a month

Opening balance of= equity investment for the month

Closing balance of equ

(
+ ity investment for the monthii 2) ÷

 Equity investment is the amount of shareholders’ equity recorded on the balance sheet. 
If the amount of shareholders’ equity is less than the sum of paid-in capital and capital 
reserve, equity investment is equal to the sum of paid-in capital and capital reserve. If 
the sum of paid-in capital and capital reserve is less than the amount of paid-in capital, 
equity investment is equal to the amount of paid-in capital.   42  Accordingly, the “equity 
investment” for the purpose of calculation of debt to equity ratio is (1) book net equity, 
(2) paid-in capital, or (3) the sum of paid-in capital and capital reserve, whichever is 
greater. 

 Th ere are two exceptions to the permitted debt to equity ratio. Th e fi rst exception is 
a proof of arm’s-length transaction. If an enterprise can prove the related party loan com-
plies with the arm’s-length principle in the amount of lending, interest rate, term, fi nanc-
ing requirements, and debt to equity ratio, the enterprise can deduct interest expenses 
on the related party loan in spite of the related party debt to equity ratio exceeding the 

39  Article 85 of the Implementation Rules for Special Tax Adjustments (Trial), Guo Shui Fa [2009] No. 2, issued 
by the SAT on January 8, 2009 and eff ective on January 1, 2008. 

40  Article 91 of Guo Shui Fa [2009] No. 2. 
41  Article 87 of Guo Shui Fa [2009] No. 2. 
42  Article 86 of Guo Shui Fa [2009] No. 2. 
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standard ratio. To qualify for this exception, an enterprise must prepare, maintain the 
following contemporaneous documents and, upon the request, submit them to the tax 
authorities:   43   

    (1)   Analysis of borrower’s repaying ability and crediting ability;  
    (2)   Analysis of repaying ability of the group and its fi nancing structure;  
    (3)   Explanation of changes in equity investment such as the registered capital;  
    (4)   Explanation of the nature, purposes of related party debt and the market 

 condition when receiving such fi nancing;  
    (5)   Currency denomination of related party debt, amount, interest rate, term and 

fi nancing conditions;  
    (6)   Condition of collaterals provided by the enterprise;  
    (7)   Guarantor and the condition of guarantee;  
    (8)   Interest rate of loans with same type and maturity, and fi nancing conditions;  
    (9)   Requirements for conversion of convertible debts; and  
    (10)  Other documents that can prove compliance with the arm’s-length principle.     

 Th e second exception is no tax rate disparity. If the actual tax burden of the borrowing 
enterprise is not higher than that of a related party lender within China, the borrowing 
enterprise can deduct the actual expense of interest payments to the related party. Th e 
second exception is not applicable to cross border transactions.   44  

 Once an enterprise derives the non-deductible amount based on the above formula, 
it should allocate the amount among the related parties proportionately according to 
the interest actually paid to each related party. Such interests allocated to the related 
parties within China that have an actual CIT burden no less than that of the borrow-
ing enterprise will be allowed to be deductible. Interest actually paid to overseas related 
parties directly or indirectly will be regarded as dividend distribution. If the CIT rate 
on the dividend is higher than the tax on the interest, additional tax based on the rate 
diff erence should be paid; if the withholding tax already paid on interest payment is 
more than that computed based on the deemed dividend, such excess amount is not 
refundable. Furthermore, the current year non-deductible interest expenses cannot be 
carried forward for future years.   45  

 China foreign investment regulations provide for total investment to registered capital 
ratios. Registered capital is actual paid-in capital and total investment is registered capital 
plus debts. Th eoretically, the debts may include all debts of an enterprise. In practice, only 
foreign debt is considered in computing the total investment to registered capital ratio 

43  Article 2 of Cai Shui [2008] No.121; Article 89 of Guo Shui Fa [2009] No. 2. 
44  Cai Shui [2008] No.121. 
45  Article 88 of Guo Shui Fa [2009] No. 2. 
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and enforced through the foreign debt registration process. An enterprise must register 
its foreign debt under China foreign exchange regulations. A foreign invested enter-
prise cannot register its foreign debt if the accumulated amount of the mid-to-long-term 
(more than one year) foreign loans and the balance of short-term loans (one year or less) 
exceed the diff erence between the total investment and the registered capital of the 
enterprise. Without proper registration, a foreign invested enterprise will not be able 
to convert the loan proceeds into RMB and remit the funds for payment of interest and 
principal. 

 Th e total investment to registered capital ratio is tested on an enterprise basis. For 
foreign debt registration purposes, all foreign debt of the foreign invested enterprise, 
including both related and unrelated debt, will be considered. Under the thin capitaliza-
tion rule, only related party debt, including both foreign and domestic debt, will be con-
sidered. As a result, if all the debt fi nancing of a wholly foreign owned enterprise is from 
its foreign parent company, the foreign invested enterprise can only take the loan amount 
which is the smaller under either the total investment to registered capital ratio under 
the foreign investment regulations, or the debt to equity ratio under the thin capitaliza-
tion rule, as the basis for calculation. Th e following table compares the ratios under both 
foreign investment regulations and the thin capitalization rule that are applicable to 
non-fi nancial foreign invested enterprises.  

         

  Registered capital 
(USD in millions) 

 Foreign investment regulations  Th in cap rule  

 Total investment to 
registered capital 

 Approx equivalent 
of debt to equity  Debt to equity  

 Less than 2.1  1.43:1  0.43:1  2:1  
 2.1 to less than 5  2:1  1:1  2.1  
 5 to less than 12  2.5:1  1.5:1  2:1  
 12 and more  3:1  2:1  2:1  
 30 to less than 100 

(Investment holding 
co. only) 

 4:1  2:1 (?)  

 100 or more (Investment 
holding co. only) 

 6:1  2:1(?)  

 A foreign investment holding company is a special vehicle that can be used by a foreign 
company to hold its China investments. Foreign investment regulations allow higher 
leverage for foreign investment holding companies than that for other non-fi nancial 
enterprises. Th e thin capitalization rule does not provide any special debt to equity 
ratio for foreign investment holding companies. Presumably, the 2:1 ratio is also appli-
cable to foreign investment holding companies. Given the higher leverage permitted 
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under foreign investment regulations, it may be easy for foreign investment holding 
companies to avail themselves of the arm’s-length principle exception to the debt to 
equity ratio. 

 Interest paid between branches or establishments within non-bank enterprises is not 
deductible.   46  

 When an enterprise is established, the investor or investors should contribute 
registered capital to the enterprise no later than the contribution schedules prescribed 
by the Article of Association of the enterprise in accordance with law and regulations. 
If an investor fails to contribute the required amount of registered capital according 
to the contribution schedule, the interest expense in relation to the unpaid registered 
capital is not deductible in computing taxable income for CIT purpose. Such interest 
expense is considered the expenses of investor and not related to the production or 
business operations of the enterprise. For the purpose of computing the non-deductible 
interest expense, it may be necessary to divide a tax year into several periods. One period 
is the time period for which both the amount of actual paid-in capital and the balance 
of the loan remain constant. Th e disallowed interest expense is computed based on the 
following formula:

Non-deductible interest for one period
 Interest expense= for the periodff Unpaid registered capital for the period×
÷÷  Loan for the period

 Th e total non-deductible interest expense in relation to unpaid registered capital is the 
sum of non-deductible interest for all periods within a tax year.   47  

 If an enterprise borrows from related individuals, the interest deduction limitation 
under the thin capitalization rule discussed above also applies. Additionally, an enterprise 
can only deduct interest expense on a loan from an individual if (1) there is a loan agree-
ment between the enterprise and the individual; (2) the loan is true, legally valid and 
eff ective, and is not for illegal fundraising purposes or other acts in violation of laws and 
regulations; and (3) the deductible portion of interest paid cannot exceed the amount of 
interest computed using the interest rate on a loan in the same term and same category 
from a fi nancial enterprise.   48      

46  Article 49 of the CIT Implementation Rules. 
47  Reply on Issues Concerning the Tax Deduction of Interest Expenses Due to Failure of Corporate Investors to 

Contribute Capital, Guo Shui Han [2009] No. 312, issued by the SAT on June 4, 2009. 
48  Th e Notice on the Issue of Deduction of Interest Expenses on Loans from Individuals for Corporate Income 

Tax Purpose, Guo Shui Han [2009] No. 777, issued by the SAT on December 31, 2009. 
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    5.5  Research and Development Expenses   

 Enterprises generally can deduct research and development expenses actually incurred. 
Enterprises are also eligible for an additional deduction equal to 50 percent of qualifi ed 
research and development expenditures.   49  For detailed discussions of additional 
 deduction for research and development expenses, see Chapter 8.4 Super Deduction 
for Research and Development Expenditures. 

 R&D expenditures can be either currently deducted when incurred or capitalized as 
intangible assets and then amortized. Th e CIT Law and the CIT Implementation Rules 
do not provide guidance on the classifi cation of R&D expenditures as current expenses 
or intangible assets. Normally, it is necessary for enterprises to follow PRC accounting 
standards. According to the Accounting Standard for Business Enterprises, an enterprise 
should classify its expenditures for R&D project into research expenditures and develop-
ment expenditures. Th e term “research” refers to the creative and planned investigation 
to acquire and understand new scientifi c or technological knowledge. Th e term “develop-
ment” refers to the application of research achievements and other knowledge to a 
certain plan or design, prior to the commercial production or use, so as to produce any 
new material, device or product, or substantially improved material, device, or product.   50  
Th e research expenditures shall be expensed in the current period.   51  Th e development 
expenditures may be recorded as intangible assets if all the following conditions 
are met:   52   

   (1)   It is feasible technically to fi nish intangible assets for use or sale;  
   (2)   It is intended to fi nish and use or sell the intangible assets;  
   (3)   Th e usefulness of methods for intangible assets to generate economic benefi ts 

shall be proved, including being able to prove that there is a potential market 
for the products manufactured by applying the intangible assets or there is a 
potential market for the intangible assets itself or the intangible assets will be 
used internally;  

   (4)   It is able to fi nish the development of the intangible assets, and able to use or 
sell the intangible assets, with the support of suffi  cient technologies, fi nancial 
resources and other resources; and  

   (5)   Th e development expenditures of the intangible assets can be reliably measured.         

49  Article 30 of the CIT Law; Article 95 of the CIT Implementation Rules. 
50  Article 7 of Accounting Standard for Business Enterprises No. 6–Intangible Assets, Cai Kuai [2006] No. 18, 

issued by the MOF on October 30, 2006. 
51  Article 8 of Accounting Standard for Business Enterprises No. 6–Intangible Assets. 
52  Article 9 of Accounting Standard for Business Enterprises No. 6–Intangible Assets.  
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    5.6  Leasing Expenses   

 Leasing expenses that are incurred by an enterprise on the lease of fi xed assets are 
deductible provided such assets are required for production and business operations. 
Th e permissible methods of deduction depend on the classifi cation of lease, i.e., operat-
ing lease or fi nance lease. If a lease is an operating lease, leasing expenses should be 
deducted evenly over the term of the lease. If a lease is a fi nance lease, the part of such 
expenses that constitutes the value of the fi xed assets should be depreciated and deducted 
periodically.   53      

    5.7  Management Fees   

 Th e CIT Implementation Rules provide that management fees paid between enterprises 
are not deductible.   54  Prior to January 1, 2008, the management fees paid by a foreign 
invested enterprise to affi  liates were not deductible according to the FEIT Law; the man-
agement fees paid by domestic entities were not deductible unless specifi cally approved 
by the MOF or the SAT. Th e new CIT law and regulations most likely have adopted the 
same concept and disallow a deduction for related party management fees. It would 
be unreasonable to disallow a deduction of management fees paid for unrelated party 
management services. Management fees are not defi ned in the tax law and regulations. 
In practice, management fees typically include the overhead charges or stewardship 
charges from a parent company to a subsidiary. Th e provision does not prevent an enter-
prise from deducting related party service fees. As such, an enterprise may still claim a 
deduction for reasonable fees paid to related parties for specifi c services. Th e diffi  culty is 
to prove to the satisfaction of the tax authorities that the charges are for services, and that 
such charges are on an arm’s-length basis. 

 Where a non-resident enterprise has set up an establishment or a place of business 
in the PRC, the expenses that are incurred by the head offi  ces of the non-resident enter-
prise outside the PRC in connection with the production and business operations of 
such establishment and place of business shall be deductible.   55  Because of the practical 
restriction on registration of branches of foreign enterprises, such allowed deduction for 
overhead charges typically applies to branches of foreign banks and insurance companies. 
For example, if a foreign bank sets up a banking branch in China, the branch can deduct 
reasonable overhead charges from the head offi  ces of the foreign bank. In order to claim 
a deduction for overhead charges, such expenses must be substantiated by documenta-
tion from the head offi  ces certifying the scope of the expenses to be allocated, the amount 

53  Article 47 of the CIT Implementation Rules. 
54  Article 49 of the CIT Implementation Rules. 
55  Article 50 the CIT Implementation Rules. 
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involved, the basis and methodologies of allocation, etc. and that such allocation is 
reasonable.   56      

    5.8  Donations   

 Donations made by an enterprise for public welfare are deductible in calculating taxable 
income subject to the limitation of no more than 12 percent of total profi t in the current 
year.   57  Th e “total profi t” is the accounting profi t before income tax of the enterprise 
for the year calculated based on accounting standards of the PRC.   58  Th e CIT Law 
and the CIT Implementation Rules do not provide a carryover of donation expenses. 
As such, any charitable donations in excess of the current year limitation should become 
a permanent non-deductible expense. 

 To be deductible expenses, donations must be made through social organizations 
serving public welfare or People’s Governments, at or above the county level (including 
the departments of those governments), that are used for public welfare undertakings 
prescribed by the Welfare Donations Law of the PRC.   59  Th ose undertakings include 
those for: (1) disaster relief, poverty relief, and supporting disabled people or other 
unprivileged social groups or individuals; (2) educational, scientifi c, cultural, public 
health, and sports; (3) environmental protection and public facility construction; and 
(4) other public and welfare services to promote social development and progress.   60  

 Th e social organizations serving the public welfare are foundations, charitable organi-
zations, and similar social organizations that meet the following criteria:   61   

   (1)   Th ey are registered according to the law and have a legal person status;  
   (2)   Th eir mission is to pursue public welfare undertakings, and their objective is 

not to make profi ts;  
   (3)   All assets and their appreciation are owned by the legal persons;  
   (4)   Earnings and operating surplus are used primarily in undertakings that are 

consistent with the goals of the legal persons;  
   (5)   Upon termination, the remaining assets do not belong to any individuals or 

for-profi t organizations;  

56  Article 50 of the CIT Implementation Rules. 
57  Article 9 of the CIT Law. 
58  Article 53 of the CIT Implementation Rules. 
59  Article 51 of the CIT Implementation Rules. 
60  Article 3 of the Notice on Relevant Issues of Pre-tax Deduction of Charitable Contribution, Cai Shui [2008] 

No. 160, issued by the MOF, the SAT, and the Ministry of Civil Aff airs on December 31, 2008 and eff ective on 
January 1, 2008. 

61  Article 52 of the CIT Implementation Rules. 
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   (6)   Th ey do not engage in any business that is not relevant to their established 
goals;  

   (7)   Th eir donors do not participate in the distribution of the assets of the social 
organizations in any way or form; and  

   (8)   Th ey meet other criteria that the departments of the State Council in charge 
of fi nance and taxation may prescribe in conjunction with the civil aff airs 
departments of the State Council and similar registration and administrative 
departments.     

 Th e foundations, charitable organizations, and similar social organizations that meet 
the above criteria may apply for the certifi cation of organizations qualifying for receiving 
tax-deductible donations. If the organization is established with an approval of the 
Ministry of Civil Aff airs, the organization must apply to the Ministry of Civil Aff airs, the 
MOF, and the SAT, separately. If the organization is a foundation approved by a provin-
cial bureau of civil aff airs, the foundation must apply to the civil aff airs bureau, fi nance 
bureau, and tax bureaus (state tax bureau and local tax bureau) at the provincial level, 
separately. Public welfare social organizations, other than foundations, established with 
the approval of a local civil aff airs department at the county level or above may apply to 
fi nancial, taxation, and civil aff airs departments of provinces, autonomous regions, and 
municipalities directly under the Central Government, and cities specifi cally designated 
in the state plan. Th e civil aff airs department shall be responsible for initial verifi cation 
of the qualifi cations of public welfare social organizations and the fi nance department, 
and the taxation department shall jointly verify and confi rm the qualifi cation of pre-tax 
deduction of donations of public welfare social organizations. Qualifi ed public welfare 
social organizations shall be publicized regularly by the MOF, the SAT, the Ministry 
of Civil aff airs, and the fi nance, taxation, and civil aff airs departments of provinces, 
autonomous regions, municipalities directly under the Central Government, and cities 
specifi cally designated in the state plan according to the above authority.   62  

 Some social organizations are not required to register with government registration 
agencies, which will not meet item (1) of the criteria listed above. Th ose organizations 
include the social groups participating in the Chinese People’s Political Consultative 
Conference, the social organizations approved by the State Council for no registration, 
and the social groups set by, and whose activities are limited within, government agencies, 
public organizations, and publicly funded institutions.   63  Th ese social groups, if meet-
ing certain conditions, may also apply for the qualifi cation for receiving tax-deductible 
donations. For the social groups directly administrated by the central government 

62  Article 6 of Cai Shui [2008] No. 160. 
63  Article 3 of the Measures for Administration of Registration of Social Groups, Oder of the State Council 

[1998] No. 250, issued by the State Council on October 25, 1998. 
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 agencies, the application should be made to the MOF and the SAT; for other social 
groups, the approval authorities are the fi nance and tax departments of provinces, auton-
omous regions, municipalities directly under the Central Government, and cities specifi -
cally designated in the state plan. Th ese fi nance and tax authorities should publish 
approved lists for qualifi ed social groups. Donations made through the approved social 
groups are deductible to enterprises subject to the 12 percent limitation.   64  

 Donations other than those made to qualifi ed public welfare social organizations 
and government offi  ces are not deductible for CIT purposes.   65  Many public institutions, 
such as universities and hospitals, are not qualifi ed public welfare social organizations; 
direct donations to those institutions by enterprises will not be deductible expenses for 
CIT purposes. Enterprises should make the donation through qualifi ed public welfare 
social organizations and government offi  ces in order to deduct donation expenses in 
computing taxable income. Similarly, enterprises should make donations for disaster 
relief, poverty relief, and other specifi c charitable objectives through qualifi ed public 
welfare social organizations and government offi  ces to ensure that the donation will be 
tax-deductible. 

 Qualifi ed public welfare social organizations are authorized to issue special donation 
receipts printed by government fi nance departments.   66  Th e donation receipt should be 
issued based on the value of donated assets. If a donation is a monetary asset, the value 
should be the actual amount received. If a donation is a non-monetary asset, the value 
should be the fair market value of the asset at the time of donation. Th e donating enter-
prise should provide evidence of fair market value of the donated asset when making 
donation; without such evidence, public welfare social organizations and government 
offi  ces cannot issue donation receipts.   67  Enterprises must have donation receipts to 
support a deduction for charitable donation. 

 Th e CIT Law, the CIT Implementation Rules, and the tax circulars issued thereunder 
do not specifi cally address the eff ect of donation of appreciated assets. Suppose an enter-
prise donates an asset with a tax basis of RMB100 and a fair market value of RMB300 
to a qualifi ed public welfare social organization. Th e enterprise should be allowed to 
deduct RMB300 as a donation expense in the current year if the amount is supported 
by a donation receipt issued by the public welfare social organization and within the 
limitation of 12 percent of total profi t in the current year. However, a donation of a non-
monetary asset is generally treated as a sale of the asset at its fair market value. As such, 
the enterprise should recognize RMB300 of revenue. Aft er deducting RMB100 of cost 

64  Th e Notice on the Issue Concerning Tax Deduction for Donations Made Th rough Public Welfare Social 
Groups, Cai Shui [2009] No. 124, issued by the MOF and the SAT on December 8, 2009 and eff ective on 
January 1, 2008. 

65  Article 10(5) of the CIT Law. 
66  Article 8 of Cai Shui [2008] No. 160. 
67  Article 9 of Cai Shui [2008] No. 160. 
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of the asset, the enterprise would have a net income of RMB200. Accordingly, the impact 
of the donation rule and deemed sale rule will actually allow the enterprise to have a net 
deduction of its tax basis in the asset, RMB100.     

    5.9  Sponsorship Expenses   

 Sponsorship expenses are not deductible in calculating taxable income.   68  Sponsorship 
expenses are various expenses incurred by an enterprise that are not connected with 
the production and business operations and that are not in the nature of advertising 
expenses.   69  Th e CIT Law and the CIT Implementation Rules do not provide further 
explanation or illustration of sponsorship expenses. Th e history of regulations and prac-
tice in the area suggests that the connection with production and business operations is 
narrowly interpreted. Sponsorship can include various activities such as funding culture, 
sports, and social events. It is no doubt that sponsoring enterprises intend to promote 
their business; more oft en, the sponsors are acknowledged by displaying their corporate 
logos, business names, or other images in the nature similar to advertisement. Th e tax 
authorities in practice do not recognize those activities are “connected with the produc-
tion and business operations” of sponsoring enterprises because culture, sports, and other 
sponsored events are not their business. A similar provision on disallowing sponsorship 
expenses was provided in the EIT Regulations and the implementation rules of the 
CIT Regulations.   70  A tax circular issued under the old tax regulations suggests that 
 sponsorship expenses cannot be treated as advertising expenses because the advertise-
ments in sponsorship are not produced by licensed advertising companies and the 
sponsoring enterprises do not receive authorized advertising receipts.   71  Th e old tax circu-
lar is no longer valid aft er the eff ect of the CIT Law, but the principle most likely will 
continue to be followed by the tax authorities in implementing the CIT Law and the 
CIT Implementation Rules unless the MOF and the SAT address the matter in new tax 
circulars. Furthermore, the payments for sponsorship are not made to qualifi ed public 
welfare social organizations and government offi  ces; such expenses therefore are not 
qualifi ed as deductible charitable contributions. 

 Certain sponsorship expenses can be deductible upon specifi c approval of the SAT. Such 
sponsorships have been the signifi cant events supported by the Chinese Government. 

68  Article 10(6) the CIT Law. 
69  Article 54 of the CIT Implementation Rules. 
70  Article 7 of the Provisional Regulations of Enterprise Income Tax and Article 17 of the Implementation Rules 

of the Provisional Regulations of Enterprise Income Tax, eff ective from January 1, 1994 to December 31, 2007. 
71  Article 41 of the Measures on Pre-tax Deductions of Enterprise Income, Guo Shui Fa [2000] No.84, issued by 

the SAT on May 16, 2000 and eff ective on January 1, 2000. 
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Fore example, various enterprises obtained such approvals for sponsoring the 2008 
Beijing Olympics and the 2010 Shanghai World Expo.     

    5.10  Advertising Expenses   

 Qualifi ed advertising expenses and promotional expenses that are incurred by an enter-
prise, except where the departments of the State Council in charge of fi nance and 
taxation prescribe otherwise, shall be deductible to the extent not exceeding 15 percent of 
the sales revenue of the year; any excess amount may be carried forward and deducted in 
succeeding tax years.   72  As an exception, the MOF and the SAT have provided special 
limitations for certain industries. During the period from January 1, 2008 to December 
31, 2010, the enterprises engaging in cosmetic manufacturing, pharmaceutical manufac-
turing, and non-alcohol drink manufacturing may deduct advertising expenses and busi-
ness promotion expenses up to 30 percent of the total sales revenue of the year; any excess 
amount may be carried forward and deducted in succeeding tax years.   73  Th e 30 percent 
limitation is applicable to a non-alcohol drink manufacturing enterprise that produces 
and sells the products in a specifi ed area under a licensing agreement with a brand owner 
or brand management enterprise; the manufacturer/licensee can deduct the advertising 
and promotional expenses incurred by it in computing its taxable income. However, 
where the advertising and promotional expenses related to the brand are borne by the 
brand owner or brand management enterprise, as an alternative, the drink manufacturer/
licensee can pass a portion or the full amount of the expenses to the brand owner or 
brand management enterprise, and the latter can deduct the actual expenses as selling 
expenses. Th e brand owner or brand management enterprise can exclude the advertising 
and promotional expenses incurred and charged by the licensed manufacturer from 
its advertising and promotional expenses in computing the limitation for the brand 
owner or brand management enterprise.   74  Enterprises in the tobacco industry are not 
allowed to deduct any advertising and promotional expenses for tobacco business for 
CIT purposes.   75  

 Th e tax regulations have not provided a carryover period for excess advertising 
expenses; the excess amount can be carried over infi nitely. Except otherwise provided, a 
deemed revenue should be recognized by an enterprise where it exchanges non-monetary 
assets or use of goods, assets, or services for donations, debt settlement, sponsorship, 

72  Article 44 of the CIT Implementation Rules. 
73  Article 1 of the Notice on Policies Concerning Corporate Income Tax Deduction on Advertising and Business 

Promotion Expenses for Certain Industries, Cai Shui [2009] No. 72, issued by the MOF and the SAT on July 
31, 2009 and eff ective from January 1, 2008 to December 31, 2010. 

74  Article 2 of Cai Shui [2009] No. 72. 
75  Article 3 of Cai Shui [2009] No. 72. 
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fundraising, advertisement, samples, staff  welfare or profi t distributions.   76  Such deemed 
revenue should be included in the revenue base in computing the limitation for advertis-
ing expenses and promotional expenses.   77  

 Th e SAT in a tax circular issued under the EIT Regulations sets up three criteria for 
qualifi ed advertising expenses. First, the advertisements have been produced by a special 
institution approved by an authority responsible for industry and commerce. Second, the 
expenses have actually been paid and corresponding receipts have been obtained. 
Advertising receipts are special receipts printed or authorized by the tax authorities and 
only advertising enterprises that have been approved for the business can issue this type 
of receipt. Th ird, the advertisements have been broadcasted by certain media outlets.   78  
Th e tax circular is technically no longer valid on and aft er January 1, 2008. However, as 
the rule does not contradict the principle of the CIT Law and the CIT Implementation 
Rules, the criteria most likely can be used as a reference in implementing the CIT Law 
unless the MOF and the SAT otherwise provide.     

    5.11  Foreign Exchange Losses   

 Foreign exchange losses that are incurred by an enterprise in currency transactions are 
deductible. If an enterprise has non-RMB denominated monetary assets and liabilities, 
foreign exchange losses that arise at the end of a tax year as a result of conversion of such 
assets and liabilities to RMB at the year-end medium spot exchange rate shall be deduct-
ible, except for the portion that has been recorded as the cost of assets or that is related to 
profi t distributions to the shareholders.   79      

    5.12  Dividends   

 Dividends, profi t distributions, and other returns on equity investment paid to investors 
are not deductible.   80  Th e tax law and regulations do not defi ne dividends for profi t 
distribution purposes. According to the Company Law of the PRC, a company can only 
pay dividends to its shareholders when the company has accumulated retained earnings. 
Th e Company Law also requires that a company allocate a minimum of 10 percent of its 
current aft er-tax-profi ts to statutory reserve account before making profi t distributions. 
However, if the balance of a company’s statutory reserve reaches 50 percent of the 

76  Article 25 of the CIT Implementation Rules. 
77  Notice on Tax Treatments of Certain Items in Implementation of Corporate Income Tax, Guo Shui Han 

[2009] No. 202, issued by the SAT on April 21, 2009. 
78  Article 41 of Guo Shui Fa [2000] No.84. 
79  Article 39 of the CIT Implementation Rules. 
80  Article 10 of the CIT Law. 
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 company’s registered capital, the company may elect not to allocate any profi ts to the 
reserve. If a company distributes dividends before the company has accumulated retained 
earnings or before allocating required statutory reserve, the shareholders must return the 
dividends to the company.   81  Similarly, PRC Sino-foreign Joint Venture Law and the Law 
of the PRC Concerning Wholly Foreign Wholly Enterprises also prohibit Chinese-
foreign equity joint venture companies and wholly foreign owned enterprises from 
paying dividends without accumulated retained earnings or before making appropriate 
statutory reserves.   82  Distributions without accumulated retained earnings should be 
considered as a reduction of registered capital of an enterprise. For corporate law 
purposes, the approval of and/or registration with proper government agencies are 
required for the reduction of registered capital. For CIT purposes, any dividends or other 
types of profi t distributions must be made out of aft er-tax profi ts and are not deductible 
in computing taxable income.     

    5.13  Penalties   

 Fines, penalties, and losses resulting from confi scation of property are not deductible.   83  
Th ese non-deductible items arise from the actions of the government because of viola-
tions of laws or regulations, including penalties imposed by any government offi  ces in 
accordance with laws and regulations. Late payment interest charged on tax underpay-
ment is not deductible either.   84      

    5.14  Provisions   

 Unapproved provisions are not deductible.   85  Th ese include various provisions for asset 
impairment, risk reserves, etc. that are not in compliance with the regulations prescribed 
by the MOF and the SAT.   86  An enterprise may be required to provide various provisions 
according to accounting standards. Th ose provisions generally are not deductible for 
CIT purposes unless specifi cally allowed under tax law and regulations. Th e followings 
are the major provisions that have been allowed under current tax regulations.    

81  Article 167 of the Company Law of the PRC. 
82  Article 8 of PRC Sino-foreign Joint Venture Law; Article 58 of the Implantation Rules of the Law of the PRC 

Concerning Wholly Foreign Wholly Enterprises. 
83  Article 10(4) of the CIT Law. 
84  Article 10(3) of the CIT Law. 
85  Article 10(7) of the CIT Law. 
86  Article 55 of the CIT Implementation Rules. 
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    5 .14.1  provisions for loan losses for financial institutions   

 Financial instructions, such as banks, fi nance companies, and credit cooperatives that are 
licensed to conduct lending business are allowed to deduct certain provisions for loan 
losses. Such provisions can be provided for (1) loans, including mortgaged, pledged, 
or guaranteed loans, (2) the risk assets with loan characteristics, including bank card 
overdraft s, discounts, credit advance funds (such as bank acceptance bill advance, letter 
of credit advance, guaranty advance), import and export bills advance and inter-bank 
lending, and (3) on-lending of foreign loans with repayment obligation, including loans 
from international fi nancial organizations, foreign buyer’s credit, foreign government 
loans, unconditional loans from the Japanese International Cooperation Bank, and 
mixed loans from foreign governments.   87  Th e CIT deduction should be calculated using 
the following formula:   88 

Current year d ction for loan loss provision enses
B

year ection for loan loss provisionfor loss xp
= ala ance of above mentioned loan assets at the end of curreof mentioned assets the of ntn year

Tax baa alance of the loan loss provision thatTaxaa of loan provision× −1%1% has been deducted up to
the end of last year

 If the current year deductible provision calculated using this formula is negative, the 
taxable income of current year should be increased by the negative amount.   89  A fi nancial 
enterprise cannot deduct loan loss provisions for entrusted loans, loans on behalf of 
others, investment in treasury bonds, dividends receivable, deposit reserves with the 
People’s Bank of China, the debt and equity transferred from fi nancial enterprises, fi nan-
cial discount receivables, receivables from the central bank, and other no-risk assets.   90

When a fi nancial enterprise incurs qualifi ed loan losses, the enterprise, aft er receiving 
an approval of tax authorities, should reduce a loan loss provision that has been deducted 
for CIT purposes; the portion exceeding the loan loss provision can be deducted in 
computing taxable income.   91  

87  Article 1 of the Notice on the Issues of Pre-tax Deduction for Provisions for Loan Losses of Finance Enterprises, 
Cai Shui [2009] No. 64, issued by the MOF and the SAT on April 30, 2009 and eff ective from January 1, 2008 
to December 31, 2010. 

88  Article 2 of Cai Shui [2009] No. 64.  
89  Article 2 of Cai Shui [2009] No. 64. 
90  Article 3 of Cai Shui [2009] No. 64. 
91  Article 4 of Cai Shui [2009] No. 64. 
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 Example 
 Bank ABC was established in 2008, and the balance of qualifi ed assets and book loan 

loss provisions are as follows:  
         

  Dec. 31, 2008  Dec. 31, 2009  Dec. 31, 2010  
 Loans and risk assets  1,000,000  3,000,000  2,800,000  
 Loan loss provision   (15,000)    (30,000)    (29,000)   
 Net  985,000  2,970,000  2,771,000  

 Deductible loan loss provisions for CIT are computed as follows: 
 For 2008: 1,000,000 x 1 %  – 0 = 10,000. Th e remaining book expense of 5,000 is not 

deductible for CIT purposes. 
 For 2009: 3,000,000 x 1 %  – 10,000 = 20,000. Th e book loan loss provision increased 

from 15,000 to 30,000 or a net increase of 15,000; the allowable tax loan loss provision 
increased from 10,000 to 30,000 or a net increase of 20,000. As such, additional tax 
deduction of 5,000 is allowed. 

 For 2010: 2,800,000 x 1 %  – 30,000 = –2,000. Th e book loan loss provision decreased 
from 30,000 to 29,000 or a net decrease of 1,000; the tax loan loss provision decreased 
from 30,000 to 28,000 or a net decrease of 2,000. As such, taxable income should be 
increased by 1,000 (the increase of 2,000 for tax less the increase of 1,000 for book). 

 Financial enterprises are allowed to deduct special loan loss provisions for agriculture-
related loans and loans to medium- and small-sized enterprises. Agriculture-related loans 
are those recorded in agriculture-related loan statistics systems, including loans to 
farmers and rural enterprises and institutions.   92  Th e loans to medium- and small-sized 
enterprises are those made to an enterprise for which annual revenue and total assets 
cannot exceed RMB 200 million.   93  Th e allowable deduction of loss provision for those 
loans for CIT purposes is based on the loan risk classifi cation according to Guidelines on 
Risk-Based Loan Classifi cation issued by the People’s Bank of China. According to the 
guidance, loans are classifi ed into fi ve categories based on risk level. Th ey are:  

   (1)   “Normal,” a borrower can perform the contract and there is no suffi  cient 
reason to doubt that the principal and interest of the loan can be repaid in full 
and on time;  

92  Article 2 of the Notice on Policy of Corporate Income Tax Deduction of Provision for Agriculture Related 
Loans and Loans to Medium and Small Size Enterprises, Cai Shui [2009] No. 99, issued by the MOF and the 
SAT on August 21, 2009 and eff ective from January 1, 2008 to December 31, 2010. 

93  Article 3 of Cai Shui [2009] No. 99. 
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   (2)   “Concerned,” even though a borrower can repay the principal and interest of 
the loan now, there are some factors which may negatively aff ect the repayment 
thereof;  

   (3)   “Substandard,” there are some obvious problems in the repayment ability of 
a borrower, which cannot repay the principal and interest of the loan in full 
and on time just by using its normal operating revenues, and even though the 
guarantee is implemented, some losses will still be caused;  

   (4)   “Doubtful,” a borrower cannot pay the principal and interest of the loan in 
full, and even though the guarantee is implemented, great losses will still be 
caused; and  

   (5)   “Losing,” aft er taking all the possible measures and necessary legal procedures, 
the principal and interest of the loan cannot be recovered or just a small part 
thereof can be recovered.   94      

 Th e special loan loss provision for agriculture-related loans and loans to medium- and 
small-sized enterprises that can be deducted for CIT purposes are as follows:   95   

 When a fi nancial enterprise incurs qualifi ed losses for agriculture-related loans and 
loans to medium- and small-sized enterprises, the enterprise should reduce the special 
loan loss provision that has been deducted for CIT purpose fi rst; the portion exceeding 
loan loss provision can be deducted in computing taxable income.   96      

    5.14.2  reserves for institutions that provide credit guarantee 
for small- and medium-sized enterprises   

 An enterprise that is in the business of providing credit guarantee for small- and medium-
sized enterprises can deduct guarantee claim reserve; such reserve for CIT purposes 

94  Article 4 of Guidelines on Risk-Based Loan Classifi cation, issued by People’s Bank of China on 
December 24, 2001. 

95  Article 1 of Cai Shui [2009] No. 99. 
96  Article 4 of Cai Shui [2009] No. 99. 

         

  Loan category  Deductible provision as percent of loan  
 Concerned  2 %   
 Substandard  25 %   
 Doubtful  50 %   
 Losing  100 %   
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cannot exceed 1 percent of the year-end balance of debts guaranteed by the enterprise.   97  
When a guarantee enterprise incurs loss as a result of payment on behalf of guaran-
teed companies, the guarantee enterprise should fi rst charge the loss against the guaran-
tee claim reserves that have been deducted for CIT purposes, then against general risk 
provision allocated from aft er-tax-profi ts, and fi nally it should deduct the balance of loss 
on actual basis for CIT purposes.   98  A guarantee enterprise may also deduct unearned 
guarantee fee reserve not exceeding 50 percent of current year guarantee fee revenue; at 
the same time, the prior year balance of unearned guarantee fee reserve should be reversed 
into current year income.   99      

    5 .14.3  provisions for securities companies   

 Enterprises in the securities industry are allowed to deduct certain provisions for CIT 
purposes. 

  Exchange Risk Fund . Exchange Risk Fund is set up under Provisional Measures on 
Administration of Stock Exchange Risk Fund. Shanghai Stock Exchange and Shenzhen 
Stock Exchange are required to contribute 20 percent of the trading commission charged 
by the exchanges and 10 percent of the annual membership fee to the fund.   100  Th e 
exchanges can deduct such fund contributions for CIT purposes to the extent that the 
net fund assets are not more than RMB1 billion.   101  

  Securities Settlement Risk Fund . Shanghai Branch and Shenzhen Branch of China 
Securities Depository and Clearing Corporation are required to pay the Securities 
Settlement Risk Fund an amount equal to 20 percent of revenue.   102  Such contributions to 
the fund are deductible by the contributing enterprise as long as the net fund assets are no 
more than RMB 3 billion.   103  Securities companies/settlement participants are required 
to pay to the Securities Settlement Risk Fund equal to 0.003 percent of trading amount 

97  Article 1 of Notice on Corporate Income Tax Deduction of Provision for Institutions Providing Credit 
Guarantee for Small and Medium Size Enterprises, Cai Shui [2009] No. 62, issued by the MOF and the 
SAT on June 1, 2009 and eff ective from January 1, 2008 to December 31, 2010. 

98  Article 3 of Cai Shui [2009] No. 62. 
99  Article 2 of Cai Shui [2009] No. 62. 

100  Provisional Measures on Administration of Stock Exchange Risk Fund, Zheng Jian Fa [2000] No. 22, issued 
by China Securities Regulatory Commission on April 4, 2000 and invalidated and replaced by Measures on 
Administration of Stock Exchange Risk Fund, Zheng Jian Fa Lu Zi [2007] No. 5 issued by China Securities 
Regulatory Commission on March 6, 2007. 

101  Article 1(1) of Notice on Certain Issues Concerning the Deduction of Expense Previsions by Securities 
Industry for Corporate Income Tax Purposes, Cai Shui [2009] No. 33, issued by the MOF and the SAT on 
April 9, 2003 and eff ective from January 1, 2008 to December 31, 2010.  

102  Measures of Administration on Securities Settlement Risk Fund, Zheng Jian Fa [2006] No.65, issued by China 
Securities Regulatory Commission and the MOF on June 16, 2006. 

103  Article 1(2) of Cai Shui [2009] No. 33. 
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of RMB denominated ordinary shares and funds, 0.001 percent of the spot trading 
amount of treasury bonds, 0.00005 percent of the repo trading amount of one-day 
treasury bonds, 0.0001 percent of the repo trading amount of 2-day treasury bonds, 
0.00015 percent of the repo trading amount of 3-day treasury bonds, 0.0002 percent of 
the repo trading amount of 4-day treasury bonds, 0.0005 percent of the repo trading 
amount of 7-day treasury bonds, 0.001 percent of the repo trading amount of 14-day 
treasury bonds, 0.002 percent of the repo trading amount of 28-day treasury bonds, 
0.006 percent of the repo trading amount of 91-day treasury bonds, and 0.012 percent of 
the repo trading amount of 182-day treasury bonds;   104  securities companies are permitted 
to deduct such daily contributions for CIT purposes.   105  

  Securities Investors Protection Fund . Shanghai Stock Exchange, Shenzhen Stock 
Exchange, and securities companies are required to contribute to Securities Investors 
Protection Fund.   106  Aft er Stock Exchange Risk Fund reaches stipulated upper ceiling, 
the stock exchanges are required to contribute 20 percent of trading commission to 
Securities Investors Protection Fund. Th e stock exchanges can deduct such contribu-
tions for CIT purposes.   107  Securities companies are required to contribute 0.5 percent 
to 5 percent of business revenue to the fund; such contribution is deductible for CIT 
purposes.   108  

  Futures Exchange Risk Fund . Shanghai Future Exchange, Dalian Commodity Exchange, 
Zhengzhou Commodity Exchange, and China Financial Future Exchange are required 
to contribute 20 percent of the trading commission collected from members to Futures 
Exchange Risk Fund; the exchanges can deduct such contribution within the balance 
prescribed by the relevant securities regulations for CIT purposes.   109  

  Futures Company Risk Fund . Futures companies are required to contribute 5 percent 
of net commission (commission collected from customers less trading commission paid 
to the exchange) to Futures Company Risk Fund; such contribution is deductible for 
CIT purposes.   110  

  Futures Investor Protection Fund . Shanghai Futures Exchange, Dalian Commodity 
Exchange, Zhengzhou Commodity Exchange, and China Financial Futures Exchange 
are required to contribute 3 percent of trading commission collected from members to 

104  Zheng Jian Fa [2006] No.65. 
105  Article 1(2) of Cai Shui [2009] No. 33. 
106  Article 12 of Measures for Administration of Securities Investor Protection Fund, Order of CSRC, MOF and 

PBOC [2005] No.27, issued by China Securities Regulatory Commission, the MOF, and the People’s Bank of 
China on June 30, 2005 and eff ective on July 1, 2005 

107  Article 1(3) of Cai Shui [2009] No. 33. 
108  Article 1(3) of Cai Shui [2009] No. 33. 
109  Article 15 of Provisional Measures for Financial Administration of Commodity Futures Transactions, Cai 

Shang Zi [1997] No. 44, issued by the MOF on March 3, 1997; Article 2(1) of Cai Shui [2009] No. 33. 
110  Article 34 of Cai Shang Zi [1997] No. 44; Article 2(2) of Cai Shui [2009] No. 33. 
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Futures Investor Protection Fund. Th e exchanges can deduct such contribution within 
the balance prescribed by the relevant securities regulations for CIT purposes.   111  Future 
companies are required to contribute to the fund their commission income equal to 
0.00005 percent to 0.0001 percent of trading volume; such contribution is deductible 
for CIT purposes.   112      

    5 .14.4  reserves for insurance companies   

 Insurance companies are allowed to deduct various reserves in computing taxable income 
for CIT purpose. Many of deductible amounts are in line with those prescribed in insur-
ance regulations. 

  Insurance Protection Fund . Insurance Protection Fund is a non-governmental industry 
risk relief fund that is created with payments made in accordance with insurance law 
and regulations and that is used for providing relief to policyholders and companies 
that take in transferred policies, or for dealing with risks in the insurance industry.   113  
Insurance Protection Fund Company was set up by and is owned by the State; the com-
pany is responsible for the raising, management, and use of Insurance Protection Fund in 
accordance with the law.   114  An insurance company is required to make payments to the 
Insurance Protection Fund.   115  Insurance companies can deduct the actual payments to 
the Insurance Protection Fund in computing their taxable income with the following 
ceilings:   116   

111  Article 9 of Tentative Measures for Administration of Futures Investors Protection Fund, CSRC Order 
[2007] No. 38, issued by China Securities Regulatory Commission on April 19, 2007 and eff ective on August 
1, 2007; Article 2(3) of  Cai Shui [2009] No. 33. 

112  Article 9 of CSRC Order [2007] No. 38; Article 2(3) of Cai Shui [2009] No. 33. 
113  Article 3 of Measures for the Administration of Insurance Protection Fund, Order of the China Insurance 

Regulatory Commission [2008] No. 2, issued by the China Insurance Regulatory Commission, the MOF and 
the People’s Bank of China on September 11, 2008 

114  Article 6 of Measures for the Administration of Insurance Protection Fund. 
115  Article 14 of Measures for the Administration of Insurance Protection Fund. 
116  Article 1 of the Notice of  Tax Deduction of Reserves for Insurance Companies, Cai Shui [2009] No. 48, 

issued by the MOF and the SAT on April 17, 2009 and eff ective from January 1, 2008 to December 31, 2010. 

         

  Type of insurance business  Deduction ceiling  
 Non-investment property insurance  0.8 %  of the premium  
 Investment property insurance with guaranteed return  0.08 %  of revenue  
 Investment property insurance without guaranteed return  0.05 %  of revenue  
 Life insurance with guaranteed return  0.15 %  of revenue  
 Life insurance without guaranteed return  0.05 %  of revenue  

(Continued )
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 Th e above ceilings are subject to further limitation. Once the balance of the Insurance 
Protection Fund of a property insurance company reaches 6 percent of the company’s 
total assets or the balance of the Insurance Protection Fund of a life insurance company 
amounts to 1 percent of the company’s total assets, any additional payments to the 
Insurance Protection Fund cannot be deducted for CIT purposes.   117  

 Th e above ceilings are in line with the amount of mandatory contributions to the 
Insurance Protection Fund under insurance regulations.   118  Th e insurance regulations 
also permit an insurance company to stop making further contributions to the Insurance 
Protection Fund once its balance in the fund reaches 6 percent of its total assets for prop-
erty insurance companies or 1 percent of its total assets for life insurance companies.   119  
Accordingly, unless an insurance company contributes more than the legal required 
amount to the Insurance Protection Fund, all the contributions should be fully deduct-
ible for CIT purposes. 

  Other types of reserves . Insurance companies can deduct unearned premium reserves, 
life insurance reserves, and long-term health insurance reserves based on the amounts 
determined by the actuary or the professional fi rms that issue a special purpose audit 
report. Furthermore, an insurance company can deduct incurred and reported outstand-
ing loss reserves in the amount of no more than 100 percent of the claims of the current 
period. Finally, an insurance company can deduct incurred but not reported outstanding 
loss reserves up to 8 percent of the actual claim settlement for the current period.   120  When 
an insurance company incurs claim settlement, it should fi rst off set the payment against 
reserves; any amount in excess of the reserves can be deducted for CIT purposes.   121  

 Additionally, some types of agricultural crop insurance are subsidized by the central 
government and local governments. An insurance company that operates those types of 
subsidized crop insurance can deduct catastrophic risk reserve in the amount of no more 

117  Article 2 of Cai Shui [2009] No. 48. 
118  Article 14 of Measures for the Administration of Insurance Protection Fund. 
119  Article 15 of Measures for the Administration of Insurance Protection Fund. 
120  Article 3 of Cai Shui [2009] No. 48. 
121  Article 4 of Cai Shui [2009] No. 48. 

  Type of insurance business  Deduction ceiling  
 Short-term health insurance  0.8 %  of premium  
 Long-term health insurance  0.15 %  of premium  
 Non-investment casualty insurance  0.8 %  of premium  
 Investment casualty insurance with guaranteed return  0.08 %  of revenue  
 Investment casualty insurance without guaranteed return  0.05 %  of revenue  
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than 25 percent of premium received for those types of insurance. Th e current year 
deductible amount is computed based on the following formula:

Current year deduction Current year premium income
25

=
× % Balance of pre-tax catastrophic risk reserve as of

the
−

end of last year

 If the amount calculated by the above formula is negative, current year taxable income 
should be adjusted (increased) accordingly. Th e policy is applicable for the period from 
January 1, 2008 through December 31, 2010.   122       

    5.15  Deduction of Reinsurance Claims   

 A reinsurance company is allowed to deduct a reinsurance claim for the tax year incurred 
but only if the reinsurance company receives the settlement request of insurance 
company before the reinsurance company fi les its annual CIT return for the year.   123  As 
an enterprise generally is required to fi le its annual CIT return on or before May 31 aft er 
a tax year, a reinsurance company can deduct the claim if it receives the settlement request 
from the insurance company before May 31 of the following year; if the reinsurance 
company receives the settlement request aft er the date, it can deduct the claim in the year 
in which it receives the request.     

    5.16  Commission Expenses   

 An enterprise may deduct commission expenses or brokerage fees paid in relation to the 
production or business operations of the enterprise. However, such deduction is subject 
to limitations. Such limitation for a property insurance company is 15 percent of 
total premium income net of cash surrender value. Th e limitation for a life insurance 
company is 10 percent of total premium income net of cash surrender value. An enter-
prise other than an insurance company can deduct commission expenses up to 5 percent 
of revenue prescribed by the commission service agreement between the enterprise and a 
licensed commission agency organization or an individual. Any amount in excess of the 

122  Th e Notice on Deduction of Agriculture Catastrophe Risk Reserve for Corporation Income Tax Purposes 
for Insurance Companies, Cai Shui [2009] No. 110, issued by the MOF and the SAT on August 21, 2009 
and eff ective from January 1, 2008 to December 31, 2010.  

123  Notice of Deduction of Reinsurance Claims for Corporate Income Tax Purposes, Guo Shui Han [2009] 
No. 313, issued by the SAT on June 4, 2009. 
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limitations cannot be deductible for CIT purposes.   124  An enterprise should pay the com-
mission through a bank transfer. If an enterprise makes a commission payment in cash to 
a commission agent other than an individual, the enterprise cannot deduct such cash pay-
ment expense for CIT purposes. Furthermore, an enterprise cannot deduct commission 
expenses paid to underwriting fi rms for issuing securities.   125  An enterprise should prop-
erly record commission expenses. It should record income and commission expenses 
separately and cannot directly off set commission expenses against income.   126  Th e com-
mission expenses recorded in fi xed assets and intangible assets should be depreciated or 
amortized and cannot be deducted in current period.   127      

    5.17  Asset Losses   

 Th e deductions of asset losses by enterprises for CIT purposes are subject to specifi c 
requirements and procedures. Th e MOF and the SAT issued a notice of the CIT deduc-
tion policy.   128  Th e SAT further provides detailed implementation rules based on the 
policy.   129  Th e “assets” refers to the assets possessed or controlled by an enterprise, used for 
operation and management and in connection with the gain of taxable revenue, includ-
ing (1) monetary assets such as cash, bank deposits, receivables, and advance payment, 
(2) non-monetary assets such as inventories, fi xed assets, projects in construction, and 
productive biological assets, (3) debt investment, and (4) equity investment.   130     

    5 .17.1  time of and approval for deduction   

 Subject to specifi c requirements and procedures, the loss of those assets generally can 
only be deducted by an enterprise in the year when such loss occurs, and may not be 
deducted in the years prior or subsequent to the loss period. If an enterprise fails to claim 
a loss deduction in the year when loss occurs because the loss cannot be accurately calcu-
lated for various reasons, the enterprise may subsequently obtain an approval of the tax 
authorities for adjustment to the expenses for the year in which the loss occurs.   131  If such 

124  Article 1 of Notice of Policy of Deduction of Commission Expenses for Corporate Income Tax Purposes, Cai 
Shui [2009] No. 29, issued by the MOF and the SAT on March 19, 2009 and eff ective on March 19, 2009. 

125  Article 2 of Cai Shui [2009] No. 29. 
126  Article 5 of Cai Shui [2009] No. 29. 
127  Article 4 Cai Shui [2009] No. 29. 
128  Notice of Policy of Deduction of Asset Losses for Corporate Income Tax Purposes, Cai Shui [2009] No. 57, 

issued by the MOF and the SAT on April 16, 2009 and eff ective on January 1, 2008 
129  Measures for Administration of the Deduction of Asset Losses for Corporate Income Tax Purposes, Guo Shui 

Fa [2009] No. 88, issued by the SAT on May 4, 2009 and eff ective on January 1, 2008 
130  Article 2 of Guo Shui Fa [2009] No. 88. 
131  Article 3 of Guo Shui Fa [2009] No. 88. 
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adjustment to prior year expenses results in an overpayment of CIT for the prior year, 
such overpayment can be credited to off set the tax payable for the year in which the 
approval is obtained. If the overpayment is greater than the amount of tax payable for the 
approval year, the excess amount can be credited to subsequent years. If the prior year 
adjustment results in loss for the prior year, the enterprise should fi rst adjust its loss 
for the year and then carry forward losses in accordance with the CIT Law. Th is rule 
on timing of deduction of prior year losses also applies to the losses incurred in the 
years prior to the implementation of the CIT Law where the losses were qualifi ed for 
deduction under the old tax law.   132  

 Asset losses can be classifi ed as self-claimed loss and approved loss. A self-claimed loss 
is the actual asset loss that may be calculated and deducted on tax returns by an enterprise 
itself without an approval of the tax authorities; an approved loss is the asset loss of which 
the deduction shall be subject to the examination and approval by tax authorities.   133  Th e 
following asset losses are self-claimed losses:   134   

   (1)   the asset losses resulted from sales, transfers, and disposal of fi xed assets, pro-
ductive biological assets, and inventory in regular operation and management 
activities by an enterprise;  

   (2)   the losses resulted from normal wear and tear of inventories;  
   (3)   the losses resulted from normal abandonment or disposal of fi xed assets that 

reach or exceed the useful life of the assets;  
   (4)   the asset losses resulted from the natural death of productive biological assets of 

an enterprise that reach or exceed the life of use;  
   (5)   the losses resulted from the transactions of bonds, stocks, funds and fi nancial 

derivative products through securities exchanges and inter-bank markets; and  
   (6)   other asset losses that are determined by the SAT and are not subject to 

examination and approval by tax authorities.     

 Th e asset losses other than those listed above are approved losses; the deductions of 
which are subject to the examination and approval of the tax authorities. If an enterprise 
is unable to ascertain whether its losses are self-claimed or approved losses, the enterprise 
may apply for examination and approval to the tax authorities.   135  

 If an enterprise claims a deduction for an approved loss, the enterprise must submit 
application for deduction to appropriate tax authority. Th e tax authority will examine 

132  Th e Notice on the Issue Concerning Corporate Income Tax Treatment of Prior Asset Losses that Have not 
Been Deducted, Guo Shui Han [2009] No. 772, issued by the SAT on December 31, 2009. 

133  Article 5 of Guo Shui Fa [2009] No. 88. 
134  Article 5 of Guo Shui Fa [2009] No. 88. 
135  Article 5 of Guo Shui Fa [2009] No. 88. 
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the evidence provided and determine whether the claim satisfi es the conditions 
prescribed by the tax regulations. A taxpayer can apply for the approval of deduction 
of losses to the approval authority directly, rather than approval level by level. Th e tax 
authorities are authorized to approve deduction of losses based on the following 
criteria:   136   

   (1)   If the asset loss of an enterprise is resulted from any decision of the State 
Council, aft er the specifi c issues concerning examination and approval on asset 
losses are stipulated by the SAT, the application shall be submitted to provin-
cial tax authorities for examination and approval.  

   (2)   For other asset losses, the provincial tax authorities where an enterprise is 
located should determine the level of approval authority based on such factors 
as amount of loss and the areas of evidence. Th e enterprise should submit the 
application to the designated tax authority.  

   (3)   Th e losses of bundled assets of an enterprise shall be examined and approved 
by the tax authority of the place where the headquarters of such enterprise is 
located.     

 If the approval authority is a provincial tax authority, the decision should be made 
within 30 working days aft er acceptance of an application. If the approval authority is a 
tax bureau below provincial level, the time limit for examination and approval should be 
prescribed by the provincial tax authorities; however, such the time for examination and 
approval should not be longer than 30 working days. Where the taxation authorities 
cannot complete the review within the prescribed period because of complex situations, 
upon the approval of the principals of the taxation authorities at the same level, the term 
can be extended up to 30 days. At the same time, the applicant shall be informed of the 
reason for such extension.   137  An enterprise can submit an application any time, but should 
not be later than the 45th day aft er the end of a year. For special reasons, an enterprise 
may obtain the consent from the tax authority responsible for the examination and 
approval for an extension of time.   138      

    5 .17.2  evidence of asset losses   

 To deduct self-claimed losses, an enterprise should, in accordance with the requirements 
of internal control system of the enterprise, confi rm the asset losses, and keep such 
relevant evidence as asset accounting materials, original credentials, and certifi cates of 

136  Article 6 of Guo Shui Fa [2009] No. 88. 
137  Article 7 of Guo Shui Fa [2009] No. 88. 
138  Article 8 of Guo Shui Fa [2009] No. 88. 
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internal examination and approval for future inspection by the tax authorities. To apply 
for an approval of deduction of approved losses, an enterprise shall provide lawful evi-
dence proving the asset losses are actually generated, including external evidence with 
legal force and internal evidence of specifi c events.   139  Th e external evidence with legal 
force refer to the written documents with legal force in connection with the asset losses 
of the enterprises produced by judicial authorities, administrative authorities, and profes-
sional technical verifi cation authorities, mainly including:   140   

    (1)   Judgments or rulings of judicial authorities;  
    (2)   Certifi cates and replies of case registration and closing of public security 

authorities;  
    (3)   Certifi cates for cancellation, revocation, and suspension of business registra-

tion produced by industrial and commercial authorities;  
    (4)   Bankruptcy and liquidation announcement or settlement and compensation 

documents of the enterprise;  
    (5)   Offi  cial documents of administrative authorities;  
    (6)   Verifi cation reports of the State and the authorized professional technical 

 verifi cation authorities;  
    (7)   Economic verifi cation certifi cates produced by the intermediate agencies with 

legal qualifi cation;  
    (8)   Arbitration documents of economic arbitration agencies;  
    (9)   Insurance investigation documents and insurance settlement documents pro-

duced by insurance companies against insured assets; and  
    (10)   Other evidence in conformity with legal requirements.     

 Th e internal evidence of specifi c events refers to the internal certifi cates or responsibil-
ity statements on destruction or damage, abandonment, inventory losses, deaths, and 
deterioration of the assets of an enterprise with a well-established accounting system and 
internal control system, mainly including:   141   

   (1)   Relevant accounting books and records;  
   (2)   Assets inventory sheets;  
   (3)   Business contracts;  
   (4)   Verifi cation documents or materials of internal technical verifi cation depart-

ments of the enterprises (in case of the items of asset losses of a large amount or 

139  Article 9 of Guo Shui Fa [2009] No. 88. 
140  Article 11 of Guo Shui Fa [2009] No. 88. 
141  Article 12 of Guo Shui Fa [2009] No. 88. 
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signifi cant impact, industrial experts shall be engaged to participate in the 
 verifi cation and discussion);  

   (5)   Internal examination and approval documents and explanations for relevant 
events;  

   (6)   Explanations for responsibility determination and compensation of responsi-
ble persons for the losses caused by mismanagement; and  

   (7)   Statements of legal representative, business in charge, and fi nance in charge 
of the enterprise for undertaking legal liabilities for the authenticity of specifi c 
events.         

    5 .17.3  recognition of monetary asset losses   

 Th e monetary asset losses of an enterprise include cash losses, bank deposit losses, and 
receivable (advance payment) losses.   142  Th e SAT provides guidance on evidence required 
for recognition monetary asset losses on cash and non-cash assets, respectively. 

  Cash loss . If an enterprise incurs cash loss, the enterprise can recognize the amount 
of loss net of any compensation made by the responsible person. Th e enterprise should 
provide the following evidence:   143   

   (1)   Cash count sheet verifi ed by the cash keeper (including the relevant records 
since the base date);  

   (2)   An explanation and relevant verifi cation documents of the cash keeper on cash 
shortage;  

   (3)   Th e explanations for the determination of responsibility and compensation of 
the responsible person because of misconduct or mismanagement; and  

   (4)   Th e criminal case materials provided by judicial authorities (in cases where a 
crime is involved).     

  Loss of deposits . If an enterprise deposits monetary funds with an institution with 
a legal license to receive deposits and actually cannot recover the funds because of 
bankruptcy or liquidation of such institution in accordance with applicable laws or 
the suspension or close of business under the order of the government, the enterprise can 
recognize deposit loss. Th e deposit loss shall be evidenced by the following evidence:   144   

   (1)   Original receipts of bank deposits;  
   (2)   Legal documents on bankruptcy or liquidation of the depository institution;  

142  Article 13 of Guo Shui Fa [2009] No. 88. 
143  Article 14 of Guo Shui Fa [2009] No. 88. 
144  Article 15 of Guo Shui Fa [2009] No. 88. 
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   (3)   External evidence such as the orders of the  government  for suspension and close 
of business, and  

   (4)   Documents on the remaining assets distribution upon liquidation of the 
 depository institution.     

  Bad debt loss (other than loan loss ). An enterprise may deduct bad debt expense for 
unrecoverable receivables (other than loans) and advance payment if any of the following 
conditions are met:   145   

   (1)   Th e debtor has declared, in accordance with law, bankruptcy, the close of 
business, or dissolution or debtor’s business license has been revoked or 
de-registered and the liquidating assets are not suffi  cient to pay the debt;  

   (2)   Th e debtor is dead or declared missing or dead and his or her assets or estate is 
not suffi  cient to pay the debt;  

   (3)   Th e debt is overdue for more than three years and there is suffi  cient evidence 
that the debtor is not able to pay the debt;  

   (4)   Th e enterprise is unable to seek recovery of debt aft er failing to reach a debt 
restructuring agreement with the debtor or the approval of court on bank-
ruptcy reorganization plan;  

   (5)   Th e enterprise cannot recover the debt as a result of force majeure events such 
as natural disasters or wars; and  

   (6)   Other conditions provided by the MOF and the SAT.     

 An enterprise must obtain an approval of the tax authority before deducting receivable 
(advance payment) losses. Th e enterprise should provide the following evidence in its 
application for the bad debt deduction:   146   

   (1)   Th e notice of court on bankruptcy and liquidation documents in bankruptcy 
proceedings;  

   (2)   Th e judgment or ruling of court denying the claim of debt recovery by the 
enterprise or the ruling of court stopping the enforcement of a successful 
judgment;  

   (3)   Th e certifi cate of industrial and commercial authorities for cancellation or 
revocation of business registration of the debtor;  

   (4)   Th e documents showing administrative decisions of governmental authorities 
on cancellation and order of closing business of debtor;  

   (5)   Th e death or missing certifi cate issued by public security authorities;  

145  Article 4 of Cai Shui [2009] No. 57. 
146  Article 16 of Guo Shui Fa [2009] No. 88.  
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   (6)   Th e clear evidence of inability to pay off  debts that have been due for more than 
three years. Th e enterprise should maintain the records of payment demands 
to and discussions with the debtor. Th e enterprise should confi rm that the 
debtor’s liabilities are greater than its assets and debtor had losses for three 
consecutive years or ceases to business for more than three years. Th e enterprise 
also must confi rm that there is no business transaction with the debtor for three 
years;   147   

   (7)   Th e reorganization agreement with debtor and relevant evidence thereof; and  
   (8)   Other relevant evidence.     

 Of the unrecoverable receivables, if the amount of an item is so small that a successful 
recovery would not be suffi  cient to cover the cost for recovery eff orts, an enterprise can 
make a specifi c explanation rather than providing the evidence listed above.   148  

 On and aft er January 1, 2009, enterprises in the telecommunication industry may 
deduct bad debt for telephone fee receivables overdue for more than one year if each 
relevant single customer’s fee is small. Th e general evidence requirement for bad debt 
deduction as discussed above does not apply; the telecom enterprise need only provide 
an explanation.   149      

    5 .17.4  recognition of non-monetary asset losses   

 Th e non-monetary asset losses of enterprises include losses of inventories, fi xed assets, 
construction in progress, and productive biological assets.   150  

  Loss on inventory count . If an enterprise incurs a loss on inventory count, the enterprise 
can recognize the amount of loss net of any compensation made by the person responsi-
ble for the loss. Th e enterprise should provide the following evidence to prove the inven-
tory losses:   151   

   (1)   Inventory count sheets;  
   (2)   Th e description of losses prepared by an inventory custodian;  
   (3)   Th e basis for value determination of the inventories (including relevant ware-

housing documents, purchase invoice price of identical or similar inventories or 
other bases for determination); and  

147  Article 18 of Guo Shui Fa [2009] No. 88.  
148  Article 17 of Guo Shui Fa [2009] No. 88. 
149  Notice of the Issue of Bad Debt Deduction for Telecomm Enterprises, Guo Shui Han [2010] No. 196, issued 

by the SAT on May 12, 2010. 
150  Article 19 of Guo Shui Fa [2009] No. 88. 
151  Article 20 of Guo Shui Fa [2009] No. 88. 
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   (4)   Th e description of the determination of relevant liabilities and compensation 
by a liable person within an enterprise, and documents of internal review and 
approval.     

  Loss on inventory scrap, damage and deterioration . If an enterprise incurs a loss on 
inventory scrap, damage, or deterioration, the enterprise can recognize the amount of 
loss, which is the tax basis of inventory less residual value, insurance payment, and any 
payment from a responsible person. Th e enterprise should provide the following evidence 
to prove the inventory losses:   152   

   (1)   Th e certifi cate of technical assessment produced by relevant technical depart-
ments within an enterprise where the single item or batch of inventories involves 
small amounts (accounting for less than 10 percent of the same category of 
inventories, or a decrease in the taxable income or increase in losses of less than 
10 percent or less than RMB100,000);  

   (2)   If the amount exceeds the above amount, the enterprise should provide the 
reports issued by professional technical assessment organizations or intermedi-
aries with legal qualifi cations;  

   (3)   Th e description of claim settlement by insurance companies where insurance 
claims are involved;  

   (4)   Th e description of inventory scrap, damage, or deterioration prepared by the 
enterprise and documents showing the examination and approval within the 
enterprise;  

   (5)   Th e description of residual value; and  
   (6)   Th e description of the determination of relevant liabilities and indemnities 

and documents showing internal review and approval.     

  Loss on inventory stolen . If an enterprise incurs a loss on inventory stolen, the enterprise 
can recognize the amount of loss, which is the tax basis of stolen inventory less insurance 
payment and any payment from responsible person. Th e enterprise should provide the 
following evidence to prove the inventory losses:   153   

   (1)   Th e relevant records kept by public security authorities on case report and 
supporting documents for initiating, investigating, and closing cases;  

   (2)   Th e description of the determination of a responsible person and compensa-
tion; and  

152  Article 21 of Guo Shui Fa [2009] No. 88. 
153  Article 22 of Guo Shui Fa [2009] No. 88. 
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   (3)   Th e description of claim settlement by insurance companies where insurance 
claims are involved.     

  Loss of fi xed assets count . If an enterprise incurs a loss as a result of a fi xed assets count 
or of fi xed assets missing, the enterprise can recognize the amount of loss, which is the tax 
basis of the fi xed assets less any payment from responsible person. Th e enterprise should 
provide the following evidence to prove the fi xed asset losses:   154   

   (1)   Fixed assets inventory sheets;  
   (2)   Th e description of losses or missing fi xed assets. If the single item or batch of 

missing fi xed assets is in a large amount (accounting for at least 10 percent of 
the same category of fi xed assets, or a decrease in the taxable income or increase 
in losses of 10 percent or more, or RMB100,000 or more), the enterprise shall 
explain item by item, and present economic assessment certifi cates produced 
by intermediaries with legal qualifi cations; and  

   (3)   Th e documents of the determination of relevant liabilities within the enterprise 
and documents of internal approval.     

  Loss of fi xed assets scrap and damage . If an enterprise incurs a loss as a result of fi xed 
assets scrap and damage, the enterprise can recognize the amount of loss, which is the tax 
basis of missed assets less residual value, insurance payment and any payment from 
responsible person. Th e enterprise should provide the following evidence to prove the 
fi xed asset losses:   155   

   (1)   Assessment certifi cates produced by relevant internal departments of an 
 enterprise;  

   (2)   If the scrap and damage of fi xed assets are small amounts (accounting for 
less than 10 percent of the same category of fi xed assets, or decrease in the 
taxable income or increase in losses of less than 10 percent, or less than 
RMB100,000) of single items or batches, the enterprise may explain item 
by item, and present technical assessment certifi cates produced by relevant 
internal technical departments. If the amount exceeds the above criteria, the 
enterprise shall explain item by item, and present assessment reports produced 
of professional technical assessment institutions, and may also attach assess-
ment certifi cates produced by intermediaries.  

   (3)   Where the damage or scrap of fi xed assets is caused by force majeure, such as 
a natural disaster, assessment reports produced by relevant governmental 

154  Article 23 of Guo Shui Fa [2009] No. 88. 
155  Article 24 of Guo Shui Fa [2009] No. 88. 
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 functional departments shall be presented, for instance, damage proof issued 
by fi re department, the accident report and certifi cate of vehicle damage issued 
by public security authorities, the certifi cate of house demolition issued by 
housing administration, and the inspection reports issued by public safety 
inspection agencies such as boiler and elevator inspection offi  ces;  

   (4)   Th e description of fi xed assets scrap and damage and the documents of internal 
review and approval of the enterprise; and  

   (5)   Th e description of claim settlement by insurance companies where insurance 
claims are involved.     

  Loss of fi xed assets stolen . If an enterprise incurs a loss on fi xed assets stolen, the enter-
prise can recognize the amount of loss, which is the tax basis of stolen assets less insurance 
payment and any payment from responsible person. Th e enterprise should provide the 
following evidence to prove the asset losses:   156   

   (1)   Th e relevant records kept by public security authorities on case report and 
supporting documents for initiating, investigating, and closing cases;  

   (2)   Th e description of the determination of a responsible person and compensa-
tion; and  

   (3)   Th e description of claim settlement by insurance companies where insurance 
claims are involved.     

  Loss of construction in progress . If an enterprise ceases or abandons a project in con-
struction, the enterprise can recognize the loss of abandonment and demolition, which is 
the tax basis of construction in progress less residual value. Th e enterprise should provide 
the following evidence to prove the asset losses:   157   

   (1)   Th e document issued by the State that ordered the stopping of the project;  
   (2)   Th e documents of project cessation and demolition issued by relevant govern-

ment authorities;  
   (3)   Th e assessment opinion on the abandonment of a project in construction 

and the documents of review and approval; if the abandoned project is a large 
amount item, an assessment report issued by a professional technical assess-
ment agency is required; and

(4) Th e basis for the determination of actual costs of the project.     

156  Article 25 of Guo Shui Fa [2009] No. 88. 
157  Article 26 of Guo Shui Fa [2009] No. 88. 
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 If an enterprise incurs losses of projects in construction caused by a natural disaster 
or an accident, the enterprise can recognize the amount of loss, which is the tax basis 
of the project less residual value, insurance payment and any payment from responsi-
ble person. Th e enterprise should provide the following evidence to prove the asset 
losses:   158   

   (1)   Th e description of claim settlement where insurance claims are involved; and  
   (2)   Th e description of the relevant liabilities and compensation of responsible 

persons determined by the enterprise and the document of internal approval.     

 Th e CIT treatment of losses of construction materials for construction in progress is 
the same as that of inventory loss.   159  

  Loss of productive biological assets . If an enterprise incurs a loss on productive biological 
assets count, the enterprise can recognize the amount of loss net of any compensation 
made by the person responsible for the loss. Th e enterprise should provide the following 
evidence to prove the asset losses:   160   

   (1)   Productive biological assets inventory sheets;  
   (2)   Th e description of losses. If the amount of loss is large (accounting for more 

than 10 percent of the same category of assets, or decrease in the taxable income 
or increase in losses of more than 10 percent, or more than RMB100,000) of 
a single item or batch, the enterprise should explain item by item; and  

   (3)   Th e description of the determination of relevant liabilities and documents of 
internal review and approval.     

 If an enterprise incurs a loss on productive biological assets resulting from plant 
diseases, pests, epidemics and death, the enterprise can recognize the amount of loss, 
which is the tax basis of assets less residual value, insurance payment, and any payment 
from a responsible person. Th e enterprise should provide the following evidence to prove 
the asset losses:   161   

   (1)   Th e assessment certifi cate produced by relevant internal departments of the 
enterprise;  

   (2)   In the case where a single item or batch is relatively large (accounting for 
more than 10 percent of the same category of assets, or a decrease in the 

158  Article 27 of Guo Shui Fa [2009] No. 88. 
159  Article 28 of Guo Shui Fa [2009] No. 88. 
160  Article 29 of Guo Shui Fa [2009] No. 88. 
161  Article 30 of Guo Shui Fa [2009] No. 88. 
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taxable income or increase in losses of more than 10 percent, or more than 
RMB100,000), the itemized explanation made by the enterprise concerning 
the plant diseases, pests, epidemics, and death of productive biological assets, 
and the assessment reports produced by professional technical assessment 
departments;  

   (3)   Th e assessment report produced by relevant functional departments in case of 
plant diseases, pests, epidemics, and death of productive biological assets caused 
by force majeure, for instance, the certifi cate of forest diseases and pests issued 
by government authority in charge of the forestry industry, the epidemics 
certifi cate issued by health and epidemic prevention authorities, the damage 
proof issued by the fi re department, the accident report issued by public 
security authorities;  

   (4)   Description of plant diseases, pests, epidemics, and death of productive biologi-
cal assets of an enterprise and documents of internal review and approval; and  

   (5)   Th e descriptions of claim settlements by insurance companies where insurance 
claims are involved.     

 If an enterprise incurs a loss on productive biological assets because the invento-
ries were felled, stolen or missing, the enterprise can recognize the amount of loss, 
which is the tax basis of assets less insurance payment and any payment from responsi-
ble person. Th e enterprise should provide the following evidence to prove the asset 
losses:   162   

   (1)   Th e relevant records kept by public security authorities on the case report and 
supporting documents for initiating, investigating, and closing cases aft er pro-
ductive biological assets are stolen;  

   (2)   Th e description of the determination of a responsible person and compensa-
tion; and  

   (3)   Th e description of claim settlement by insurance companies where insurance 
claims are involved.     

  Loss on auction of assets . If an enterprise fails to redeem the mortgaged assets on time, 
and causes the same to be auctioned or sold off , the enterprise can recognize the asset loss 
in the amount of tax basis in the assets in excess of auction proceeds. Th e claim of loss 
must be supported by the certifi cate of auction or disposition.   163      

162  Article 31 of Guo Shui Fa [2009] No. 88. 
163  Article 32 of Guo Shui Fa [2009] No. 88. 
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    5 .17.5  recognition of debt investment losses   

  Loss on bad loans . An enterprise may deduct loan losses for CIT purposes if any of the 
following conditions are met:  

   (1)   Th e debtor and the guarantor declare bankruptcy, closure, dissolution, or can-
cellation and terminate their legal person status in accordance with applicable 
law, and the enterprise has sought recovery but is unable to recover the debt 
from the debtor and the guarantor. In such case, the enterprise should provide 
bankruptcy, closure or dissolution certifi cates or cancellation documents of the 
debtor and the guarantor and the certifi cates of business de-registration and 
assets liquidation issued by administrative departments of industry and com-
merce at the county level or above.   164   

   (2)   Th e debtor is deceased, or declared missing or dead in accordance with appli-
cable law and the enterprise has sought recovery but unable to recover the debt 
from the debtor’s assets or estate and the guarantor. In such case, the enterprise 
should provide the certifi cate of decease or missing of the debtor and liquida-
tion certifi cate of assets or estate.   165   

   (3)   Th e debtor suff ers signifi cant losses as a result of a severe natural disaster or 
accident and is not able to repay the debt because of no or insuffi  cient insurance 
coverage; the enterprise has sought recovery but unable to recover the debt 
from the debtor’s liquidating assets and the guarantor. In such case, the enter-
prise should provide the proof that the debtor has suff ered severe natural disas-
ter or accident, the certifi cate of insurance settlement, and the certifi cate of 
asset liquidation.   166   

   (4)   Th e debtor and the guarantor have not declared bankruptcy, closure, dissolu-
tion, or cancellation in accordance with applicable law, but they have com-
pletely discontinued operations and their business licenses have been canceled 
by administrative departments of industry and commerce at county level or 
above in accordance with applicable law; the enterprise has sought recovery but 
is unable to recover the debt from the debtor and the guarantor. In such case, 
the enterprise should provide the certifi cates of cancellation or revocation of 
business licenses of the debtor and the guarantor and the certifi cate of assets 
liquidation.   167   

   (5)   Th e debtor and the guarantor have not declared bankruptcy, closure, dissolution, 
or cancellation in accordance with applicable law, but they have completely 

164  Article 5(1) of Cai Shui [2009] No.57; Article 34 (1) of Guo Shui Fa [2009] No. 88. 
165  Article 5(2) of Cai Shui [2009] No.57; Article 34 (2) of Guo Shui Fa [2009] No. 88. 
166  Article 5(3) of Cai Shui [2009] No.57; Article 34 (3) of Guo Shui Fa [2009] No. 88. 
167  Article 5(1) of Cai Shui [2009] No.57; Article 34 (4) of Guo Shui Fa [2009] No. 88. 
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 discontinued operations or are missing and have not attended annual industrial 
and commercial inspection for two consecutive years; the enterprise has sought 
recovery but is unable to recover the debt from the debtor and the guarantor. In 
such case, the enterprise should provide the certifi cates of inquiry and assets 
liquidation issued by administrative departments of industry and commerce at 
county level and above.   168   

   (6)   Th e debtor has received criminal penalties, the debtor’s assets are insuffi  cient to 
repay the debt, and there are no other obligators; the enterprise has sought 
recovery but is unable to recover the debt. In such case, the enterprise should 
provide the proof of the court decision and assets liquidation.   169   

   (7)   Th e enterprise brought and won a legal action against the debtor and the 
guarantor, but the enterprise is unable to recover the debt due to the insuffi  -
cient assets of the debtor and the guarantor to enforce the judgment and the 
court has ruled a termination of judgment execution. In such case, the enter-
prise should provide the proof of the court decision and assets liquidation. 
Furthermore, where the execution of judgment is terminated, the enterprise 
should provide an estimate of fair market value of assets of the debtor and the 
guarantor. If the value of assets is insuffi  cient to pay off  the claims with priority 
higher than the enterprise’s debt in accordance with Bankruptcy Law, the 
enterprise may provide specifi c explanation and claim a bad debt deduction of 
the full amount of debt; if there is a balance aft er paying all the priority claims 
and such remainder is insuffi  cient to pay off  the debt, the permissible bad debt 
deduction should be determined based on the ratio of the debts. Where the 
enterprise has more than one debt claim against one debtor, the amount of debt 
losses should be determined in the principle of analogy.   170   

   (8)   Th e enterprise brings a legal action against the debtor and the guarantor, but 
the court dismisses the action, or rules to release (or partially release) the 
debtor’s debt because the debtor and the guarantor can on longer be qualifi ed 
defendants and there are no other obligators, or the court does not to accept or 
support such action because of loss of written evidence of debt or statutes of 
limitation; the enterprise has sought recovery but is unable to recover the 
debt. In such case, the enterprise should provide the proof of the decision of the 
court to reject, not accept, or not support the action or claim, or a judgment, 
ruling, or civil mediation agreement that releases the debtor’s obligation.   171   

168  Article 34 (5) of Guo Shui Fa [2009] No. 88. 
169  Article 5(4) of Cai Shui [2009] No.57; Article 34 (6) of Guo Shui Fa [2009] No. 88. 
170  Article 5(5) of Cai Shui [2009] No.57; Article 34 (7) of Guo Shui Fa [2009] No. 88. 
171  Article 34 (8) of Guo Shui Fa [2009] No. 88. 
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    (9)   Where (1) the debtor cannot repay matured debts for any reason referred to in 
Items 1 to 8 above, (2) the enterprise obtains debtor’s assets as repayment of 
debt in accordance with applicable law, (3) the value of assets is less than the 
amount of debt, and (4) the enterprise has sought recovery but is unable to 
recover the unpaid amount, the enterprise may claim a deduction for such 
amount. In such case, the enterprise should provide the proof of the accep-
tance of repayment debt in assets, the amount of debt paid in assets, and rele-
vant evidence as required in Items 1 to 8.   172   

   (10)   Th e debtor cannot repay the matured debt to an enterprise for any reason 
referred to in Items 1 to 9 and the enterprise suff ers a loss arising from debt 
restructuring in accordance with applicable law. In such case, the enterprise 
should provide the proof of its loss and the plan of debt restructuring that is 
legally enforceable.   173   

    (11)   Where an enterprise sells loans by means of package sale, public auction, or 
biding upon government approval, the enterprise may claim bad debt loss 
for the tax basis in the loans in excess of sale price. Th e enterprise should 
provide the plan of assets disposal, sales, and transfer agreements, the proof of 
transaction and the reception of payments, and a detailed list of book value of 
the assets.   174   

   (12)   Where the losses are resulted from the lack of internal control system, the 
irregularity of operation procedures, or the lack of clear policy guidance and 
implementation rules in business innovation, for the amount to be assumed 
by the enterprise, the enterprise should provide the documents evidencing the 
reasons for losses or the certifi cate of regulatory agency stating the nature of 
losses and specifi c explanation of losses.   175   

   (13)   If an enterprise suff ers losses because of a criminal case, for the amount to be 
assumed by the enterprise or that cannot be recovered over two years aft er a 
formal investigation by public security authorities, the enterprise should pro-
vide the document evidencing the reasons for losses and case status report 
issued by the public security authorities or prosecutors offi  ce or a judicial 
judgment.   176   

   (14)   In case of balance of a mortgage or pledged loan of RMB5 million or less 
made by a fi nancial enterprise or that of RMB500,000 or less made by a rural 
credit cooperative or a village bank, the enterprise can claim a deduction for 

172  Article 34 (9) of Guo Shui Fa [2009] No. 88. 
173  Article 5(6) of Cai Shui [2009] No.57; Article 34 (10) of Guo Shui Fa [2009] No. 88. 
174  Article 34 (11) of Guo Shui Fa [2009] No. 88. 
175  Article 34 (12) of Guo Shui Fa [2009] No. 88. 
176  Article 34 (13) of Guo Shui Fa [2009] No. 88. 
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the loss if it is not able to recover the loan aft er seeking recovery for more than 
one year. In such case, the enterprise should provide document proving the 
reasons for losses, the detailed records of loan recovery activities (including 
original records of telephone, mail, or personal visits with confi rmation and 
signatures of the person handling the case and the person in charge).   177   

   (15)   An enterprise may claim a deduction of loss for the loan write-off  specifi cally 
approved by the State Council. Th e enterprise should provide the approval 
document issued by the State Council or by relevant departments of the State 
Council upon the consent of the State Council.   178      

 In China, an enterprise generally can only make loans if its business scope includes 
such business activity. An enterprise that is not in the fi nancing business may make loans 
to other entities through entrusted loan arrangement where the lender makes loans 
through a bank. In such an arrangement, the bank will charge a service fee and will not 
assume any liability on the loan.   179  Th e above bad debt loss qualifi cation standards and 
procedures should also apply to non-fi nancial enterprise lenders with respect to entrusted 
loans.   180  

  Credit card losses . If the overdraft  of bank cards and other relevant receivables that 
have been included in the taxable incomes of a fi nancial enterprise meet the conditions 
for bad debts, the enterprise can recognize the losses based on the following evidence:   181   

   (1)   For outstanding payments aft er the card holder and the guarantor declare bank-
ruptcy and their assets are liquidated in accordance with applicable, the enter-
prise should provide court certifi cates of bankruptcy and assets  liquidation.  

   (2)   For outstanding payments aft er the card holder and the guarantor are deceased 
or are declared missing or dead in accordance with applicable law and the assets 
or estate is liquidated, the enterprise should provide certifi cates proving the 
card holder and guarantor are missing or deceased, and the certifi cates of assets 
or estate liquidation.  

   (3)   For uncovered payments aft er the litigation or arbitration and enforcement 
procedures, the enterprise should provide the court judgment or arbitration 
award and certifi cates of enforcement.  

177  Article 34 (14) of Guo Shui Fa [2009] No. 88. 
178  Article 34 (15) of Guo Shui Fa [2009] No. 88. 
179  Reply on the Scope of Entrusted Loans, Yin Tiao Fa [1997] No. 41, issued by the People’s Bank of China on 

July 4, 1997. 
180  Article 39 of Guo Shui Fa [2009] No. 88. 
181  Article 35 of Guo Shui Fa [2009] No. 88. 
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   (4)   In case the card holder and the guarantor close their business due to insol-
vency and their business licenses are de-registered or revoked by administra-
tive departments of industry and commerce at the county level or above, for the 
outstanding payments aft er assets liquidation, the enterprise should provide 
the government approval documents for close of business and the certifi cates of 
de-registration or revocation of business license issued by administrative depart-
ments of industry and commerce.  

   (5)   For an unpaid balance of RMB20,000 or less that cannot be recovered aft er 
seeking recovery for more than two years, the enterprise should provide the 
detailed records of loan recovery activities (including original records of tele-
phone, mail, or personal visits with confi rmation and signatures of the person 
handling the case and the person in charge).     

  Loss on student loans . If a student loan meets the conditions for bad debt of a fi nancial 
enterprise, the enterprise can recognize the losses based on the following evidence:   182  

 Where the debtor is deceased or declared missing or deceased in accordance with 
applicable law, or completely loses civil conduct capacity or labor capacity, and has no 
successor or legatee, and the enterprise cannot recover the loan aft er the loan collaterals 
and personal assets of the debtor are disposed in accordance with applicable law and the 
enterprise seeks recourse against the guarantor, the enterprise should provide the declara-
tions that the debtor is deceased or missing, issued by the public security authorities or 
the death certifi cate of the debtor issued by public security authorities or a hospital, the 
certifi cate of complete loss of civil conduct capacity of the debtor issued by judicial 
departments, or the certifi cate of loss of labor capacity of the debtor issued by hospitals 
above the county level, and information on disposal of collaterals for the student loans 
and recourse against the guarantor.  

   (1)   For loans that still cannot be repaid aft er the procedures of court judgment 
enforcement are taken, the collaterals for the student loan and personal assets 
of the debtor are disposed of in accordance with applicable law, and the recourse 
against the guarantor is sought, the enterprise should provide court judgment 
or fi nal court order for being unable to enforce a judgment, and information on 
disposal of loan collaterals and seeking recourse against the guarantor.  

   (2)   For loans that still cannot be repaid aft er the loans are overdue and aft er the 
loan collaterals and personal assets of the debtor are disposed in accordance 
with applicable law, and the recourse against the guarantor is sought within 
the valid recourse, the enterprise should provide the information of disposal of 
collaterals and recourse against the guarantor.         

182  Article 36 of Guo Shui Fa [2009] No. 88. 
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    5.17.6  recognition of equity investment losses   

 An enterprise may deduct equity investment losses for CIT purposes if any of the follow-
ing conditions are met:   183   

   (1)   Th e investee is declared bankruptcy, closure, or dissolution, or the business 
license of the investee is canceled, de-registered, or revoked.  

   (2)   Th e investee has serious fi nancial diffi  culties and a huge amount of accumu-
lated losses, has not been in business operations for three consecutive years, and 
there is no plan of reorganization or resuming business.  

   (3)   Th e enterprise has no control over the investee, the investment period is com-
plete or over 10 years, and the investee incurs operating losses for three consecu-
tive years, resulting in insolvency.  

   (4)   Th e investee has serious fi nancial diffi  culties and a huge amount of accumu-
lated losses, and its complete liquidation or the period of its liquidation has 
lasted more than three years.  

   (5)   Other conditions stipulated by the MOF and the SAT.     

 Th e amount of loss of equity investment deducted based on the above criteria should 
be the investment costs less the recovery from the responsible person and insurance 
company and the proceeds on disposal or recoverable amount. Th e recoverable mount 
is temporarily deemed to be 5 percent of book balance.   184  Once the loss is confi rmed, the 
full amount of loss can be deducted in computing taxable income in the year in which the 
equity investment loss is incurred.   185  

 To claim equity investment losses in compliance with the conditions listed above, the 
enterprise should provide the following evidence:   186   

   (1)   A written statement certifying relevant investment losses signed by the legal 
representative, the principal offi  cer, and the person in charge of fi nance of the 
enterprise;  

   (2)   Th e public notice of bankruptcy and the liquidation documents of the 
investee, cancellation, and revocation documents issued by administrative 
offi  ce of industry and commerce, administrative orders of relevant govern-
ment agencies, and the legal documents or other proof of termination of busi-
ness and cessation of transaction;  

183  Article 6 of Cai Shui [2009] No. 57. 
184  Article 38 of Guo Shui Fa [2009] No. 88. 
185  Article 1 of Public Notice on the Corporate Income Tax Treatment of Equity Loss, SAT Gong Gao 2010 

No. 6, issued by the SAT on July 28, 2010. 
186  Article 37 of Guo Shui Fa [2009] No. 88. 
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   (3)   Th e description of cost and recovered value of the equity investment; and  
   (4)   Th e description and proof of the distribution of liquidating assets of the 

investee.         

    5 .17.7  loss of managed investment   

 If an enterprise engages a fi nancial management institution to make investments, the 
enterprise should distinguish debt investment from equity investment and separately 
consider whether loss of each type of investment satisfi es the requirements for deduction 
for CIT purposes based on the deduction rules for debt investment and equity invest-
ment respectively.   187      

    5 .17.8  loss on guarantee   

 If an enterprise guarantees the debt of another enterprise and the enterprise pays the debt 
as a result of default of the debtor, the enterprise can recognize a loss for CIT purposes if 
the enterprise cannot recover the payment from the debtor. Th e rules on deduction of 
receivables should apply (see Chapter 5.17.3). Furthermore, to be eligible for deduction 
for a guarantee loss, the guarantee must be relevant to the main activities of productions 
and business operations, such as investment, fi nance, materials supplies, and product 
sales, of the guarantor enterprise. If the guarantee is unrelated to those activities, the guar-
antor enterprise is not allowed to deduct the payments of principal and interest on the 
default loan for CIT purposes.   188      

    5 .17.9  non-deductible losses   

 Th e SAT specifi cally lists the following losses as non-deductible losses for CIT 
purposes:   189   

   (1)   A bad debt loss for an overdue loan that the debtor or the guarantor has 
 economic ability to pay regardless of whatever reasons for non-payment;  

   (2)   A loss resulting from evasion of recovery of creditor’s rights in violation of 
applicable law and regulations;  

   (3)   A loss resulting from the evasion of debt recovery due to administrative 
 intervention;  

187  Article 40 of Guo Shui Fa [2009] No. 88. 
188  Article 41 of Guo Shui Fa [2009] No. 88. 
189  Article 42 of Guo Shui Fa [2009] No. 88. 
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   (4)   A loss on the debt for which an enterprise has not sought recovery against the 
debtor and the guarantor;  

   (5)   A loss on debt arising from non-operation activities;  
   (6)   A loss on a direct loan from an enterprise other than those that can conduct 

loan business in accordance with the State regulations; and  
   (7)   Other equity or credit assets of an enterprise that should not be written off .          

    5.18  Expenses of Real Estate Development   

 Th e CIT treatments of the costs and expenses of real estate development are provided 
the SAT circular, the Measures on the Corporate Income Tax Treatment of Real Estate 
Development Business.   190  Th e tax circular is applicable to enterprises that are engaged in 
real estate development in China, including land development, construction, and the sale 
of residential or commercial buildings, attachments, and relevant facilities. 

 In computing CIT, a real estate development enterprise must separately account 
for period cost and product development cost; the product development cost must 
be further divided into the cost of sold development product and the cost of unsold 
development product.   191  An enterprise may deduct period cost, the cost of sold develop-
ment products, Business Tax and surcharges, and Land Appreciation Tax in computing 
current year taxable income.   192  In computing the current year deductible cost of sold 
development products, an enterprise should fi rst determine the unit project cost of 
saleable area, which is the total development cost of a product divided by total saleable 
area of the product. Th e enterprise then will need to calculate the deductible cost of 
sold development product, which is the size of actual sale of saleable area times the unit 
project cost of saleable area.   193     

    5 .18.1  maintenance costs   

 A real estate development enterprise may deduct, in the current period, the maintenance 
costs that are actually incurred by an enterprise in the course of daily maintenance and 
repair of unsold completed development products and of sold development products, 
including common areas and common facilities.   194  If an enterprise includes the mainte-
nance fund for common area and facilities in its revenue, the enterprise may deduct the 

190  Guo Shui Fa [2009] No. 31. 
191  Article 11 of Guo Shui Fa [2009] No. 31. 
192  Article 12 of Guo Shui Fa [2009] No. 31. 
193  Article 14 of Guo Shui Fa [2009] No. 31. 
194  Article 15 of Guo Shui Fa [2009] No. 31. 
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fund in computing its taxable income at the time the fund is transferred to other 
entity.   195      

    5.18.2  common facilities   

 An enterprise may incur costs in building common facilities in a development area. 
Such facilities may include a club house, property management offi  ce, electricity, heating, 
and water supply facilities, cultural and sports facilities, and child care and education 
facilities   196  Parking facilities constructed in conjunction with an underground infrastruc-
ture of a project should be treated as common facilities.   197  Such common facility costs 
should be handled in accordance with the following provisions:  

   (1)   Where those facilities are not-for-profi t and owned by all the property owners, 
or they are donated to local governments or public utilities, they may be treated 
as public facilities, and the construction costs of those facilities thereof shall be 
included in the tax basis of development products.   198   

   (2)   Where those facilities are for-profi t, or are owned by the development enter-
prise, or the ownerships thereof are not clearly identifi ed or are donated to 
an entity other than local government or public utilities, their costs shall be 
calculated independently. Except for facilities developed by enterprises for their 
own use, which shall be treated as constructions of fi xed assets, the facilities 
should be treated as separate development products.   199      

 If a real estate development enterprise builds postal and communication facilities, 
schools, and medical facilities within the development area, the enterprise shall separately 
account for the costs of those facilities. If those facilities are jointly developed by the 
enterprise and government or a public funded organization, and the government or the 
organization pays the enterprise for the transfer of facilities upon the completion of 
construction, the enterprise should off set the payment against construction costs and 
adjust its current year taxable income by the diff erence between the amount of payment 
and the construction costs.   200      

195  Article 16 of Guo Shui Fa [2009] No. 31. 
196  Article 17 of Guo Shui Fa [2009] No. 31 
197  Article 33 of Guo Shui Fa [2009] No. 31 
198  Articles 17 and 27(5) of Guo Shui Fa [2009] No. 31 
199  Article 17 of Guo Shui Fa [2009] No. 31 
200  Article 18 of Guo Shui Fa [2009] No. 31 
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    5 .18.3  financial charges and commission   

 Real estate development enterprises oft en sell development products before individual 
ownership certifi cates are issued. If a buyer acquires a unit of property by taking a mort-
gage loan, a bank may require that the real estate development enterprise provide a 
guarantee on the mortgage before the individual ownership certifi cate for the unit is 
issued to the buyer. If a real estate development enterprise provides this type or any other 
types of guarantee to the lending institutions for the property sold, it may not deduct 
any fund set aside for such guarantee in computing its taxable income; however, the 
enterprise may deduct the amount of actual loss when the borrower defaults on the loan 
and the enterprise actually pays the loan.   201  

 Th ere is a ceiling for tax deduction on commission expense paid to overseas entities for 
sale of development products, which is 10 percent of the sales proceeds.   202  A real estate 
development enterprise may allocate interest expenses in accordance with accounting 
standards. If the interest is fi nancial expenses, the enterprise may deduct such expenses 
for CIT purpose in current year. If an enterprise group takes a loan from a fi nancial insti-
tution for the use of several members of the group, the interest reasonably allocated to an 
enterprise is deductible for the enterprise.   203      

    5.18.4  other expenses   

 Loss incurred by a development enterprise by virtue of reclaim of land use rights by the 
State without compensation may be deducted as property loss for CIT purposes.   204  
Where a development product (cost objective as its measurement unit) is scrapped or 
damaged, the net loss thereof is allowed to be deducted.   205  If a real estate development 
enterprise uses a development product for not more than 12 months and then sells the 
product, the enterprise cannot take a depreciation expenses for the use of such property 
for the CIT purposes.   206      

    5.18.5  calculation of tax basis   

 Th e tax basis of an enterprise in a real estate product developed consists of the costs and 
expenses allocated into the product in accordance with tax rules. In determining the tax 

201  Article 19 of Guo Shui Fa [2009] No. 31. 
202  Article 20 of Guo Shui Fa [2009] No. 31. 
203  Article 21 of Guo Shui Fa [2009] No. 31. 
204  Article 22 of Guo Shui Fa [2009] No. 31. 
205  Article 23 of Guo Shui Fa [2009] No. 31. 
206  Article 24 of Guo Shui Fa [2009] No. 31. 
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basis, the enterprise must identify cost objects and then allocate various costs into the 
cost objects. 

  Determination of cost objects . A real estate development enterprise may use the follow-
ing methods to determine cost objects:  

   (1)   Th e principle of “salability.” If a development product is salable, it should be a 
cost object where the costs associated with it should be separately accounted for; 
if an item is unsalable, the enterprise can record the cost of the item in an interim 
cost account and then allocate the cost into the cost objects of salable products.  

   (2)   Th e principle of “categorized allocation.” Projects which are developed on the 
same site as a group, completed at similar time and with no apparent diff erence 
in the type of structure may be treated as one cost object.  

   (3)   Th e principle of “diff erentiated based on function.” If a development project 
consists of relatively independent components with diff erent functions, each 
component can be treated as a separate cost object.  

   (4)   Th e principle of “diff erentiated based on pricing.” Development product that 
are expected to be sold at prices with great variations as a result of diff erences in 
the project’s type or function shall be treated as separate cost objects.  

   (5)   Th e principle of “diff erentiated based on cost.” Development products that are 
constructed at diff erent costs as a result of construction diff erence should be 
treated as separate cost objects.  

   (6)   Th e principle of ownership. Development projects that are built on behalf of 
parties other than the owner and those that are owned by several parties shall 
be categorized as diff erent cost objects in accordance with the above-mentioned 
principles.     

 A real estate development enterprise should reasonably determine cost objects of a 
development project prior to the commencement of construction work and should fi le 
the determination with the tax authority in charge. Once the methods are selected, the 
enterprise cannot change them without the consent of the tax authority.   207  

  Includable costs in tax basis of development products . Th e tax basis of a development 
product should include the following costs:   208   

   (1)   Land acquisition fee and relocation compensation. Th is category of cost mainly 
includes the price of land use rights, the fees for supporting municipal infra-
structure and facilities, deed tax, farmland occupation tax, land use fee, land 
idle fee, additional charges, taxes and fees for the change of land usage and/or 

207  Article 26 of Guo Shui Fa [2009] No. 31. 
208  Article 27 of Guo Shui Fa [2009] No. 31. 
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the increase of size, the compensation for the relocation of original property 
user, the expenses of housing construction for the use of original property user, 
compensation for crop damage, compensation for dangerous housing, etc.  

   (2)   Pre-construction costs, which include the costs for hydro-geological survey, 
mapping, planning, design, feasibility study, preparation fee, site leveling, etc. 
incurred during the pre-construction period.  

   (3)   Construction and installation costs, which mainly include fees for project 
 construction and installation.  

   (4)   Infrastructure construction costs, which include the costs of construction of 
roads, water supply, electricity supply, gas, sewage, drainage, communications, 
lighting and other community-based infrastructure as well as the costs of 
 construction of sanitation facilities and garden landscaping.  

   (5)   Supporting public facilities costs. Th e supporting public facilities are those that are 
independent from the project, are not-for-profi t, and are owned by all property 
owners or are given for free to the local government or public funded institutions.  

   (6)   Indirect development costs are the costs incurred for direct management of 
the project and cannot be categorized under any specifi c cost object. Th ese 
costs mainly include the salaries of management personnel, staff  welfare costs, 
depreciation, repair expenses, offi  ce expenses, water and electricity expenses, 
labor protection fee, project management fee, the amortization of temporary 
housing for residents relocated from project site, and the construction costs of 
marketing facilities for the project.     

  Computation and allocation of tax basis . A real estate development enterprise should 
properly assign or allocate development costs into development cost objects. Th e direct 
costs and the indirect costs that can be identifi ed for a specifi c cost object should 
be assigned to the cost object. Common costs and the indirect costs that cannot be 
identifi ed for a specifi c cost object should be allocated based on benefi cial and matching 
principles. Th e following method of cost allocation can be used:   209   

   (1)   Land area method. Th e costs are allocated based on the proportion of the land 
area used for the development cost object in the total area of the land used for the 
project. If the land is developed at one single phase, the costs allocated to a cost 
project are the proportion of the land area of the cost object in the total area of 
the land used to develop all the cost objects. If the land is developed at several 
phases, the costs should fi rst be allocated each phase according to the land area of 
all the cost objects developed at the current phase in the total area of the land 
used to develop all the cost objects in all phases; and then be allocated to a specifi c 

209  Article 29 of Guo Shui Fa [2009] No. 31. 
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cost object based on proportion of the land area of the cost object in the total 
area of the land used to develop all the cost objects at the phase.  

   (2)   Construction area method. Th e costs are allocated based on the proportion 
of the fl oor area of the development cost object in the total fl oor area of the 
project. If the land is developed in one single phase, the costs allocated to a cost 
project are the proportion of the fl oor area of the cost object in the total fl oor 
area of all the cost objects. If the land is developed in several phases, the costs 
should fi rst be allocated each phase according to the fl oor area of all the cost 
objects developed at the current phase in the total fl oor area of all the cost 
objects in all phases, and then be allocated to a specifi c cost object based on 
proportion of the fl oor area of the cost object in the total fl oor area of all the 
cost objects at the phase.  

   (3)   Direct cost method. Th e common costs are allocated based on the direct devel-
opment costs of a cost object developed in the current period in the total direct 
development costs for all cost objects developed in the current period.  

   (4)   Construction budget method. Th e costs are allocated according to the esti-
mated construction cost of a certain cost object developed in the current 
period in the total estimated construction cost of all cost objects developed in 
the current period.     

 Land cost shall generally be allocated by applying the land area method. If an enter-
prise uses other methods, it must obtain prior consent of the tax authority. Th e support-
ing public facilities costs which are accounted as interim cost objects shall be allocated by 
applying the construction area method. Th e loan-related expenses to be shared by several 
cost objects shall be allocated by applying the direct cost method or the construction 
budget method. Th e method for allocation of other cost items shall be determined at the 
enterprise’s sole discretion.   210  

  Time of cost recognition . If an enterprise contributes land use rights to a real estate devel-
opment project in exchange for the products developed using the contributed land use 
rights, the enterprise receiving the land use rights may not recognize the costs of land use 
rights at the time of contribution; at the fi rst time of distribution of products to the con-
tributing enterprise, the land costs shall be determined based on the fair market value of 
the products to be distributed (including current and future distributions) to the contrib-
uting enterprise and the relevant taxes and fees incurred during transfer of the land use 
rights. If an enterprise contributes land use rights to a real estate development project 
in exchange for the products developed not using the contributed land use rights, the 
receiving enterprise should recognize the costs of land use rights, at the time of contribu-
tion, based on the market fair value of the products be distributed to the contributing 

210  Article 30 of Guo Shui Fa [2009] No. 31. 
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enterprise and the relevant taxes and fees incurred during transfer of the land use rights. 
If an enterprise contributes land use rights to a real estate development company in 
exchange for the equity interest in the real estate development company, the receiving 
enterprise should recognize the costs of land use rights, at the time of contribution, based 
on the fair market value of the land use rights and the relevant taxes and fees incurred 
during transfer of the land use rights. In all of the three situations above, if the receiving 
enterprise pays or receives cash, in addition to the exchange, the receiving enterprise should 
add the cash payment to or subtract the cash receipts from the cost of land use right.   211  

 Tax basis should be the actual costs incurred. However in the following situations, a 
real estate development enterprise may accrue certain expenses in computing tax basis of 
a project:   212   

   (1)   If a real estate development enterprise engages a general contractor for a project, 
the fi nal settlement for the contract has not been made, and the amount stated in 
the invoice issued by the contractor is less than the total contract price, then the 
real estate development enterprise may accrue the diff erence for CIT purposes 
provided that suffi  cient evidence should be provided and the maximum amount 
of so accrued expense should not exceed 10 percent of the total contract price.  

   (2)   If a real estate enterprise is obligated to build certain supporting public facili-
ties under development products sales contracts, the irrevocable promise in 
advertisement or project model, or applicable law and regulations, the enter-
prise may accrue the construction costs of such supporting public facilities 
that are not yet built or completed based on the reasonable budget of such 
construction costs.  

   (3)   A real estate development enterprise may obtain various approval certifi cates 
for construction of a project. Th e government will charge various fees during 
the approval process including mandatory contribution to some public funds. 
Th e enterprise may accrue these fees to be paid to the government. If a devel-
oper is also required to contribute to property management fund, common 
facility maintenance, and repair funds, and some other special purpose funds, 
the enterprise may also accrue the portion borne by the enterprise.          

    5.19  Net Operating Losses   

 Losses incurred by an enterprise in a tax year are allowed to be carried forward and 
utilized against income of subsequent years. Th e net operating loss carry-forward period 

211  Article 31 of Guo Shui Fa [2009] No. 31. 
212  Article 32 of Guo Shui Fa [2009] No. 31. 
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is fi ve years.   213  Where the tax authority adjusts the taxable income of a taxpayer for a prior 
year in a tax audit, the increase of taxable income as a result of such adjustment can be 
off set by the net operting loss carryovers available for the year of adjustment.   214  Net oper-
ating loss is not permitted to be carried back. A resident enterprise generally can fi le CIT 
on a consolidated basis for all branches or other form of business establishments within 
the enterprise. Loss of a business establishment can be used to off set income of other 
business establishments of the enterprise. However, losses incurred by the overseas business 
establishment of a resident enterprise cannot be off set against the profi ts from its business 
establishments in the PRC.   215  Th e same principle applies to the asset losses. Th e asset losses 
of domestic and overseas business establishments should be accounted for separately. Th e 
net operating losses resulting from asset losses of overseas business establishments cannot 
be deducted in computing the taxable income of domestic operations.   216      

    5.20  Taxes   

 Taxes and surcharges incurred by an enterprise other than the CIT and creditable Value 
Added Tax are deductible by the enterprise.   217  Th e deductible taxes and surcharges include 
Business Tax, City Maintenance and Construction Tax, Education Surcharge, Customs 
Duty, Stamp Duty, Deed Tax, Land Appreciation Tax, Property Tax, and other similar 
types of central and local taxes and surcharges. VAT is imposed on the import of goods 
into China and the transfer of goods and provision of repair and processing 
services within China. Th ere are two types of VAT payers, general VAT payer and small 
scale VAT payer. A general VAT payer can credit VAT incurred on purchase of materials, 
inventories, and equipment against output tax paid on the sales of its products. As such, 
the VAT incurred by a general VAT payer is not an income statement item and is not a 
deductible expense for CIT. One exception is where an enterprise incurs an inventory 
loss as a result of the stock-taking loss, inventory destruction, inventory scrapping, and 
inventory stolen. In such case, the enterprise is not permitted to credit VAT incurred in 
acquisition of that inventory and the enterprise can deduct the VAT incurred as part of 
the asset loss.   218  Because a small-scale VAT payer cannot credit VAT incurred, it should be 
allowed to deduct the tax.                                                                                                                                                                                                                                                                                                                                                                                                                                                                       

213  Article 18 of the CIT Law. 
214  Public Notice on the Issue of Tax Loss Carryovers Off setting Increase of Taxable Income as Aduit Adjustment, 

SAT Gong Gao [2010] No. 20, issued by the SAT on October 27, 2010 and eff ective on December 1, 2010. 
215  Article 17 of the CIT Implementation Rules. 
216  Article 12 of Cai Shui [2009] No. 57. 
217  Article 31 of the CIT Implementation Rules. 
218  Article 10 of Cai Shui [2009] No. 57. 
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    6.1  Fixed Assets

 In calculating its taxable income, an enterprise may deduct depreciation charges on its 
fi xed assets where the charges are calculated in accordance with tax law and regulations.   1

Th e fi xed assets are the non-monetary assets that are used for a period in excess of 
12 months and that are held by an enterprise for the production of goods, the provision 
of services, leasing, or operation and management, including buildings, structures, 
machinery, mechanical apparatus, means of transportation and other equipment, instru-
ments, and tools that are related to production and business operations.2

1 Article 11 of the CIT Law.
2 Article 57 of the CIT Implementation Rules. 
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    6.1.1  tax basis 

 Th e tax bases of fi xed assets are the historical costs of those assets.   3  Th e tax basis of fi xed 
assets should be determined according to the following methods:   4

   (1)  Th e tax basis of purchased fi xed assets shall be determined based upon the pur-
chase price, related taxes and charges paid, and other expenditures that are 
directly attributed to preparing the assets for their intended use.  

   (2)  Th e tax basis of self-constructed fi xed assets shall be the expenditures that are 
incurred prior to the completion of such construction.  

   (3)  Th e tax basis of fi xed assets under fi nance leases shall be the total lease pay-
ments under the lease contract and the related expenses that are incurred by the 
lessee in the course of entering into the lease contract. Where the total lease 
payments are not specifi ed in the lease contract, the tax basis of fi xed assets 
under fi nance leases shall be the fair value of the assets and related expenses that 
are incurred by the lessee in the course of entering into the lease contract.

   (4)  Th e tax basis of surplus fi xed assets shall be the total replacement value of fi xed 
assets of the same category.  

   (5)  Th e tax basis of fi xed assets that are acquired through donations, investment, 
exchange of non-monetary assets, debt restructuring, and so forth shall be the 
fair value of such assets and related taxes and charges paid.  

   (6)  Th e tax basis of the fi xed assets that have been altered shall be the alteration 
costs that are incurred during the alteration. However, the expenses incurred 
for the alteration of fully depreciated fi xed assets and of fi xed assets leased from 
another party should not be included in tax basis of fi xed assets. Rather those 
expenses are treated as long-term deferred expenses and amortized.   5

 Where a fi xed asset has been placed into service but an enterprise has not obtained the 
full amount of tax invoice because the full payment for the project has not been settled, 
the enterprise may record the cost of and depreciate the fi xed asset based on the contract 
price. When the fi nal invoice is issued, the enterprise should make necessary adjustment 
based on the invoice. Such adjustment should be made within 12 months aft er the asset is 
placed into service.6

3 Article 56 of the CIT Implementation Rules. 
4 Article 58 of the CIT Implementation Rules. 
5 Article 13 of the CIT Law. 
6 Article 5 of Guo Shui Han [2010] No. 79. 
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    6.1.2  normal depreciation method and recovery periods   

 Th e normal allowable method of depreciation for CIT purposes is the straight-line 
method. An enterprise should commence the calculation of depreciation expenses for the 
fi xed assets in the month following the month in which the assets are placed in services. 
Where a fi xed asset ceases to be used, the enterprise shall stop the calculation of deprecia-
tion expenses in the month following the month during which the fi xed asset ceases to be 
used. An enterprise shall reasonably determine the estimated residual value of fi xed assets 
taking into account the nature and the use of the fi xed assets. Once the residual value is 
determined, it shall not be changed.7 Old tax law and regulations set forth minimum 
residual value that is excludable from a depreciable base of fi xed assets in computing 
depreciation expenses. For foreign invested enterprises and foreign enterprises, the resid-
ual value cannot be less than 10 percent of the cost basis of fi xed assets unless otherwise 
approved by the tax authority in charge.8 Domestic enterprises, on the other hand, were
allowed to set up residual value not more than 5 percent of fi xed assets.9 From June 18,
2003 to December 31, 2007, domestic enterprises were required to set up the residual 
value at 5 percent of fi xed assets.   10  On and aft er January 1, 2008, the CIT Law and the
CIT Implementation Rules allow enterprises to set up their own residual value. If a fi xed 
asset was placed in services prior to the implementation of the CIT Law and an enter-
prise continues to use the asset aft er the implementation of the CIT Law, the enterprise 
may reassess the residual value according to the CIT Law. If the reassessment is made, the 
enterprise should determine the recovery period of the asset according to the CIT Law, 
subtract the period of depreciation that has been accrued under the old tax law from the 
newly determined recovery period, and calculate depreciation expenses of the remaining 
tax basis based on the depreciation method prescribed in the CIT Law. If the recovery 
periods of fi xed assets adopted prior to the implementation of the CIT Law are not in 
violation of the provisions of the CIT Law, an enterprise can continue to use the method 
to depreciate those assets.   11

7 Article 59 of the CIT Implementation Rules. 
8 Article 33 of the FEIT Regulations. 
9 Article 31 of the Detailed Rules for Implementation of Provisional Regulations of the PRC on Enterprise 

Income Tax, issued by the MOF on February 4, 1994 and eff ective from January 1, 1994 to December 31, 
2007.

10 Article 2 of the Notice on Follow-up Administration for the Canceled Examination and Approval Items of 
Enterprise Income Tax, Guo Shui Fa [2003] No. 70, issued by the SAT on June 18, 2003; the Notice on 
Clarifi cation of Implementation Period for Adjusting Residual Value Percentage of Fixed Assets for Enterprises, 
Guo Shui Han [2005] No. 883, issued by the SAT on September 14, 2005.

11 Article 1 of the Notice on Several Issues Concerning the Transition of Corporate Income Tax, Guo Shui Han 
[2009] No. 98, issued by the SAT on February 27, 2009.
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 Under the CIT Law and the CIT Implementation Rules, unless otherwise prescribed 
by the departments of the State Council in charge of fi nance and taxation, the minimum 
periods for calculating depreciation expenses for fi xed assets are as follows:12

   (1)  Buildings and structures — 20 years;  
   (2)  Aircraft , trains, vessels, machinery, mechanical apparatus, and other produc-

tion equipment — 10 years;  
   (3)  Instruments, tools, and furniture, that are connected with production and 

business operations — 5 years;
   (4)  Means of transportation other than aircraft , trains, and vessels — 4 years;
   (5)  Electronic equipment — 3 years.

    6.1.3  accelerated depreciation   

 An enterprise may accelerate depreciation of its fi xed assets where (1) fi xed assets 
are upgraded and replaced frequently due to advancement in technologies or (2) fi xed 
assets are exposed to constantly high levels of vibration or corrosion. In those situations, 
an enterprise may shorten depreciable periods or adopt an accelerated depreciation 
method.   13 To avail of the accelerated depreciation, an enterprise should demonstrate that 
the estimated life of a fi xed asset is shorter than the minimum depreciable period pre-
scribed in the CIT Implementation Rules. If an enterprise places a new fi xed asset into 
services and the enterprise had never used an asset whose functions are the same or simi-
lar to the new asset, the enterprise may adopt a shorter depreciable period or accelerated 
depreciation method only if it has suffi  cient evidence that the estimated useful life is 
shorter than the depreciable period prescribed in the CIT Implementation Rules. If the 
enterprise replaces an old fi xed asset before the completion of its depreciation period 
with a new fi xed asset having the same or similar function of the old asset, the enterprise 
may adopt a shorter depreciable period or accelerated depreciation method based on the 
actual life of the old asset and the tax rules.   14  If an enterprise shortens the depreciation
periods, such periods shall not be shorter than 60 percent of the depreciation periods 
prescribed in the CIT Implementation Rules.   15 If an enterprise acquires a used fi xed asset,
the depreciation period should not be shorter than 60 percent of the balance of the 
minimum depreciation period prescribed in the CIT Implementation Rules less the used 

12 Article 60 of the CIT Implementation Rules.
13 Article 32 of the CIT Law; Article 98 of the CIT Implementation Rules.
14 Article 2 of the Notice on the Issues Concerning Corporate Income Tax Treatment of Accelerated 

Depreciation of Fixed Assets, Guo Shui Fa [2009] No. 81, issued by the SAT on April 16, 2009 and eff ective 
on January 1, 2008. 

15 Article 98 of the CIT Implementation Rules.



Fixed Assets  125

life of the asset. Once the minimum depreciation period is determined, such period gen-
erally cannot be changed.   16

 For the accelerated depreciation method, either the double-declining-balance method 
or the sum-of-the-years-digits method can be adopted.   17  Once an accelerated deprecia-
tion method is adopted, such method generally cannot be changed.   18

 Under the double-declining balance method, the following formula is used in comput-
ing depreciation:

Annual depreciation rate 2 Estimated useful life iff n 1= ÷2 years 0100%00

Monthly depreciation rate Annual depreciation rate 12= ÷Annual depreciation rate

Monthly depreciation amount Net book value at the beginn= ing of monthi
 Monthly depreciation rate×

 Since declining-balance depreciation doesn’t always depreciate an asset fully by its end 
of life, the tax rule requires an eff ective conversion from the declining-balance deprecia-
tion to straight-line depreciation for the last two years of an asset’s life. Th e taxpayer 
needs to subtract estimated residual value from net asset value at the beginning of the last 
two years of the asset’s life and then depreciate the balance using the straight-line method 
over the last two years.   19

 Under the sum-of-the-years-digits method, the following formula should be used to 
compute depreciation expenses of a fi xed asset:20

Annual depreciation rate Remaining years of useful life=
÷ ×÷÷  The sum of years digits of estimated useful life 100%

Monthly depreciation rate Annual depreciation rate 12= ÷Annual depreciation rate

Monthly depreciation amount =

 Monthly depreciation rate
( )Original caal ca ost Estimated residualOriginal ca ost value

×

 For example, for a fi xed asset having a useful life of 5 years, the Years’ digits are: 5, 4, 
3, 2, and 1 and the sum of the digits is 15 (5 + 4 + 3 + 2 + 1). Th e depreciable cost, i.e., original 

16 Article 3 of Guo Shui Fa [2009] No. 81. 
17 Article 98 of the CIT Implementation Rules.
18 Article 4 of Guo Shui Fa [2009] No. 81.
19 Id.
20 Id.
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cost less Estimated residual value, will be depreciated at 5/15 for the fi rst year, 4/15 for the 
second year, 3/15 for the third year, 2/15 for the fourth year, and 1/15 for the fi ft h year.

 If an enterprise needs to shorten depreciable period or adopt an accelerated deprecia-
tion method, the enterprise must fi le with the tax authority in charge within one month 
aft er acquiring the asset. Th e enterprise should submit the following documents to the 
tax bureau:

   (1)  Th e function of the fi xed asset and the reasons that its estimated useful life 
is shorter than the minimum depreciation period described by the CIT 
Implementation Rules and the supporting documents;

   (2)  Th e function of the replaced fi xed asset and the explanations of use and 
disposal of the replaced asset;

   (3)  Th e explanation of accelerated depreciation method that the enterprise plans 
to adopt; and  

   (4)  Other materials as required by the tax authorities.

 Th e tax bureau in charge will inspect the actual surroundings where the fi xed asset is 
used at the time of annual tax assessment. If the fi xed asset does not meet the require-
ments for accelerated depreciation, the tax authority has the right to request that the 
enterprise stop accelerated depreciation.21  If an enterprise adopts a useful life shorter than 
the minimum life prescribed by the CIT Implementation Rules and if the enterprise con-
tinues to use the asset for more than 12 months aft er the end of the adopted shorter useful 
life, the enterprise cannot use a shorter useful life for the subsequently replaced asset or 
rebuilt assets with similar functions.   22

    6.2  Biological Assets

 Biological assets used for production refers to biological assets that are held by an enter-
prise for the production of agricultural products, the provision of services, leasing, and so 
forth, including economic forests, forests of charcoal and fi rewood, productive livestock, 
and draft  animals,. Th e tax basis of biological assets used for production shall be deter-
mined using the following methods:23

   (1)  For purchased biological assets used for production, the tax basis is the pur-
chase price and related taxes and charges paid;  

21 Article 5 of Guo Shui Fa [2009] No. 81.
22 Article 6 of Guo Shui Fa [2009] No. 81. 
23 Article 62 of the CIT Implementation Rules.
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   (2)  For biological assets used for production that are acquired through donation, 
investment, exchange of non-monetary assets, and debt restructuring, the tax 
basis shall be the fair value of such assets and related taxes and charges paid.

    6.3  Oil and Gas Enterprises

 Enterprises engaged in oil and nature gas, including coal bed methane, exploration are 
subject to a special rule for depreciation, depletion, and amortization of certain expenses 
for fi xed. Th is special rule is applicable to the expenses incurred by the oil and gas enter-
prises prior to commercial production period. Th e commercial production period is the 
period where oil or gas wells can steadily produce oil and gas for commercial sales aft er 
exploration and development.24

    6.3.1  expenses of acquisition of exploration rights   

 An oil and gas enterprise may incur various expenses in acquiring exploration rights, 
exploitation rights, land use rights, or sea use rights for the mining areas, including vari-
ous fees for granting those rights, professional fees and other reasonable expenses directly 
attributable to the acquisition of those rights and interests in mining areas. Th e enterprise 
may choose to deduct those expenses in the current period against income derived from 
the enterprise’s other oil (gas) fi elds. Alternatively, the enterprise may amortize those 
expenses using the straight-line method over a period of three years from the month 
following commencement of commercial production in the corresponding oil (gas) fi eld. 
Where an oil and gas enterprise elects not to deduct those expenses currently and termi-
nates operations due to its failure to fi nd a commercially viable oil (gas) structure, the 
enterprise can write off  the unamortized balance of those expenses as a loss in the year 
in which operations are terminated.   25 Once an oil and gas enterprise elects to deduct 
or amortize the costs of exploration rights, it cannot subsequently change the method 
elected.26

    6.3.2  exploration expenses   

 Exploration expenses refer to all expenses incurred by oil and gas enterprises in geological 
surveys, geophysical exploration, shaft  exploration activities, and other relevant activities 

24 Article 1 of the Notice of Tax Treatment of Depreciation and Deletion for Expenses and Relevant Fixed Assets 
for Oil and Gas Production Enterprises, Cai Shui [2009] No. 49, issued by the MOF on April 12, 2009 and 
eff ective on April 12, 2009. 

25 Article 2 of Cai Shui [2009] No. 49. 
26 Article 5 of Cai Shui [2009] No. 49. 
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to identify exploration areas and verify oil and gas reserves. Except for those incurred in 
respect of shaft  exploration that are anticipated to become assets, all expenses incurred by 
oil and gas enterprises prior to commencing commercial production may be deducted 
from income derived from the enterprise’s other oil (gas) fi elds in the same period in 
which such expenses are incurred. Alternatively, such expenses can be amortized using 
the straight-line method over a period of three years from the month following 
commencement of commercial production in the corresponding oil (gas) fi eld.   27  Once
an oil and gas enterprise elects to deduct or amortize the exploration expenses, it cannot 
subsequently change the method elected.   28 Where an oil and gas enterprise elects not to 
deduct exploration expense currently and terminates operations due to its failure to fi nd 
a commercially viable oil (gas) structure, the expenses that have not yet been deducted 
shall be deducted as losses in the year in which operations are terminated. If a shaft  is 
determined to be commercially viable and the assets formed as a result of the oil and gas 
enterprise’s expenditure on exploration activities has a useful life of more than 12 months, 
such shaft  exploration expenses shall be carried forward as the cost of developing such 
assets and depreciated in accordance with the rules of depreciation of development 
assets.29

    6.3.3  depreciation of development assets   

 Development expenses are all expenses incurred in constructing or renovating shaft s and 
facilities relevant to the acquisition of oil and gas in proven mining areas. All develop-
ment expenses incurred by an oil and gas enterprise prior to commercial production shall, 
regardless of the purpose of such expenditure, be aggregated as the cost of developing 
such assets. Th e enterprise can depreciate the development assets, using the straight-line 
method without residual value, from the month following commencement of commer-
cial production for the corresponding oil (gas) fi eld. Th e minimum depreciation period 
is eight years.30 Once an oil and gas enterprise determines the years of depreciation of 
development expenses, it cannot subsequently change the years determined.   31  Where an 
oil and gas enterprise terminates production in an oil (gas) fi eld, outstanding deprecia-
tion charges for development assets shall be deducted as losses in the year in which pro-
duction in the relevant oil (gas) fi eld is terminated.   32

27 Article 3 of Cai Shui [2009] No. 49. 
28 Article 5 of Cai Shui [2009] No. 49. 
29 Article 3 of Cai Shui [2009] No. 49. 
30 Article 4 of Cai Shui [2009] No. 49.
31 Article 5 of Cai Shui [2009] No. 49. 
32 Article 4 of Cai Shui [2009] No. 49.
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    6.3.4  abandonment costs   

 When an oil or gas well becomes unprofi table or has been proven non-productive, it will 
be abandoned. Substantial costs will be incurred on decommissioning, abandonment 
and removal off  off shore oil and gas installation. In 2000, the MOF and the SAT issued 
a circular addressing the tax treatment of abandonment costs for Chinese-foreign coop-
erative off shore oil and gas exploitation.   33  According to the 2000 tax circular, when a 
Chinese-foreign cooperative off shore oil and gas project production completes, the 
Chinese and foreign oil companies in the cooperative project should determine the net 
abandonment cost by subtracting sale proceeds from the actual abandonment expenses. 
Such net abandonment cost should be confi rmed by the tax authority in charge. If the 
Chinese and foreign companies in the cooperative project have income from another 
off shore oil and gas project with identical parties, the abandonment cost should be amor-
tized over a period of fi ve to ten years using straight line method in computing the taxable 
income from the other oil and gas project. If life of income of the the project is less than 
fi ve years, the amortization period should be the actual income years. If there is no income 
from a subsequent oil and gas project with the identical parties, the abandonment cost 
can be carried back for three years in computing taxable income. If tax has been paid for 
the carry back period, it can be refunded.

 In June 2010, National Development and Reform Commission, National Energy 
Bureau, the MOF, the SAT, and State Oceanic Administration issued the Provisional 
Measures on Administration of Abandonment of Off shore Oil and Gas Production 
Facilities.34  According to the June 2010 circular, the operator of an off shore oil/gas proj-
ect must prepare an abandonment plan at the time it prepare exploitation plan before the 
commencement of commercial exploitation. Th e operator may amend the abandonment 
plan aft er three years aft er the commencement of commercial production. For an off -
shore oil/gas project that commenced commercial production before June 23, 2010, the 
operator should prepare the abandonment plan before June 23, 2012. Th e abandonment 
plan should be fi led with the State agencies in charge of energy, fi nance, and taxation.35

An operator of off shore oil/gas fi led should accrue the abandonment expenses each 
month on either straight-line or unit of production basis. Once the method is adopted, it 
cannot be changed. If the commercial production commences on or aft er June 23, 2010, 
the operator should start the monthly abandonment expense accrual from the month 

33 Notice on Tax Treatment of Abandonment Costs of Off shore Oil and Gas Wells by Chinese-Foreign 
Cooperative Projects, Cai Shui Zi [2000] No. 21, issued by the MOF and the SAT on Feburary 18, 2000.  

34 Th e Notice on Issuing the Provisional Measures on Administration of Abandonment of Off shore Oil and 
Gas Production Facilities, Fa Gai Neng Yuan [2010] No. 1305, issued by National Development and 
Reform Commission, National Energy Bureau, the MOF, the SAT, and State Oceanic Administration on 
June 23, 2010.  

35 Article 7 of Fa Gai Neng Yuan [2010] No. 1305. 
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following the month of commencement of commercial production. If the project com-
menced its commercial production before June 23, 2010, the operator should start accru-
ing the abandonment expenses from the month following the month in which the 
abandonment plan is initially fi led.36  Where the accrued abandonment expenses are not 
suffi  cient to settle all the abandonment liabilities aft er the completion of commercial 
production, the shortage should be provided one-time. On the other hand, if the accrued 
expenses are greater than the actual abandonment expenses, the excess amount should be 
returned.37  For a Chinese-foreign cooperative off shore oil/gas exploitation project, the 
accrued abandonment expenses should be deposited at a special bank account within 
the PRC. Such bank should be jointly designated by the Chinese and foreign investors of 
the project. Interest earned on the bank deposit should be also part of the fund for aban-
donment costs.38  Th e June 2010 circular does not expressly provide the tax treatment of 
the abandonment costs. Presumably, the abandonment expenses should be deductible at 
the time of accrual for CIT purposes. Th e SAT is expected to issue a tax circular provid-
ing rules for the implementation of the June 2010 circular. Th is circular has not been 
issued at the time of completion of manuscript of this book.

    6.4  Intangibles   

 In calculating its taxable income, an enterprise can deduct the amortization charges on 
intangible assets.   39  Intangible assets are incorporeal, non-monetary, long-term assets that 
are held by an enterprise for the production of goods, provision of services, leasing or 
operation and management, including patents, trademarks, copyrights, land use rights, 
proprietary technologies, goodwill, and so forth.   40 Th e tax basis of intangible assets 
should be determined using the following methods:   41

   (1)  Th e tax basis of purchased intangible assets shall be the purchase price, related 
taxes and charges paid, and other expenditures that are directly attributed to 
preparing the assets for their intended use;  

   (2)  Th e tax basis of self-developed intangible assets shall be the expenses that are 
incurred by an enterprise during the period from when the intangible assets 
fi rst meet the criteria for capitalization to when the intangible assets reach the 
stage of their intended use.

36 Article 14 of Fa Gai Neng Yuan [2010] No. 1305. 
37 Article 15 of Fa Gai Neng Yuan [2010] No. 1305. 
38 Article 18 of Fa Gai Neng Yuan [2010] No. 1305. 
39 Article 12 of the CIT Law.
40 Article 65 of the CIT Implementation Rules.
41 Article 66 of the CIT Implementation Rules.
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   (3)  Th e tax basis of intangible assets that are acquired through donations, invest-
ments, exchanges of non-monetary assets, debt restructurings, and so forth 
shall be the fair value of the assets and the related taxes and charges paid.     

 Intangible assets must be amortized using the straight-line method. Intangible assets 
that are acquired through investments or acquisition should be amortized over their lives 
prescribed under relevant laws or contracts. Other intangible assets should be amortized 
over ten years. However, expenditures that are incurred in acquiring goodwill are not 
amortizable. Such expenses must be capitalized in the tax basis of the acquired business; 
the enterprise can deduct the capitalized expenses when it disposes of the entire business 
or liquidates the enterprise.42  Th e CIT Law and the CIT Implementation Rules do not 
provide detailed rules on the allocation of the purchase price. Presumably, the purchaser 
and seller may agree on the price allocation based on the fair market value of the assets, 
rather than book value of the assets. It is not clear whether the purchaser or both parties 
may allocate a portion of the purchase premium over the net book value of the assets to 
some identifi able intangibles that were not on the seller’s books. Th ose intangibles may 
include the in-process R&D, customer list, and non-competition agreements. As those 
identifi ed intangibles are not goodwill, arguably those intangibles should be deductible 
or amortizable over the useful life period of the assets.

    6.5  Long-Term Deferred Expenses

 Long-term deferred expenses are certain expenses paid by an enterprise whose amortiza-
tion period is more than one year. Th e CIT Law allows a deduction of those expenses 
based on a matching principle. Th e CIT Law and the CIT Implementation Rules list the 
following long-term deferred expenses:

   (1)  Expenses incurred for the alteration of fully depreciated buildings and struc-
tures, and extension of their useful lives or similar expenses. Such deferred 
expenses should be amortized over the estimated remaining useful life of the 
fi xed assets.   43

   (2)  Expenses incurred for the alteration of leased buildings and structures. Such 
leasehold improvement should be amortized over the remaining lease term 
stipulated in the lease contract.44

   (3)  Expenses incurred for the overhaul of fi xed assets. Such expenses must be more 
than 50 percent of the tax basis at the time of the acquisition of the fi xed assets 

42 Article 67 of the CIT Implementation Rules. 
43 Article 13(1) of the CIT Law; Article 68 of the CIT Implementation Rules. 
44 Article 13(2) of the CIT Law; Article 68 of the CIT Implementation Rules. 
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and the overhaul must extent the useful life of the assets for more than two 
years. Th e expenses that meet the above criteria should be amortized over the 
remaining useful life of the fi xed assets.45

   (4)  Other expenses that should be treated as long-term deferred expenses. Th ose 
expenses should be amortized over a period of not less than three years starting 
from the month following the month during which the expenditures are 
incurred.46

    6.6  Pre-operating Expenses   

 Prior to January 1, 2008, pre-operating expenses were treated as intangible assets and 
generally should be amortized over no less than 5 years, using the straight-line method, 
starting from the month of production or business operations.47 On and aft er January 1, 
2008, an enterprise can deduct the full pre-operating expenses in the year when the enter-
prise commences its business operations. Alternatively, the enterprise can elect to treat 
pre-operating expenses as long-term deferred expenses and amortize them over three 
years. Once the election is made, the enterprise cannot change the treatment. For the bal-
ance of pre-operating expenses incurred prior to January 1, 2008, an enterprise can con-
tinue to amortize them based on the provisions of old tax law and regulations aft er 
January 1, 2008. Th e enterprise may also apply the rules under new CIT Law to such 
balance.   48 As an enterprise cannot deduct any expenses during a pre-operating period,
it should compute its fi rst profi t or loss year in the year it commences its production or 
business operations.49

45 Article 13(3) of the CIT Law; Article 69 of the CIT Implementation Rules. 
46 Article 13(4) of the CIT Law; Article 70 of the CIT Implementation Rules. 
47 Article 49 of the Implementation Rules for FEIT Law; Article 34 of the Detailed Rules for the Implementation

of the Provision Regulations of the PRC on Enterprise Income Tax. 
48 Article 9 of Guo Shui Han [2009] No. 98. 
49 Article 7 of Guo Shui Han [2010] No. 79. 
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    7.1  General   

 Prior to January 1, 2008, diff erent merger and acquisition tax rules applied to domestic
enterprises and foreign invested enterprises and foreign enterprises, respectively. On 
January 1, 2008, the CIT Law came into eff ect, unifying the two systems. However, the 
new tax law does not specifi cally address the tax treatment of merger and acquisition 
transactions. Article 75 of the CIT Implementation Rules provides that unless otherwise 
prescribed by the State Council departments in charge of fi nance and taxation, an 
 enterprise shall recognize, at the time the transactions take place, gains or losses that arise 
out of transfers of assets in the course of reorganization. Th e CIT Law and the CIT 
Implementation Rules basically authorize the MOF and the SAT to issue merger and 
acquisition tax rules in the form of tax circulars. On April 30, 2009, the MOF and the 
SAT issued the Notice on Certain Issues of Corporate Income Tax Treatment of Enterprise 
Reorganizations.   1 Th e notice prescribes CIT treatment for various types of reorganiza-
tions, including debt restructurings, acquisitions of equity, acquisitions of assets, mergers, 
and de-mergers. Compared with the merger and acquisition rules issued under the old tax 
law and regulations, the new rules provide more detailed guidance in some areas. However, 

1 Th e Notice on Certain Issues of Corporate Income Tax Treatment of Enterprise Reorganizations Cai Shui 
[2009] No. 59, issued by the MOF and the SAT on April 30, 2009 and eff ective on January 1, 2008.
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the new rules are still unclear in many aspects Th e limited available forms for tax-free 
reorganizations and strict requirements of application of those forms make itdiffi  cult for 
many transactions, specically cross-borader transactions, to qualfy for tax-free reorganiza-
tions. Th e SAT subsequently issued a circular   2 in July 2010 that primarily addresses fi lings
and documentation matters in implementing the enterprise reorganization notice. 
Furthermore, some of the rules of enterprise reorganization do not seem neutral; they 
discourage business transactions in some situations. Hopefully, the MOF and/or SAT 
will further review the rules and clarify some of the issues by issuing additional circulars. 
Th is chapter will analyze the new enterprise reorganization rules.    

    7.2  Classifi cation of Reorganizations   

 Enterprise reorganizations are classifi ed into ordinary reorganization and special reorga-
nization based on the diff erent tax treatment.3  An ordinary reorganization is a taxable
transaction in which the CIT Implementation Rules governing normal asset transfers 
should apply. A special reorganization is a tax-free reorganization in which recognition 
of gain or loss will be fully or partially deferred. An enterprise organization will be treated 
as an ordinary reorganization unless the transaction meets specifi c requirements for one 
or more types of special reorganizations and the parties elect to avail the transaction of 
the special reorganization rules.

 Enterprise reorganizations can also be classifi ed into the following types of reorganiza-
tions based on the nature of transactions:   4

   (1)  Change of legal form. Th is includes the change of registered name of an  enterprise, 
the change of registered address of an enterprise, the change of  organizational 
form of an enterprise, and other simple changes regarding an enterprise. Th is 
type of reorganization does not include a reorganization that can be classifi ed as 
any other types of reorganization. 

   (2)  Debt restructuring. Th is is an arrangement between a debtor and its creditors 
relating to debts as a result of fi nancial diffi  culties of the debtor. In a debt restruc-
turing, the creditors make certain concessions based on a written agreement 
between the debtor and the creditors or on a court decision. 

   (3)  Stock acquisition. An enterprise acquires shares of another enterprise and the 
acquiring enterprise controls the other enterprise aft er the transaction.

2 Th e Measures on Administration of Corporate Income Tax Concerning Enterprise Reorganizations, issued by 
the SAT, via SAT Gong Gao 2010 No. 4, on July 26, 2010 and eff ective from January 1, 2010.

3 Article 3 of Cai Shui [2009] No. 59. 
4 Article 1 of Cai Shui [2009] No. 59.
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   (4)  Asset acquisition. An enterprise acquires all or part of the business assets of 
another enterprise.  

   (5)  Merger. Th is is a combination of two or more enterprises in accordance with 
law where one or more enterprises transfer all of their assets and liabilities to 
another existing or newly established enterprise and the shareholders of merged 
enterprise receive equity or non-equity considerations.

   (6)  De-merger. Th is is a split of one enterprise into two or more enterprises in accor-
dance with law where one enterprise transfers all or part of its assets and liabilities 
to one or more existing or newly established enterprises and the shareholders of 
the transferor receive shares of the transferees and/or non-equity consideration.         

    7.3  Parties to Reorganization and Date of Reorganization   

 Parties to a reorganization have the right to elect the special reorganization tax treatment 
if the reorganization satisfi es all the requirements of special reorganization. However, all 
parties to a reorganization must take the same position as to whether to treat the reorga-
nization as an ordinary or special reorganization.5 All parties to a reorganization are:   6

   (1)  the debtor and creditors in a debt restructuring;
   (2)  the seller, the buyer, and the enterprise acquired in a stock acquisition;  
   (3)  the seller and buyer in an asset acquisition;
   (4)  the surviving enterprise, merged enterprise, and shareholders of the surviving 

and merged enterprises in a merger; and
   (5)  the de-merged enterprise, spin-off  enterprise, and the shareholders of the 

de-merged enterprise and spin-off  enterprises in a de-merger.     

 Th e date of reorganization is an important reference date for tax treatment or fi lings 
with respect to a reorganization. For example, a gain or loss generally is recognized on 
the date of reorganization in an ordinary reorganization; however, a holding period is 
required in certain special reorganizations, and commences on the date of reorganiza-
tion. Th e date of reorganization also determines the tax year for which an enterprise 
should report a special reorganization. Th e date of reorganization is:   7

   (1)  for a debt restructuring, the eff ective date of debt restructuring agreement;  
   (2)  for a stock acquisition, the date that the share transfer agreement is eff ective 

and the registration of ownership change has been completed;  

5 Article 4 of SAT Gong Gao 2010 No. 4.
6 Article 3 of SAT Gong Gao 2010 No. 4. 
7 Article 7 of SAT Gong Gao 2010 No. 4.
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   (3)  for an asset acquisition, the date that the asset purchase agreement is eff ective 
and the actual closing has taken place;

   (4)  for a merger, the date that the surviving enterprise has obtained the ownership 
of assets of a merged enterprise and the business registration has been com-
pleted; and

   (5)  for a de-merger, the date that the spin-off  enterprise has obtained the owner-
ship of assets of de-merged enterprise and the business registration has been 
completed.

    7.4  Ordinary Reorganizations   

 As a general rule, each party to an ordinary reorganization should recognize gain or loss 
at the time of the transaction. Th e tax circular concerning enterprise reorganizations 
 provides the following guidance regarding specifi c taxable reorganizations.

    7.4.1  change of legal forms of enterprise   

 A conversion of a legal person such as a corporation into a sole proprietorship,  partnership, 
or other non-legal person organization is a taxable event. Th e company shall be deemed 
to have been liquidated, with all assets distributed to the owners of the company, and the 
owners shall be deemed to have set up a new entity by contributing the assets.   8  At the 
liquidation or deemed liquidation of company, the company is deemed to transfer its 
assets at fair market value and therefore recognizes gain or loss on the deemed transfer. 
Th e owners of the company will recognize gain or loss on the deemed distribution. For 
detailed discussions of liquidation, please see Chapter 13. As the owners of the company 
recognize the gain or loss on the deemed distribution, the owners’ tax basis in the assets 
will be equal to the fair market value of the deemed distributed assets. As such, when the 
owners are deemed to contribute those assets to a newly formed entity, the owners’ tax 
basis in their investment in the new entity will be equal to the fair market value of the 
assets. Th e tax basis of the new entity in the assets will also be equal to the fair market 
value of the assets.   9

 Th e same tax treatment applies to a change of place of registration of an enterprise from 
China to a foreign country or region (including Hong Kong, Macao, and Taiwan). Th e
change of registration is treated as a deemed liquidation of a Chinese company and a 
deemed contribution to the off shore entity by the owners. Under PRC Company Law 
and other relevant laws and regulations, a company established under Chinese laws cannot 

8 Article 4(1) of Cai Shui [2009] No. 59. 
9 Article 4(1) of Cai Shui [2009] No. 59. 



Ordinary Reorganizations  137

simply change its place of registration from China to overseas. Th e company must go 
through formal liquidation procedures. Such a change of legal form would result in an 
actual legal liquidation. One question is whether it is a taxable event for a China resident 
enterprise to move its place of registration overseas while maintaining its China resident 
enterprise status due to the place of eff ective management within China. In such a 
 situation, even though the enterprise maintains its resident enterprise status, such an event 
should be taxable because it does not fi t into any category of special reorganization. 

 Th e taxable event of change of legal form does not include a mere change of registered 
name, registered address, or form of organization. For such simple changes of legal form, 
the enterprise needs only to update its tax registration; unless otherwise provided, the tax 
attributes of the original enterprise generally will be inherited by the changed enterprise. 
Th e enterprise aft er the change can continue to use losses generated prior to the change. 
Th e changed enterprise can continue to enjoy the tax incentives granted to the enterprise 
before the form change unless the enterprise is no longer qualifi ed for the incentives as a 
result of the change.   10  Th e change of registered address is the moving of the place of 
 business registration of an enterprise from one location to another within China. Such 
change oft en results in the change of tax bureau in charge of the enterprise. For example, 
a change of business registration from City A to City B will cause the change of collection 
tax bureau. Th e enterprise will need to de-register with the tax bureau of City A and 
register with the tax bureau in City B. If the enterprise maintains its business operations 
in the form of a branch in City A, the enterprise must convert the tax registration of the 
enterprise to the tax registration of the branch. No gain or loss will be recognized as a 
result of tax de-registration and registration. However, at a tax de-registration, the tax 
bureau oft en will examine the past tax compliance of the de-registering entity and assess 
tax liabilities if any underpayment of tax is found. Th e change of form of organization 
refers to the change of legal form from one type of legal person to another under Chinese 
laws. Th e conversion of a limited liability company into a joint stock company is an 
example of this type of change. No gain or loss will be recognized by the company or its 
shareholders as a result of the change except for the shareholders who sell their shares 
during the conversion.

    7.4.2  enterprise debt restructuring 

 A debt restructuring is oft en involved in a settlement of debt with a consideration less 
than the amount as provided in the original fi nancing agreement or the settlement is fully 
or partially made in non-cash consideration. If an enterprise settles its debt with 
non-cash assets, the debtor enterprise is treated to sell the assets at fair market value and 
then pay the debt. Th e debtor enterprise will recognize gain or loss on the deemed asset 

10 Id.d
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sale and then gain or loss on the debt settlement.   11 For example, an enterprise borrows
RMB1,000,000 from a bank. In a debt restructuring, this borrower transfers a building 
to the bank as a full settlement of the debt. Suppose the borrower’s tax basis in the 
 building is RMB500,000 and the market value of building is RMB900,000. Th e  borrower 
will have a gain of RMB400,000 (RMB900,000 fair market value less RMB500,000 
basis) on the deemed sale of building and then a gain of RMB100,000 on debt settlement 
(RMB1,000,000–RMB900,000). Th e lender will have a debt restructuring loss of 
RMB100,000. Th e lender’s tax basis in the building will be RMB900,000.

 If a creditor enterprise converts its debt into equity of the debtor enterprise, the 
 conversion is treated fi rst as payment of the debt by the debtor and then as an investment 
by the creditor. In such a deemed debt repayment, the debtor enterprise should recognize 
gain or loss on the settlement.   12  Suppose that the debtor issues 100 shares with market
value of RMB8 per share to the creditor in exchange of cancellation of a debt of 
RMB1,000. Th e debtor will be treated fi rst as obtaining a settlement of debt with a 
 payment of RMB800, and should recognize a gain of RMB200. Th e creditor will have a 
loss of RMB200 on the deemed debt payment. Th e creditor then is treated as making an 
investment of RMB800 in the debtor enterprise. Th e tax basis of the creditor in 100 
shares of the debtor is RMB800. 

 A debt restructuring in principle will not change the debtor’s tax attributes.   13 It is
common that the debtor has substantial loss carryovers because of fi nancial diffi  culties. 
Th e debtor can use its loss carryovers to off set full or part of gain recognized on the debt 
settlement. Th e debtor can continue to carry forward the balance of unutilized losses to 
future years within the allowed net operating loss carryover period. Even if the debt 
restructuring results in a majority ownership change (i.e., debt to equity conversion), no 
limitation will be imposed on the use of loss carryover. Th e eligibility of the debtor for tax 
incentives generally will not be changed as a result of a debt restructuring.

    7.4.3  stock acquisition 

 Where an enterprise acquires stock of another enterprise, the shareholder(s) of the 
acquired enterprise should recognize gain or loss on the transfer of stock.   14 Such gain or
loss should be recognized at the time where the equity transfer agreement becomes 
 eff ective and the necessary procedures for change of shareholder have been completed. 
Th e gain or loss is the diff erence between the consideration received for the stock transfer 
and their tax basis in the stock. In computing the gain or loss, the transferor cannot 

11 Article 4(2)(1) of Cai Shui [2009] No. 59. 
12 Article 4(2)(2) of Cai Shui [2009] No. 59.
13 Article 4(2)(4) of Cai Shui [2009] No. 59.
14 Article 4(3) of Cai Shui [2009] No. 59. 
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deduct any undistributed retained earnings of the company.   15  Th e tax basis in the stock 
received by the acquiring enterprise should be determined according to the fair market 
value of the stock.   16 If the acquiring enterprise pays the consideration in cash, the amount 
of cash in principle should be the basis in the stock investment; if non-monetary consid-
eration is paid for the stock, the fair market value of the assets should be the tax basis in 
the stock.

 When a non-resident enterprise transfers equity interest in a China-resident  enterprise, 
the non-resident enterprise generally should be liable for CIT on the gain derived from 
the transfer. Th e gain is the transfer price in excess of the cost of investment in the equity. 
If the non-resident enterprise directly invests in the Chinese-resident enterprise, the cost 
of investment is the amount of actual contribution made by the non-resident enterprise. 
If, however, the non-resident enterprise acquires the equity from other investors, the cost 
is the consideration actually paid for the equity. At the time of transfer, if the Chinese-
resident enterprise has undistributed retained earnings and the various reserves allocated 
from its tax-aft er profi ts, the non-resident transferor cannot deduct such retained  earnings 
and reserves in computing capital gain.   17 Th is provision is consistent with the general 
rule of withholding tax on dividends paid to non-resident enterprises. However, the 
 provision does not distinguish pre-2008 earnings from post-2007 earnings. According to 
the  current tax law and regulations, a non-resident shareholder is subject to 10 percent 
 withholding tax on dividends paid by a resident enterprise. However, if the dividends 
are distributed out of the earnings generated prior to January 1, 2008, such withholding 
tax is exempted. If this non-deduction rule applies to pre-2008 earnings, such application 
would be inconsistent with the exception to general rule of withholding tax on dividends 
concerning pre-2008 earnings and may result in additional tax on the transfer of equity. 
For example, suppose a non-resident enterprise N contributed 100 as registered capital 
to its wholly owned Chinese subsidiary S; S has 20 of pre-2008 retained earnings. 
If N sells shares of S for 180, N would have 80 (180–100) of capital gain. However, 
if N distributes 20 dividends before the share transfer and then sells the shares for 160, 
N would have only 60 (160–100) gain and N would not be subject to withholding tax on 
the 20 dividends.

 If a non-resident enterprise invests in or acquires the equity of a resident enterprise in 
multiple transactions on diff erent dates, and the non-resident subsequently transfers 
the equity of the resident enterprise, the non-resident should compute its gain based on 
the transfer price and investment cost in the currency used in its fi rst investment or 
 acquisition of the equity of resident enterprise. If the diff erent currencies are used in the 
investments or acquisitions, the amounts in subsequent investments or acquisitions 

15 Article 3 of Guo Shui Han [2010] No. 79.
16 Article 4(3) of Cai Shui [2009] No. 59. 
17 Article 3 of Guo Shui Han [2009] No. 698.
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should be converted in the currency used in the fi rst transaction using the exchange rates 
on the dates of subsequent investments or acquisitions. Furthermore, the non-resident is 
required to use the weighted average cost in computing its basis in the equity  transferred.   18

Th e example below illustrates the application of this rule. 
 A non-resident enterprise N contributed USD500,000 in exchange for 50 percent of 

equity of a China-resident enterprise C on March 1, Year 1; the remaining 50 percent was 
owned by another non-resident enterprise F. On May 30, Year 2, N acquired 50 percent of 
equity of C from F for EUR600,00 when EUR to USD exchange rate was 1.5. On 
December 31, Year 3, N sold 40 percent of equity of C to a new non-resident buyer B for 
EUR500,000 when EUR to USD exchange rate was 1.4. N’s gain, derived from the sale 
of 40 percent of equity of C on December 31, 2009, should be computed as follows:

Transfer price  EUR USD= ×EUR =500 000 1 4 700 000, .×000 1 ,

Tax basisaa USD= ( )USD500,000  EUR+USD500,000 × × 40 6× % ,USD= 560,,000

Gain USD  USD USD−= USD =700 560 000 140 000, , USD000 560 ,

 Th e acquisition of stock of an enterprise does not change the existence of the acquired 
enterprise and merely changes the ownership of the acquired enterprise. Regardless of the 
percentage of change of ownership, a taxable stock acquisition in principle will not 
change the CIT attributes or other tax items, such as loss carryovers or credit carryovers, 
of the acquired enterprise. Although the acquiring enterprise can step up (and sometimes 
step down) its tax basis in the stock of the acquired enterprise, the tax basis of the acquired 
 enterprise in its assets will remain unchanged. Th e purchase price in excess of asset basis 
cannot be depreciated or amortized and the acquiring enterprise can only deduct its 
tax basis in the stock when it disposes of the stock. Th e acquisition will not aff ect the 
eligibility of tax incentives that the acquired enterprise has been granted. However, if the 
ownership was the basis for granting such tax incentives, the ownership change may 
 disqualify the enterprise for such tax incentives. For example, suppose a tax holiday was 
granted for a  foreign invested enterprise, which requires a direct foreign ownership of 
equity of 25  percent or more. If a domestic enterprise acquires 100 percent of stock of the 
foreign invested  enterprise, the acquired enterprise will no longer be eligible for the tax 
holiday. Under the CIT Law, tax incentives are granted primarily based on the nature of 
business activities;  unifi ed tax incentives are available for both domestic enterprises and 
foreign invested  enterprises. As such, the acquisition of stock generally should not aff ect 
the enjoyment of tax incentives of acquired enterprises. However, some tax incentives 
were granted under FEIT law prior to January 1, 2008 and some of those foreign invested 

18 Article 4 of Guo Shui Han [2009] No. 698.
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enterprises continue to enjoy those incentives under a transition rule. Th e acquisition of 
stock of those  enterprises could result in a disqualifi cation of those tax incentives. All the 
tax liabilities, including identifi ed and potential liabilities, of the acquired enterprise will 
remain with the acquired enterprise.     

    7.4.4  asset acquisition 

 Where an enterprise acquires assets of another enterprise, the acquired enterprise/ 
transferor should recognize gain or loss on the transfer of assets. Th e gain or loss is the 
diff erence between the consideration received by the transferor and the transferor’s 
tax basis in the assets. Th e tax basis in the assets received by the acquiring enterprise 
should be determined according to the fair market value of the assets.   19  In an arm’s-length 
 transaction, the fair market value should be equal to the consideration paid by the 
 acquiring enterprise. As such, if the acquiring enterprise pays the consideration in cash, 
the amount of cash in principle should be the basis in the assets acquired; if non- monetary 
consideration is paid for the assets, the fair market value of the assets paid and the fair 
market value of the assets acquired should be same. 

 In an asset acquisition, the acquiring enterprise will not take over tax attributes of the 
seller. Th e tax loss carryovers, credit carryovers, and any tax incentives will remain with 
the seller. Similarly, the acquiring enterprise assumes only the liabilities transferred in the 
acquisition; it generally will not assume past tax liabilities of the seller. Accordingly, 
an asset acquisition is a good way to eliminate a buyer’s exposure to pre-acquisition tax 
 liabilities of the seller. Another advantage for the buyer in asset acquisition is that 
the buyer can step up basis in the assets. Th e purchase price should be allocated to the 
assets acquired based on the fair market value of the assets. Th e purchase price in excess 
of the amount allocated to identifi able assets becomes goodwill. Due to the step-up of 
basis in identifi able assets, the acquiring enterprise can deduct, depreciate, and/or 
 amortize the tax basis in accordance with tax law and therefore can reduce its taxable 
income during its post-acquisition operations. On and aft er January 1, 2008, the acquir-
ing enterprise cannot depreciate or amortize the goodwill on acquisition; it can deduct 
the tax basis in the goodwill when the enterprise is liquidated or disposes of the entire 
business. 

 An asset acquisition oft en results in higher tax liabilities than those of stock  acquisition 
for the seller. Th e higher tax liabilities are primarily due to indirect taxes on the transfer 
of assets. Chapter 7.11 summarizes major indirect taxes in connection with  mergers and 
acquisitions. For CIT purpose, if the selling enterprise is owned by another resident 
enterprise, the seller will recognize gain or loss on the sale of assets; if the seller distributes 
the sale proceeds in the form of dividends to the shareholder enterprise, the shareholder 

19 Article 4(3) of Cai Shui [2009] No. 59. 
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will not need to pay CIT again because dividends paid between resident enterprises 
are exempted from CIT. However, if the selling enterprise is owned by a non-resident 
enterprise shareholder, the non-resident enterprise shareholder will be subject to 
10  percent withholding tax on the distribution of sale proceeds in the form of dividend 
by the selling enterprise. Such a tax rate may be reduced by an applicable tax treaty. If 
the selling enterprise is liquidated aft er the sale of assets, the liquidation proceeds 
 representing retained earnings of the selling enterprise will be treated as dividends and 
the remaining amount of distribution in excess of the non-resident enterprise share-
holder’s tax basis in the stock of selling enterprise will be recognized as gain on transfer of 
property subject to 10 percent withholding tax.20  Similarly, if the selling enterprise is 
owned by individual shareholders, the individual shareholders should be subject to 
 individual income tax at 20 percent of gross dividends distributed by the selling enter-
prise.21 Such a tax rate may be reduced by applicable tax treaties for non-resident
individual shareholders. Furthermore, a non-resident individual shareholder should be 
temporarily exempted from individual income tax on dividends paid by a foreign invested 
enterprise.22  If the selling enterprise is liquidated aft er the sale of assets, the liquidation 
proceeds representing retained earnings of the selling enterprise will be treated as 
 dividends and the remaining amount of distribution in excess of the individual share-
holders’ tax basis in the stock of selling enterprise will be recognized as gain on transfer 
of property subject. Th e tax rate on gain on transfer of property is 20 percent, the same as 
that on dividend. Accordingly, unless the selling enterprise is owned by resident enter-
prise shareholders, the asset sales may result in double CIT on the gain derived from the 
sales. In the situation where the selling enterprise has substantial loss carryovers, it may be 
advantageous to structure a deal as asset acquisition from CIT perspective. Th e seller can 
use its loss carryovers to off set gain on the asset sale and the buyer can step up basis in the 
assets acquired. 

 Th e tax basis in the assets received by the acquiring enterprise is determined based 
on the fair market value of the assets.   23  Th is suggests that the purchase price should be
allocated to items of assets acquired based on their respective fair market value. However, 
the CIT Law, the CIT Implementation Rules, and merger and acquisition circulars do 
not address specifi c method of allocation of purchase price in an asset acquisition. Th e 
accounting standards for business combinations not under the same control provide that 
the buyer shall allocate the combination costs on the acquisition date to all identifi able 
assets, liabilities, and contingent liabilities it obtains from the seller. Th e purchase price 

20 Article 5 of the Notice on Certain Corporate Income Tax Issues Concerning Enterprise Liquidation, Cai Shui 
[2009] No. 60, issued by the MOF and the SAT on April 30, 2009 and eff ective on January 1, 2008. 

21 Article 5 of Individual Income Tax Law. 
22 Article 2(8) of Notice on Several Issues Concerning Individual Income Tax Policy, Cai Shui Zi [1994] No. 20, 

issued by the SAT on May 13, 1994. 
23 Article 4(3) of Cai Shui [2009] No. 59. 
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in excess of the fair value of the identifi able net assets is recognized as goodwill.24

Th e “fair value of the identifi able net assets of the acquiree” refers to the balance of the 
fair value of the identifi able assets acquired from the acquiree in a business combination 
minus the fair value of the liabilities and contingent liabilities.   25 According to the guide-
lines for application of the accounting standards issued by the Accounting Standard 
Committee of the MOF, the fair market value of identifi able assets and liabilities should 
be determined based on the following:26

   (1)  Th e fair market value of a monetary asset is its balance on the books of acquired 
enterprise on the acquisition date.  

   (2)  Th e fair market value of fi nancial instruments that are actively traded on market 
such as stock, bonds, and mutual funds is determined based on the market 
value on the acquisition date.

   (3)  Th e fair market value of short-term receivables generally should be the amount 
of receivables. Th e fair market value of long-term receivables should be the 
present value of amount of receivables discounted by applicable interest rate. 
When determining the fair market value of receivables, the possibility of bad 
debt and collection cost should also be considered.  

   (4)  For inventories, the fair market value of fi nished products and merchandise 
should be the estimated sale price less estimated selling expenses, applicable tax 
and fee, and the estimated profi ts that acquiring enterprise sells similar  products. 
Th e fair market value of unfi nished products should be the estimated sale price 
of fi nished products less estimated costs to fi nish the products, estimated  selling 
expenses, applicable tax and fee, and the estimated profi ts that acquiring enter-
prise sells the same or similar products. Th e fair market value of raw materials 
should be based on the replacement costs.  

   (5)  Th e fair market value of fi nancial instruments that do not have an active market, 
such as equity investment in non-listed companies, can be determined based on 
valuation techniques. Th e valuation method should be able to refl ect the 
transaction prices that may be adopted in fair dealings on the valuation day. 
Th e valuation techniques mainly include the prices adopted in the latest market 
transactions, the current fair value obtained by referring to other fi nancial 
instruments of the same essential nature, the discounted cash fl ow method, and 
the option pricing model.  

24 Article 13 of Accounting Standards for Enterprises No. 20 - Business Combinations, Cai Kuai [2006] No. 3, 
issued by the MOF on February 15, 2006. 

25 Article 14 of Accounting Standards for Enterprises No. 20.
26 Guidelines for Application of Accounting Standards for Enterprises No. 20–Business Combination, issued 

by Accounting Standard Committee of the MOF on December 30, 2006 and eff ective on January 1, 2007 
(mandatory applying to public companies only). 
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   (6)  For buildings, equipment, and intangible assets, if there is an active market, 
their fair market value should be determined based on such market value on 
the acquisition date; if there is no active market, the fair market value should 
be determined by referring to same category or similar category of assets 
that have an active market. If there is no active market for the same or 
similar category of assets, the fair market value can be determined based on 
valuation.  

   (7)  Among account payables, notes payables, salary payables, bond payables, and 
long-term payables, the fair market value of short-term liabilities generally 
should be determined based on the amount of payables; the fair market value 
of long-term liabilities should be the present value of the book amount  applying 
appropriate discount rate.

   (8)  For contingent liability acquired, if the fair market value of contingent liability 
can be reliably measured on the acquisition date, the liability should be 
estimated based the amount that a third party would have paid if such party 
were to assume such liability.  

   (9)  Th e fair market value of deferred tax assets and liabilities should be the 
diff erence between the fair market value of identifi able assets and liabilities and 
contingent liabilities and the tax basis of the assets and liabilities.     

 It is common practice that in the absence of specifi c treatment under the CIT Law 
and regulations, accounting treatment can be used as reference. Th e parties to the asset 
acquisition may also engage an independent appraiser to provide asset valuation to 
 support their purchase price allocation.     

    7.4.5  merger 

 A taxable merger is treated as liquidation for both the merged enterprise and the share-
holders of the merged enterprise.   27  In this deemed liquidation, the merged enterprise 
should recognize gain or loss on transfer of its assets based on cashable value or transac-
tion price of its assets.   28 Th e Company Law authorizes two types of merger, an absorption
merger and a newly established merger or dissolution merger. In an absorption merger, 
one company absorbs another company and the merged company is dissolved; in a newly 
established merger or dissolution merger, two or more companies combine to establish a 
new company, and the existing companies are dissolved.29

27 Article 4(4)(2) of Cai Shui [2009] No. 59.
28 Article 3 of Cai Shui [2009] No. 60. 
29 Article 173 of Company Law. 
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 Suppose Company B merged into Company A with Company A as a surviving  company. 
Immediately before the merger, the relevant data is as follows:

 In the merger, Company B transferred all of its assets and liabilities to Company A; the 
shareholders of Company B surrendered their shares of Company B in exchange for 160 
shares of Company A and RMB40 in cash (i.e., the consideration of 80 percent in stock 
and 20 percent in cash). 

 Th is is an example of an absorption merger. First, Company B is deemed to be  liquidated. 
Company B should recognize RMB100 of gain (RMB200 market value–RMB100 basis) 
and pay RMB25 of CIT (RMB100 x 25 % ). Second, Company B’s shareholders are deemed 
to receive RMB175 (RMB200 less CIT RMB25) of distribution at the deemed liquida-
tion. Of this amount, RMB60 is return of capital and RMB115 is dividend. If Company 
B’s shareholders are resident individuals, they will need to pay RMB23 of individual 
income tax (RMB115 x 20 % ). Finally, Company A’s tax basis in Company B’s assets is 
RMB200. According to the merger tax rules, the tax basis of each asset and liability 
received is determined based on fair market value.   30

 Suppose the facts are the same as in the above example, but instead of Company B 
merging into Company A, Company A and Company B are merged into a newly estab-
lished Company C by transferring all of their assets and liabilities into C; Company A 
and Company B are then dissolved. In this newly established merger, Company A and 
Company B both are deemed to be liquidated. In this example, the tax treatments of 
Company B and Company B’s shareholders are the same as that in the absorption merger. 
Th e tax treatments of Company A and Company A’s shareholders are similar to those of 
Company B and Company B’s shareholders. Specifi cally, Company A will recognize 
RMB100 (RMB400–RMB300) of gain and pay RMB25 (RMB100 x 25 % ) of CIT; the 
shareholders of Company A will recognize RMB125 (RMB400–RMB25 CIT–RMB250 
basis) of dividend income. Th e tax basis of Company C in the assets received from 
Company A and Company B will be RMB600. 

30 Article 4(4)(1) of Cai Shui [2009] No. 59. 

Company A (RMB)  Company B (RMB)
 Book value/tax basis of net assets  300 100
 Market value 400 200
 Retained earnings 100 40
 Shareholders’ tax basis in equity  250 60
 Total number of shares outstanding 400 100
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 In two examples above, we have assumed that neither Company A nor Company B has 
loss carryovers. If Company B has loss carryovers in the absorption merger example, 
Company B can use the loss to off set the gain on deemed liquidation. Similarly, in the 
newly established merger, both Company A and Company B can use their respective 
losses to off set their respect gains. However, unutilized losses of merged company cannot 
be transferred to surviving company.   31

 Th e tax treatment of a taxable merger is very similar to that of taxable asset acquisition 
because the merged enterprise is treated as if it had sold all assets at the deemed liquida-
tion. However, there are diff erences between them. 

 First, in an asset acquisition, the selling entity can transfer all or only portion of its 
assets and liabilities to the acquiring enterprise; thus the selling entity does not have to 
be liquidated aft er the asset sale. If the selling enterprise sells all of its assets and then 
 liquidates the company, it must go through formal liquidation procedures. In a taxable 
merger, the merged entity must transfer transfers all of its assets and liabilities to the 
 surviving entity. Although there is a deemed liquidation for CIT purpose, there is no 
actual legal liquidation. Th e merged entity does not need to go through liquidation 
 procedures. However, if the merged entity is converted from a company to a branch of 
the surviving entity, the company must be de-registered with the tax authorities and the 
branch must then be registered with the tax authorities.

 Second, in an asset acquisition, the acquiring company generally does not inherit the 
tax liabilities of selling company. In a merger, the surviving company or the newly estab-
lished company will assume all the liabilities of merged companies.   32  As such, although 
the merged company is deemed liquidated for CIT purposes, the tax authorities can seek 
to recovery unpaid taxes of the merged company from the surviving or newly established 
enterprise.

    7.4.6  de-merger   

 A de-merger is a reverse of merger. A single enterprise (the original enterprise) is sepa-
rated into two or more enterprises. Th e transfer of assets by the original enterprise to a 
spin-off  enterprise is treated as a sale of assets at fair market value by the original enter-
prise; the original enterprise should recognize gain or loss on the deemed sale. Th e tax 
basis of the spin-off  enterprise in its assets is equal to the deemed purchase price (i.e., the 
fair market value) of the assets. If the original enterprise continues to exist, the consider-
ation received by the shareholders of the original enterprise is treated as a distribution. If 
the original enterprise ceases to exist, it is treated as having been liquidated.33

31 Article 4(4)(3) of Cai Shui [2009] No. 59.
32 Article 175 of Company Law. 
33 Article 4(5) of Cai Shui [2009] No. 59. 
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 Suppose Company X engages in both electronics manufacturing and transportation 
business. Company X transfers its transportation business to a newly established 
Company Y. A and B, Company X’s shareholders, receive shares of Company Y. Th e 
transaction is diagrammed in Figure   7.4.6-1  :  

A B

Company X

50% 50%

Pre-de-merger

A B

Company X

50% 50%

Company Y

50%50%

Post-de-merger

Company X before de-merger

Net book value/tax basis

Market value of net assets

Shareholder tax basis

Electronics

200

400

Transportation

100

300

Total

300

700

100

      figure 7.4.6–1      

 Assume the transaction does not meet the requirements of special reorganization or 
the parties did not elect to treat the transaction as a special reorganization, the de-merger 
tax rule for ordinary reorganizations will apply. Company X is treated to sell the transpor-
tation business to Company Y for 300 and thus should recognize RMB200 (RMB300 
market value –RMB100 basis) of gain. Assuming the applicable CIT rate is 25 % , Company 
X should pay RMB50 (RMB200 x 25 % ) of CIT. Company Y will step up basis to RMB300 
in the assets received. Shareholders A and B are treated to receive a distribution of shares 
of Company Y from Company X. Th e tax rule does not address the character of the 
deemed distribution. Presumably, the value of the shares of Company Y should be treated 
as dividends to the extent of accumulated earnings and profi ts (including the gains on the 
deemed sale) of Company X; the value in excess of the retained earnings logically would 
be treated as a return of capital up to the shareholders’ tax basis. Let’s assume the 
de-merger itself does not increase or decrease the value of each business. As such, the 
shares of Company Y should be valued at RMB300 immediately aft er the de-merger 
without considering CIT. Th e question is who will pay RMB50 of CIT on the deemed 
sale. If Company X pays the CIT out of cash maintained for electronics business, the 
value of Company Y will remain RMB300 aft er the de-merger and aft er considering CIT 
liability. In such case, A and B should be treated as receiving 300 of dividends assuming 
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Company X’s retained earnings are no less than RMB300. However, if under the
de-merger agreement, the RMB50 CIT is borne by transportation business (e.g., the cash 
transferred to Company Y will be reduced by RMB50), the value of Company Y should 
be reduced by such tax liability, assuming such liability was not refl ected in RMB300 of 
valuation. In such case, A and B will be treated as receiving RMB250 of dividends.

 Th e de-merger rule provides that the loss of an enterprise cannot be used by another 
enterprise.34  It is not clear how this rule will apply to a de-merger. As the de-merger is 
considered a sale of assets, logically the tax losses of the original enterprise should be 
retained in the original enterprise. Suppose that in our example above, Company X had 
a tax loss carryover of RMB250. In that case, Company X will not have CIT payable on 
the deemed sale because the gain will be fully off set by the loss carryover. Th e remaining 
RMB50 of loss carryover, however, cannot be used by Company Y. Th e loss carryover 
should be retained by Company X and can be used by Company X in the post-de-merger 
years within the valid loss carryover period. 

 Suppose the facts are the same as the example above except Company X transfers trans-
portation business and electronics business to Company Y and Company Z, respectively, 
and Company X will be dissolved. Th e transaction is diagrammed in Figure   7.4.6-2  : 

 In such case, Company X will be treated as selling the entire business at RMB700 and 
will recognize RMB400 (RMB700 market value–RMB300 basis) of gain. Company Y’s 

34 Article 4(5)(5) of Cai Shui [2009] No. 59. 
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      figure 7.4.6–2      
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tax basis in the assets received will be RMB300; Company Z’s tax basis in the assets 
received will be RMB400. Company X is treated as liquidated and A and B should be 
treated as receiving a distribution of RMB600, i.e., RMB700 less RMB100 of CIT paid 
by Company X. Of this RMB600, RMB450 is dividend (RMB400 gain on deemed 
sale –100 CIT  +  150 other retained earnings), RMB100 is the return of capital, and 
RMB50 is the gain on transfer of property. 

 In the two examples above, the shareholders of the original enterprise receive stocks of 
the spin-off  enterprises in proportion to their original ownership in the original enter-
prise. In our previous examples, A and B each owns 50 percent of the original enterprise 
as well as 50 percent of each post-de-merged enterprises. Such proportional ownership 
is not required for ordinary reorganizations. Th e Company Law does not require that 
all shareholders of the original enterprise be shareholders of the spin-off  or split-off  
enterprise. Suppose Company X transfers transportation business to Company Y. 
However, B will reduce his ownership in Company X and receive all shares of Company 
Y. Th e transaction is diagramed in Figure   7.4.6-3  :  

 Company X is treated to sell the transportation business to Company Y for RMB300 
and thus should recognize RMB200 (RMB300 market value – RMB100 basis) of gain. 
Company Y will step up basis to RMB300 in the assets received. Th e tax treatment of 
shareholders is not clear in this situation. Th ere are two possible solutions. 

 One solution is to treat B as redeeming 75 percent of his equity in Company X in exchange 
for 100 percent equity of Company Y. Assuming B’s tax basis in shares of Company X is 
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150  Mergers and Acquisitions

RMB50, his basis in the RMB75 percent equity surrendered should be RMB37.5. Th us, 
B may have RMB262.5 (RMB300 – RMB37.5) of gain on transfer of property. Th is amount 
of again should be adjusted if CIT paid by Company X is borne by transportation business 
(e.g., the cash transferred to Company Y will be reduced) and the value of Company Y is 
therefore reduced. Th e capital gain treatment to B does not seem consistent with “distribu-
tion from enterprise” treatment as provided in the de-merger tax rule. Th e full RMB300 
could be treated as dividends; B’s tax basis in Company X would remain RMB50. Alterna-
tively, B could be treated as receiving RMB262.5 of dividend; B’s tax basis in Company X 
would be reduced to RMB12.5 (RMB50 – RMB37.5). Th e character of income as capital gain 
or dividend is not important for resident individual shareholders, as the tax rate is same 
for both types of income. Such characterization may be important to resident enterprise 
shareholders as the tax treatments for dividends and gain on transfer of property are diff erent 
for them. 

 Another possible solution is to treat the transaction as two steps. In step one, Company 
X transfers the transportation business to Company Y, and A and B each receives 50  percent 
of all outstanding shares of Company Y. In step two, A transfers 50 percent of Company 
Y to B in exchange for 37.5 percent of Company X from B. Th e CIT treatment of step 
one would be the same as the fi rst example of de-merger discussed above. Company 
X should recognize a gain on the transfer of assets to Company Y; A and B will be treated 
as receiving distribution from Company X. Let’s assume A and B each is deemed to receive 
shares of Company Y with a value of RMB150. In step two, each A and B would recognize 
gain or loss on the shares exchange. Assuming the value of Company X aft er the de-merger 
is RMB400, 37.5 percent of Company X should be RMB150. As A’s tax basis in 50 percent 
equity of Company Y is RMB150, A should not have any gain or loss in step two of 
the transaction. B’s tax basis in 37.5 percent equity of Company X is RMB37.5; B should 
have RMB112.5 (RMB150 – RMB37.5) of gain on transfer of  property. For illustration 
purposes, we have not adjusted the value of each company for CIT paid by Company X in 
step one.

 Th e tax result for Company X and Company Y in both solutions is identical. For 
shareholders, in the fi rst solution, only B is taxed on the transaction; in the second 
 solution, both A and B will be taxed on the transaction. As the regulations do not off er 
any guidance, the tax treatment on specifi c transactions will be subject to the interpreta-
tions of tax authorities in charge. 

 One issue is who will be responsible for potential tax liabilities incurred by the original 
enterprise prior to the de-merger. Th e tax rules do not address this question. Company 
Law provides that the post-de-merger companies jointly liable for pre-de-merger  liabilities 
of the original company unless otherwise provided in the written agreement between the 
original company and the creditor prior to the de-merger.   35  According to this provision, 

35 Article 177 of Company Law.
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if there is an underpayment of taxes for the period prior to the de-merger, the tax author-
ities can seek recovery of taxes, interest and penalties from all or any of the post-de-merger 
entities. In practice, if the original enterprise exists aft er the de-merger, the tax authorities 
most likely will go aft er the original enterprise fi rst, as the enterprise is the same legal 
person as prior to the merger. However, the tax authorities could seek recovery from the 
spin-off  enterprises. In the situation where the original enterprise ceases to exist as a result 
of a de-merger, the tax authorities can seek recovery of tax, interest, and penalties from the
new post-de-merger enterprises. When the original enterprise is dissolved, it will need to 
de-register with the tax authorities. In the tax-de-registration process, the tax authorities 
will review the tax fi ling information of the original enterprise and may  perform a tax 
audit. If the tax authorities fi nd any underpayment of taxes of the original enterprise, the 
tax authorities will request that the enterprise settle the taxes, late payment charges, and 
penalties, if any, prior to completion of tax de-registration.    

    7.4.7  documentation and filing requirements 

    7.4.7.1  Change of Legal Form

 A company should fi le Corporate Income Tax Return on Liquidation when the company 
is converted into a sole proprietorship, partnership, or other non-legal person organiza-
tion, or reincorporated in a foreign country or region. With the liquidation tax return 
fi ling, the enterprise should submit the following documents:   36

   (1)  Th e approval document issued by the relevant offi  ce of administration for 
industry and commerce or other government offi  ce concerning the change of 
legal form;

   (2)  Th e tax basis of the enterprise in all of its assets and the asset valuation report 
issued by a PRC licensed appraiser;  

   (3)  Th e statement of succession of credit and debt of the enterprise; and  
   (4)  Other information that may be required by the tax bureau in charge.

    7.4.7.2  Debt Restructuring   

 In a debt restructuring, the enterprise should prepare the following documents. However, 
those documents are not required to be submitted to the tax authorities; instead, they 
should be kept by the enterprise for the inspection of the tax authorities.   37

36 Article 10 of SAT Gong Gao 2010 No. 4. 
37 Article 11 of SAT Gong Gao 2010 No. 4. 
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   (1)  If a debt is settled with a non-monetary asset, the enterprise should maintain 
the debt settlement agreement signed by the parties and the valid evidence of 
fair market value of the non-monetary asset.

   (2)  If the debt is converted into equity, the enterprise should maintain the 
agreement of debt to acquisition conversion signed by the parties.         

    7.4.7.3  Stock or Asset Acquisition   

 In a stock acquisition or an asset acquisition, the enterprise should prepare the following 
documents. However, those documents are not required to be submitted to the tax 
authorities; instead, they should be kept by the enterprise for the inspection of the tax 
authorities.38

   (1)  Th e share purchase agreement or asset purchase agreement signed by the par-
ties; and

   (2)  Th e valid evidence of fair market value of the stock or asset.         

    7.4.7.4  Merger   

 In a merger, the merged enterprise should fi le Corporate Income Tax Return on 
Liquidation together with the following documents:39

   (1)  Th e approval document issued by the relevant offi  ce of administration for 
industry and commerce or other government offi  ce concerning the merger;  

   (2)  Th e tax basis of the enterprise in all of its assets and liabilities, and the asset 
valuation report issued by a PRC licensed appraiser;

   (3)  Th e statement of succession of credit and debt of the enterprise; and  
   (4)  Other information that may be required by the tax bureau in charge.

    7.4.7.5  De-merger

 In a de-merger, if the de-merged enterprise ceases existence, the de-merged enterprise 
should fi le Corporate Income Tax Return on Liquidation together with the following 
documents:   40

   (1)  Th e approval document issued by the relevant offi  ce of administration for 
industry and commerce or other government offi  ce concerning the de-merger;

38 Article 12 of SAT Gong Gao 2010 No. 4.
39 Article 13 of SAT Gong Gao 2010 No. 4.
40 Article 14 of SAT Gong Gao 2010 No. 4. 
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   (2)  Th e tax basis of the enterprise in all of its assets and the asset valuation report 
issued by a PRC licensed appraiser;  

   (3)  Th e statement of succession of credit and debt of the enterprise; and  
   (4)  Other information that may be required by the tax bureau in charge.

    7.5  Special Reorganization   

 A special reorganization allows taxpayers to defer gain recognition in full or part 
derived from a transaction. A special reorganization is an election of taxpayers subject to 
required conditions. When those conditions are met, the taxpayers may choose to treat a 
transaction as an ordinary reorganization or a special reorganization.    

    7.5.1  common requirements to qualify as special reorganization 

 A special reorganization must meet all of fi ve general conditions:  

   (1)  Bona fi de business purpose. Th e transaction must have a bona fi de business 
 purpose and its primary purpose must not be to reduce, avoid, or defer tax 
 payments.   41 Th is condition is consistent with the general anti-avoidance rules 
as provided in the CIT Law and the CIT Implementation Rules where transac-
tions must have a reasonable commercial purpose. However, the tax law and 
regulations do not provide specifi c guidance on the determination of business 
purposes. Nor are there any judicial or administrative interpretations. It is 
unclear what level of commercial reasons for a transaction would constitute 
primary business purpose. For example, where a reorganization is undertaken 
for both valid business purposes and tax avoidance purposes, it is not clear 
whether the business purpose requirement is satisfi ed. Furthermore, if a reorga-
nization is undertaken for valid commercial reasons, whether specifi c arrange-
ment taken to avoid recognition of taxable gain would be considered as a step 
taken to “avoid or defer tax payments.” Financially, it is not clear whether 
business purpose is only at the corporate level or if the valid shareholder-level 
business purpose suffi  ces. In spite of those unclarities, the SAT provides the 
following guidance to the preparation of bona fi de business purpose explana-
tions, to be submitted to the tax authorities:42

41 Article 5(1) of Cai Shui [2009] No. 59. 
42 Article 18 of SAT Gong Gao 2010 No. 4.
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(i)  Th e enterprise should describe the method of reorganization, including 
the forms of reorganization, the background of transaction, the time of 
transaction, and the operation models before and aft er the reorganization. 

(ii)  Th e enterprise should explain the form and substance of reorganization, 
including the legal right and obligation as a result of the reorganization as 
well as the fi nal actual and commercial result of the transaction.

(iii)  Th e enterprise should describe the possible changes of tax status of the 
parties to the reorganization as a result of the transaction.  

(iv)  Th e enterprise should state the changes of fi nancial status of the parties to 
the reorganization as a result of the transaction.  

(v)  Th e enterprise should provide whether the reorganization results in any 
economic benefi ts or potential obligations to the parties that otherwise 
would not be obtained under free market principle.  

(vi)  Th e enterprise should provide information of non-residents’  participation 
in the reorganization, if any.

 Th ese guidelines are helpful for a taxpayer to prepare the business purpose statement; 
however, the determination as to whether an reorganization satisfi es bona fi de business 
purpose requirements will be subject to the interpretation of the tax rules by the tax 
authorities.

   (2)  Ratios on amount of assets transferred. Th e assets or stock transferred in the 
acquisition, merger, or de-merger must satisfy the ratios prescribed by the  special 
reorganization tax rule.43 Th e required ratios are at least 75 percent of total assets 
or equity in an acquisition of asset or stock and 100 percent assets in mergers.  

   (3)  Continuity of business. Th ere must be no substantial change in business  activities 
with respect to the assets involved in a reorganization within 12 months of the 
date of reorganization.   44 Th e objective of the special reorganization rules is to 
allow  business to be operated under modifi ed corporate form without immedi-
ate recognition of gain or loss and thus tax will be neutral in the business arrange-
ment. For this reason, the acquiring enterprise must  continue the historical 
business of the acquired enterprise. In practice, it may be diffi  cult to determine 
whether there is a substantial change of business, as changes are oft en needed to 
respond to the market needs. For example, Company A acquires all assets of 
Company B with two lines of business. Company A continues and expands one 
line of formal  business of Company B aft er the acquisition. However, Company 
A abandons the other line of business due to obsolete technology. Will this 

43 Article 5(2) of Cai Shui [2009] No. 59.
44 Article 5(3) of Cai Shui [2009] No. 59; Article 19 of SAT Gong Gao 2010 No. 4.
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abandonment constitute a substantial change of business? Th e economic argu-
ment can be made that such change of business should not disqualify the special 
reorganization  treatment. Nevertheless, further guidance may be needed from 
the tax regulations or judicial and administrative interpretations.  

   (4)  Consideration in equity. Th e payment in stock as a percentage of total  consideration 
for the transaction must be within the ratio prescribed by the special reorganization 
tax rule.   45  Th is prescribed ratio requires that in a stock acquisition, an asset acquisi-
tion, a merger, and a de-merger, at least 85 percent of the total consideration paid by 
acquiring enterprise to acquired enterprise be in form of stock. 

   (5)  Continuity of interest. Th e former major shareholders who receive stock as 
consideration in a special reorganization must not transfer the stock within 
12 months of the date of reorganization.   46 Th e purpose of the requirement is to 
ensure some level of continuity on the part of former shareholders of the acquired 
enterprise in the post-transaction enterprise and to ensure that the reorganiza-
tion is not merely a tool for the former shareholders to exit from the business. A 
“former major shareholder” for this purpose is a shareholder who held 20 percent 
or more of the transferring enterprise or acquired enterprise.47  It is not clear 
who is the “former major shareholder of the transferring  enterprise.” Suppose 
Company A owns 100 percent of Company B; Company B owns 100 percent 
of Company C. In an asset acquisition, if C transfers 75  percent of C’s asset to 
Company D in exchange for D’s stock, the transferring enterprise should be C. 
Although B owns 100 percent of C, B should not be a “former major shareholder” 
because B did not receive D’s stock. B could only be a “former major shareholder” 
if D issues D’s stock to B as a consideration for the transfer of assets by C, which 
does not seem to be permitted in a special reorganization. If in a stock acquisi-
tion, B transfers 80 percent of C’s stock to D in exchange for D’s stock, B should 
be a “former major shareholder” because B held more than 20 percent of C, the 
transferred enterprise. However, is A also a “former major shareholder” because 
A owns more than 20 percent of B, the transferring enterprise?        

    7.5.2  debt restructuring   

 If a debt restructuring satisfi es the requirements for a special reorganization and the taxable 
income recognized as a result of the debt restructuring is more than 50 percent of the 
current year’s taxable income, the debt-restructuring income can be recognized in equal 

45 Article 5(4) of Cai Shui [2009] No. 59. 
46 Article 5(5) of Cai Shui [2009] No. 59. 
47 Article 20 of SAT Gong Gao 2010 No. 4. 
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installments for fi ve years. However, for a conversion of debt into equity, gain or loss on debt 
settlement and investment may not be recognized; the tax basis of the  original creditor in 
the stock received should be equal to its tax basis in the debt so exchanged and cancelled.   48

 It is not clear what type of debt restructuring is qualifi ed as a special reorganization. 
Th ere are fi ve general requirements for a special reorganization. However, some of those do 
not seem applicable to a debt restructuring. Th e fi rst requirement is bona fi de business 
purpose. By defi nition, a debt restructuring is an arrangement between a debtor and its 
creditors relating to debts as a result of fi nancial diffi  culties of the debtor where certain 
concessions are made by creditors based on a written agreement between the parties or a 
court decision. It appears that any bona fi de debt restructuring should satisfy business pur-
pose. Th e second requirement is asset transfer ratio, which only applies to acquisitions, 
mergers and de-mergers. Th e third requirement is the continuity of business, which would 
require that the debtors do not substantially change in business activities within 12 months 
of the reorganization. It is common that as part of a debt restructuring, the debtor is 
required to make certain changes in its business in order to improve its fi nancial condi-
tions. Th ose changes probably will not constitute “substantial change of business.” Th e 
fourth requirement is equity payment ratio. Th is requirement should not be applicable to 
debt restructurings as the 85 percent of consideration in equity is only required in asset 
acquisition, stock acquisition, merger and de-merger. Th e fi ft h requirement is that the 
major shareholders of acquired enterprise cannot transfer shares received in the reorganiza-
tion within 12 months aft er the transaction. Th is requirement should not be applicable to 
a debt restructuring as there is no acquired enterprise and creditors (who may receive shares 
of the debtor) are not the former shareholders of such enterprise. Accordingly, it appears 
that any bona fi de debt restructuring generally should be qualifi ed as a special reorganiza-
tion. However, it is not clear whether the tax authorities will share the same view. 

 Suppose Company D is having fi nancial diffi  culties and has reached an agreement 
with creditors for a debt restructuring. Before the debt restructuring, the relevant 
 fi nancial information of Company D is as follows: 

48 Article 6(1) of Cai Shui [2009] No. 59; Article 19 of SAT Gong Gao 2010 No. 4. 

 Net book value/tax basis Market value  
 Assets excluding Building X  1000  600
 Building X 100 400
 Total assets 1100 1000
 Loan from Bank A (secured by Building X)  1000
 Loan from Bank B 500
 Shareholder equity (400)
 Total liability and equity 1100
 Unexpired tax loss carryover  550
 Current year loss  100



Special Reorganization  157

 According to the debt restructuring agreement, Company D will transfer Building X 
to Bank A in full settlement of the loan from Bank A, and issue 1000 shares of Company 
D to Bank B in exchange for cancellation of the loan from Bank B.

 With respect to the arrangement with Bank A, Company D will have a gain of RMB300 
(RMB400 Building X market value– RMB100 tax basis) on transfer of Building X and a 
debt forgiveness income of RMB600 (RMB1000 debt – RMB400 Building X market 
value). For illustration purpose, we will disregard any transfer taxes. 

 It is not crystal clear under the mergers and acquisitions tax rules whether the 
debt restructuring income is the RMB600 of debt forgiveness income only or both the 
debt forgiveness income and the gain on deemed property sale. As both are related to 
the debt restructuring, logically the debt restructuring income should include both. It is 
also not clear whether the current year taxable income is taxable income before or aft er 
utilization of loss carryovers from prior years. In our example, the taxable income from 
debt restructuring is more than 50 percent of current year taxable income regardless of 
how current year taxable income is defi ned. As such, the fi ve-year income recognition 
deferral rule should apply. Company D should recognize RMB50 as taxable income 
(i.e., one-fi ft h of RMB250) in current year and RMB50 each year for next four years.

 With respect to the conversion of Bank B loan into equity, if the parties elect special 
reorganization treatment, Bank B should not recognize gain or loss; Bank B’s tax basis in 
1000 shares of Company C received should be equal to its original tax basis in the loan, 
RMB1,000. Company D will not recognize income or loss on the cancellation of debt.     

    7.5.3 . stock-to-stock transaction 

 In an equity acquisition, if the transaction satisfi es all of the general requirements for 
a special recognition and at the same time, and if (1) the acquiring enterprise acquires 
75 percent or more of the stock of the acquired enterprise and (2) the payment in stock is 
no less than 85 percent of the total consideration for the acquisition, then the parties 
can elect to treat the equity acquisition as a special reorganization.   49  Th e shareholders of 

49 Article 6(2) of Cai Shui [2009] No. 59.

  Income from Building X transfer 300
 Income from Cancellation of Bank A loan 600  
 Other income (loss) (100)
 Taxable income before NOL utilization 800
 Loss carryovers from prior years (550)
 Taxable income 250
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the acquired enterprise do not recognize gain or loss on the stock exchange;   50 their tax 
basis in the stock received should be determined based on their tax basis in the stock 
 surrendered.51 Th e tax basis of the acquiring enterprise in the stock of the acquired 
 enterprise should be the same as the original tax basis of the acquired enterprise stock.52

Th e tax basis of the assets and other tax matters of both enterprises remain unchanged.53

Th e example in Figure 7.5.3-1 illustrates an equity acquisition in a special reorganization. 

 S issues its shares to B in exchange to 80 percent equity of T. Neither S nor B  recognizes 
gain or loss on the shares exchange. B’s tax basis in S is RMB160. S’s tax basis in T stock is 
RMB160. Th e reorganization tax circular defi nes the stock used as payment as the stock 
of the acquiring enterprise or the stock of its controlled enterprise.54  Accordingly, S can 
pay B either S stock or X stock as consideration for the acquisition. However, it appears 
that S cannot use P stock as a payment in a special reorganization. If P stock is issued to 
B in the reorganization, P stock will not be treated as stock for the purpose of qualifi ca-
tion for special reorganization; P stock will be treated as boot. If P is a publicly listed 
company, it is oft en desirable to issue P stock, instead of S stock, to B. In such situation, 
if the parties intend to treat the transaction as a special reorganization, P can acquire 

50 Article 6(6) of Cai Shui [2009] No. 59. 
51 Article 6(2)(1) of Cai Shui [2009] No. 59.
52 Article 6(2)(2) of Cai Shui [2009] No. 59. 
53 Article 6(2)(3) of Cai Shui [2009] No. 59. 
54 Article 2 of Cai Shui [2009] No. 59.
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T directly. However, P may have several lines of business and S may be the parent  company 
controlling one line of business. For commercial reasons, it may be desirable to have 
S own T and P issue P stock to B. Hopefully, additional tax circulars can be issued to 
clarify and allow such arrangements in a special reorganization. 

 One possible solution is to arrange a two-step transaction as illustrated in Figure 
7.5.3-2. Step One, P acquires stock of T. Step Two, S acquires T stock from P. 

 Step One should be qualifi ed as a special reorganization, as P will acquires 80 percent 
of T stock, and 100 percent of consideration paid to B will be P stock. Step Two should 
also be qualifi ed as a special reorganization as S will acquires 80 percent of T stock and 
100 percent of consideration paid to P will be S stock. Th e 12-month holding require-
ment in general conditions for special reorganization is only applicable to major former 
shareholders of the acquired enterprise, here B. P’s transfer of T stock within 12 months 
aft er Step One should not disqualify Step One as a special reorganization. One possible 
issue is whether the tax authorities will view the two steps as one transaction based on 
step transaction doctrine. See discussion for step transaction in Chapter 7.5.9. If they are 
treated as one reorganization, the transaction could be viewed as an acquisition of 
T stock by S in issuing P stock. As P stock may not be qualifi ed stock in a special reorga-
nization, the transaction would not qualify for a special reorganization. Again, there are 
suffi  cient commercial reasons for the parties to structure this type of transaction and such 
arrangement would not reduce or refer any CIT compared to S’s issuing S stock for 
T stock. As such, there should be no policy reason against such arrangement.
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    7.5.4  stock for asset transaction 

 In an asset acquisition, if the transaction satisfi es all of the general requirements for a 
special recognition and at the same time, (1) the acquiring enterprise acquires 75 percent 
or more of total assets of the acquired enterprise and (2) the payment in stock is no less 
than 85 percent of the total consideration for the acquisition, then the parties can elect to 
treat the equity acquisition as a special reorganization.   55  In such case, no gain or loss will 
be recognized for the parties with respect to the stock consideration.56  Th e tax basis of 
the asset transferor in the stock received should be determined based on their tax basis in 
the assets transferred.   57  Th e tax basis of the acquiring enterprise in the assets acquired 
should be the same as the original tax basis of the transferor in the assets.   58 Th e example 
in Figure 7.5.4-1 illustrates an asset acquisition in a special reorganization.

 S issues its shares to T in exchange to 80 percent of assets of T. Neither S nor T  recognizes 
gain or loss on the stock for asset exchange. Assuming T’s basis in the assets transferred to S 
is RMB160 (80 %  of RMB200), T’s tax basis in S stock is RMB160. S’s tax basis in the assets 
received is RMB160. Th e reorganization tax circular defi nes the stock used as payment for 
the stock of the acquiring enterprise or the stock of its controlled enterprise.   59 Accordingly, 
S can pay T in S stock or stock of S’s subsidiary as consideration for the acquisition. However, 

55 Article 6(3) of Cai Shui [2009] No. 59.
56 Article 6(6) of Cai Shui [2009] No. 59. 
57 Article 6(3)(1) of Cai Shui [2009] No. 59. 
58 Article 6(3)(2) of Cai Shui [2009] No. 59. 
59 Article 2 of Cai Shui [2009] No. 59.
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it appears that S cannot use P stock as a payment in a special reorganization. If P stock is 
issued to T in the reorganization, P stock will not be treated as stock for purpose of qualifi -
cation for special reorganization; P stock will be treated as boot. If P is a publicly listed 
company, it is oft en desirable to issue P stock, instead of S stock. Hopefully, additional tax 
circulars can be issued to clarify and allow such arrangements in a special reorganization. 

 Furthermore, the special reorganization tax rule does not seem to allow S to issue stock 
to B. Suppose aft er the asset acquisition, T is liquidated by distributing all the assets, 
including S stock, to B. Such liquidation will disqualify the special reorganization treat-
ment of S’s acquisition of T assets because T transfers stock received within 12 months 
aft er the reorganization. T can make such stock transfer aft er the12-month holding period. 
However, T will have to recognize gain or loss on the distribution of S stock to B.    

    7.5.5  mergers 

 A merger requires that one or more enterprises transfer its entire assets and liabilities
to another enterprise. If a merger satisfi es all of the general requirements for a special 
 recognition and at the same time, (1) the stock consideration received by the share-
holders of the merged enterprises is 85 percent or more of the total consideration or (2) no
 consideration is paid because of common control, then the parties can elect to treat the
merger as a special reorganization.   60 In such a case, the merged enterprises and their share-
holders will not recognize gain or loss with respect to the asset transfer and stock consid-
eration received.61  Th e tax basis of the surviving enterprise in the assets and liabilities 
received should be determined based on the tax basis of those assets and liabilities 
at the hand of the merged enterprises immediately before the transfer.   62 Th e surviving 
enterprise generally will assume the tax attributes and other relevant tax items of the 
merged enterprises.   63  Th e tax basis of the shareholders of the merged enterprises in the
stock of the surviving enterprise received should be determined according to the stock of 
the merged enterprises originally held.64  However, the use of loss carryovers of the merged 
enterprises by the surviving enterprise is subject to a limitation. Th e limitation is an amount
equal to the fair market value of the net assets of the merged enterprises,  multiplied by the 
interest rate of the longest-term treasury bond that has been issued by the end of the year 
in which the merger takes place.   65  Th e SAT clarifi es that this is an annual limitation and

60 Article 6(4) of Cai Shui [2009] No. 59. 
61 Article 6(6) of Cai Shui [2009] No. 59. 
62 Article 6(4)(1) of Cai Shui [2009] No. 59.
63 Article 6(4)(2) of Cai Shui [2009] No. 59. 
64 Article 6(4)(4) of Cai Shui [2009] No. 59.
65 Article 6(4)(3) of Cai Shui [2009] No. 59. 
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that the surviving enterprise can use the tax loss carryovers of the merged enterprise up to 
the limitation amount each year for the remaining loss carryover period of such losses.66

 Example 1: Absorption Merger

   Th e merger of T into S qualifi es for special reorganization as T transfers all of its 
assets and liabilities into S, and S issues stock to T’s shareholder B. Neither T nor B 
recognizes gain or loss on the transfer of assets or receiving S stock. S’s tax basis in 
T assets is RMB200. B’s tax basis in S stock is RMB100. S can use T’s tax loss 
carryovers aft er the merger  subject to limitation. Assuming the interest rate on the 
longest term of treasury bond is 4.5 percent per annum, the annual limitation will 
be RMB22.5 (RMB500 x 4.5 % ). S will not be able to use the full amount of T’s loss 
due to short carryover period of fi ve years. 

 Example 2: Reverse Merger
 As illustrated in Figure 7.5.5–2, one possible solution to better utilize T’s losses is 

a reverse merger. Instead of T merging into S, S can be merged into T, with T as the 
surviving entity. Specifi cally, S would transfer all of its assets and liabilities to T, and 
T would issue T stock to P.

   As T is not the merged entity, post-merger T (including all assets of S) can  continue 
to use T’s pre-merger tax losses to off set T’s post-merger income without limitation. 
T probably can change its name to S aft er the merger if the S brand is important.

66 Article 26 of SAT Gong Gao 2010 No. 4.
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 Example 3: Newly Established Merger    

   S and T form a new company N. S and T transfer all of their respective assets and 
liabilities to N in exchange for N stock. Th is is a newly established merger which is 
qualifi ed for a special reorganization. S and T will not recognize gain or loss on the 
transfer of assets to N. P and B will not recognize income on receiving N stock. N’s 
tax basis in T assets and S assets are RMB200 and RMB500, respectively. P’s tax 
basis in N stock is RMB300. B’s tax basis in N stock is RMB100.
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 Example 4: Merger without Issuing Stock    

   T transfers all of its assets and liabilities to S. S does not issue stock to P because 
P controls S. No gain or loss will be recognized by P and S. P’s tax basis in S will be 
increased by RMB100; P’s total tax basis in S immediately aft er the merger will be 
RMB400. S’s tax basis in T assets will be RMB200.

 Example 5: Cash out Minority Interest 
 Th e special reorganization rule allows a maximum 15 percent of total consider-

ation to be paid in properties other than the stock of acquiring company or its 
 subsidiaries. Th us the shareholders of a merged company can receive some cash. 
Th e rule does not require that cash be paid to all shareholders of a merged company 
in proportion to their ownership. Accordingly, some minority interests, such as 
 dissenting shareholders, can be cashed out.

 T transfers all of its assets and liabilities to S. S issues S stock to C and pays RMB50 
in cash to D. Neither T nor C recognizes gain or loss on the transfer of assets or 
receiving S stock. S’s tax basis in T assets is RMB200. C’s tax basis in S stock is 
RMB90. D should recognize RMB40 (RMB50 cash – RMB10 basis) of gain on 
transfer of T stock. Aft er the reorganization, D will not be a shareholder of S. Th is 
example is illustrated in Figure 7.5.5–5.    
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    7.5.6  de-merger 

 In a de-merger, one enterprise (the de-merged enterprise) transfers all or a portion of its 
assets to one or more existing or newly established enterprises (the spin-off  enterprises). 
If a merger satisfi es all of the general requirements for a special recognition and at the 
same time (1) all shareholders of the de-merged enterprise receive stocks of the spin-off  
enterprises in proportion to their original ownership in the de-merged enterprise; (2) the 
de-merged enterprise and the spin-off  enterprises do not substantially change their 
respective business operations; and (3) the stock of the spin-off  enterprises received by 
the shareholders of the de-merged enterprise is no less than 85 percent of the total consid-
eration, then the parties can elect to treat the de-merger as a special reorganization.67

In such a case, the de-merged enterprise will not recognize gain or loss on the transfer of 
assets to spin-off  enterprises; the shareholders of de-merged enterprise will not recognize 
income for receiving stocks of spin-off  enterprises; and the spin-off  enterprises will not 
recognize income on receiving assets from the de-merged enterprise.68  Th e tax basis of the
spin-off  enterprises in the assets and liabilities received from the de-merged enterprise 
shall be determined according to the original tax basis of the de-merged enterprise in 
those assets and liabilities.69  Th e spin-off  enterprises assume the tax attributes in relation

67 Article 6(5) of Cai Shui [2009] No. 59. 
68 Article 6(6) of Cai Shui [2009] No. 59. 
69 Article 6(5)(1) of Cai Shui [2009] No. 59. 
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to the assets received.   70 If the de-merged enterprise has an unexpired tax-loss carryover
immediately before the de-merger, a portion of the loss carryover can be allocated to the 
spin-off  enterprises. Such allocation is based on the percentage of total pre-de-merge 
assets received by the spin-off  enterprises.71  Th e tax basis of shareholders of the de-merged 
enterprise in the stock of a spin-off  enterprise (the new shares) depends on whether the 
shareholders need to surrender all or a portion of their stock in the de-merged enterprise 
(the old shares). If the shareholders surrender their old shares in exchange for new shares, 
their tax basis in the new shares shall be determined according to their basis in the old 
shares surrendered. If the shareholders do not need to surrender the old shares, they 
can elect either (1) to have a zero basis in the new shares; or (2) to allocate their original 
basis in the old shares between the old shares and the new shares according to the 
 percentage of total pre-transaction net assets that each enterprise owns immediately aft er 
the transaction.   72

 Example 1

70 Article 6(5)(2) of Cai Shui [2009] No. 59.
71 Article 6(5)(3) of Cai Shui [2009] No. 59.
72 Article 6(5)(4) of Cai Shui [2009] No. 59. 
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 D has two lines of business, electronics and transportation. D transfers the assets and 
liabilities in the transportation business to a newly established company S; S issues stock 
to the shareholders of D, A, and B, in proportion of their ownership in D. Aft er the trans-
action, D and S continue to operate the electronics business and transportation business, 
respectively. Th e parties elect to treat the de-merger as a special reorganization. 

 No gain or loss will be recognized by the parties (A, B, D, and S) on the de-merger 
transaction. S’s tax basis in the transportation business is RMB100. Th e pre-de-merger 
loss carryover is allocated to D and S as follows:

To D   200   RMB= × ÷ =90 300 60

To S 100 RMB= × ÷ =90 300 30

 Assuming A and B are not required to surrender shares of D in the transaction, they 
can elect a zero basis in their stock of S. Alternatively, they can allocate part of their basis 
from D stock to S stock based on net assets of D and S immediately aft er the de-merger. 
Such basis allocation is shown below: 

 One important feature for a de-merger qualifying special reorganization is that all the 
shareholders of a de-merged company must receive stock of spin-off  enterprises. As such, 
minority interest cannot be cashed out in spin-off  enterprises; if cash is distributed as 
part of de-merger, it should be distributed to all shareholders of de-merged enterprises in 
proportion to their ownerships in the enterprise.

 A de-merger does allow the de-merged enterprise to transfer assets to an existing enter-
prise. It is not clear whether the existing enterprise can be an existing operating company. 
China corporate law and practice generally do not allow people to set up shelf compa-
nies. If the existing enterprise can be an existing operating company, there may be an issue 
on ownership of “spin-off ” enterprise for special organization qualifi cation purpose. Th e 
following example illustrates this issue.

 Example 2
 As illustrated in Figure 7.5.6–2, S is a company in the transportation business and was 

100 percent owned by B before the reorganization. D transfers all of its assets and liabili-
ties in the transportation  business to S. S issues 600 shares to A and 400 shares to 
B. Although A and B receive stock of S in proportion to their respective original owner-
ship in D, the respective ownership of A and B in S is not identical to their respective 

  Shareholder  Pre-de-merger D  Post-de-merger D  Post-de-merger S
 A  60  40  20
 B  40  26.67  13.33
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ownership in D because of B pre-de-merger ownership in S. As a result, aft er the reorga-
nization, A and B own 30 percent and 70 percent of S, respectively.

 Th e special reorganization rule concerning de-mergers requires that A and B “obtain” 
equity of S in proportion to their original ownership percentage in D; the rule does not 
say the ownership of A and B in S must be identical to that in D. However, if a transaction 
like Example 2 can be qualifi ed as a special reorganization, people can easily avoid the 75 
percent asset requirement in a stock for asset acquisition by re-characterizing an asset 
acquisition as a de-merger. Accordingly, it is most likely that the transaction will not be 
qualifi ed as a special reorganization.

    7.5.7  consideration other than qualified stock 

 In special reorganizations involving stock acquisition, asset acquisition, mergers, and 
de-mergers, 15 percent or less of the total consideration can be paid in properties other 
than qualifi ed stock. Such non-equity considerations include cash, bank deposits, receiv-
ables, securities other than the acquiring enterprise stock or its controlled entity’s stock, 
inventories, fi xed assets, other assets, and the assumption of liabilities.   73 Th ese non-equity 
considerations are commonly called “boot.” Gain or loss on the transfer of asset or stock 

73 Article 2 of Cai Shui [2009] No. 59.
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should be recognized with respect to the boot. Th e gain or loss should be calculated using 
the following formula:

Gain or loss on asset transfer

 Fair market value of the= trt ansferred assets

Tax basis in the transferred assets

(
− )
××× ( )÷(

 Because of the gain or loss recognition with respect to boot, the relevant tax basis in 
the assets transferred should be adjusted accordingly.74 However, the special reorganiza-
tion tax rule does not address how the tax basis will be adjusted. Th e following examples 
illustrate the application of gain or loss recognition formula to some special reorganiza-
tions. We will also discuss the tax basis adjustment based on the author’s understanding 
of general principles of the CIT Law, which may not necessarily be the same as the 
 interpretations of tax authorities in practice or any written clarifi cation that may be issued 
by the MOF and/or the SAT in the future.

 Example 1: Stock Acquisition 
 A owns 100 percent of a limited liability company X. A’s tax basis in X is RMB100. 

P is a listed company. In a special reorganization, A transfers 90 percent of all out-
standing shares of X to P in exchange for 200 shares of P and cash in amount of 
RMB30. At the time of the transaction, the market value of P stock is RMB1.2 per 
shares. Applying the formula,

 A’s gain on equity transfer = [(RMB1.2 x 200 shares  +  RMB30) – RMB90] x 
[RMB30 ÷ (RMB1.2 x 200 shares  +  RMB30)] = RMB20

 Th e full RMB20 is treated as gain on property transfer according to the special 
reorganization rule. A’s tax basis in X stock transferred to P is RMB90 (RMB100 x 
90 % ). A should have a carryover basis in his shares of P received. Because of gain 
recognition for boot, A’s tax basis should be increased by RMB20. However, because 
A received RMB30, his basis should be decreased by RMB30. Accordingly, A’s tax 
basis in 200 shares of P stock immediately aft er the reorganization should be 
RMB80 (RMB90  +  RMB20 – RMB30). Th e tax rule does not give us this direct 
answer to basis adjustment. We know that the total consideration that A receives is 
RMB270 (P shares plus cash) and his tax basis in X stock transferred is RMB90. 
Th e total gain realized by A on the transaction is RMB180 (RMB270 – RMB90). 
A recognizes RMB20 of gain on the transaction; the deferred gain should be 
RMB160. Th e fair market value of 200 shares of P stock is RMB240. Th e adjusted 

74 Article 6(6) of Cai Shui [2009] No. 59. 
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tax basis of RMB80 would give us a correct economic answer (i.e., RMB240 
– RMB80 = RMB160). P’s tax basis in X stock should be RMB110, that is, A’s tax 
basis in the stock immediately before the acquisition (RMB90) increased by the 
gain recognized by A (RMB20). We can use the same logic as for A to test P’s tax 
basis adjustment. As A’s deferred gain is RMB160, P would have recognized the 
same amount gain if P were to sell the stock immediately aft er the reorganization; 
RMB110 of tax basis of P in X stock will give us an economically correct answer 
(i.e., FMV of X stock RMB270 – RMB110 = RMB160). Th e tax basis adjustment 
for A does not aff ect the tax basis of X in its assets.

 Example 2: Asset Acquisition 
 B owns 100 percent of a limited liability company Y. B’s tax basis in Y is RMB100. 

Y’s tax basis in its assets is RMB300. P is a listed company. In a special reorganiza-
tion, Y transfers 80 percent of its total assets to P in exchange for 200 shares of P 
and marketable securities with a fair market value of RMB90. Immediately before 
the transaction, the market value of P stock is RMB3.15 per shares and Y’s tax basis 
in the assets transferred to P is RMB240. Applying the formula,

 Y’s gain on asset transfer = [(RMB3.15 x 200 shares  +  RMB90) – RMB240] x 
[RMB90 ÷ (RMB3.15 x 200 shares  +  RMB90)] = RMB60 

 Th e full RMB60 is treated as gain on property transfer according to the special 
reorganization rule. Based on the same logic as discussed in Example 1, Y’s tax basis 
in 200 P shares should be RMB210, that is, its tax basis in the assets transferred 
(RMB240), increased by the gain recognized (RMB60) and decreased by the fair 
market value of marketable securities received (RMB90). Y’s tax basis in the 
 marketable securities received should be RMB90. P’s tax basis in the assets received 
from Y should be RMB300, that is, Y’s tax basis in the assets immediately before 
the reorganization (RMB240), increased by the amount of gain recognized by Y 
(RMB60). B’s basis in Y will remain unchanged.

 Example 3: Merger 
 C owns 100 percent of a limited liability company Z. C’s tax basis in Z is RMB100. 

Z’s tax basis in its assets is RMB300. P is a listed company. In a special reorganiza-
tion, Z transfers all of its total assets and liabilities to P; P issues 200 shares of P to C 
and pays C cash in the amount of RMB50. Immediately before the transaction, the 
market value of P stock is RMB2.25 per shares. Applying the  formula,

 C’s gain on asset transfer = [(RMB2.25 x 200 shares  +  RMB50)–RMB100] x 
[RMB50 ÷ (RMB2.25 x 200 shares  +  RMB50)] = RMB40

 Th e full RMB40 is treated as gain on property transfer according to the special 
reorganization rule. Based on the same logic as discussed in Example 1, C’s tax basis 
in 200 P shares should be RMB90, that is, its tax basis in the equity in Z (RMB100), 
increased by the gain recognized (RMB40), decreased by the cash received 
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(RMB50). P’s tax basis in the assets received from Y should be RMB300, which is 
Y’s tax basis in the assets immediately before the reorganization.

 Why is P’s tax basis in the assets not adjusted? P carries over Z’s basis. In spite of 
boot to C, Z does not recognize any gain in the merger; therefore, P’s tax basis in 
the assets transferred from Z should not be adjusted. Th is tax treatment is consis-
tent with the general tax principle of deferral in special reorganization. Th e special 
organization should merely defer gain or loss recognition, rather than changing the 
amount of gain or loss. Suppose in the facts of Example 3 that the parties elect to 
treat the merger as an ordinary reorganization. Z would be treated as receiving 200 
shares of P stock with fair market value of RMB450 and RMB50 cash and then 
distributing P stock and cash to C in a deemed liquidation. In such taxable transac-
tion, Z would recognize a gain of RMB200 (FMV of assets RMB500 – tax basis 
RMB300); C would have RMB400 (RMB500 proceeds – RMB100 tax basis) of 
income (dividends and gain). Th e distribution should be less than RMB500 because 
of CIT paid by Z; for illustration purposes, such CIT is disregarded. Now, the 
 parties elect to treat the merger as a special reorganization. As discussed, C recog-
nizes RMB40 gain on boot payment and his tax basis in P stock is RMB90. If C 
disposes of his shares of P stock, C would have RMB360 (FMV of P shares RMB450 
– RMB90 basis) of gain. As such the sum of RMB40 of gain recognized in the 
 current period and RMB360 of gain deferred is a total gain of RMB400, same 
as the total amount income recognized by C in an ordinary reorganization. If 
P  disposes of its shares of Z stock at fair market value of RMB500, P would recog-
nize RMB200 (RMB500 – RMB300 tax basis) of gain, same amount of gain that 
would be recognized by Z in an ordinary reorganization. 

 Example 5: Merger with Cashing out Minority Interest 
 E and F own 90 percent and 10 percent of Q, a limited liability company, respec-

tively. Th e tax basis of E and F in equity of Q is RMB90 and RMB10, respectively. 
Q has a tax basis of RMB300 in its assets with a fair market value of RMB500. In a 
special reorganization, Q transfers all of its assets and liabilities to S, a limited liabil-
ity company; S issues 180 shares of S stock with a fair market value of RMB450 to 
E and distributes RMB50 cash to F. Applying the formula,

 F’s gain on asset transfer = (RMB50–RMB10) x (RMB50 ÷ RMB50) = RMB40 
 E does not recognize a gin or loss as E has not received a boot. E’s tax basis in S 

shares is RMB90. S’s tax basis in the assets received from Q is RMB300.

 Example 6: De-merger 
 A and B own 60 percent and 40 percent of D, a limited liability company, respec-

tively. Th e tax basis of A and B in equity of D is RMB60 and RMB40, respectively. 
D has two lines of business, electronics and transportation. D has a tax basis (and 
net asset) of RMB200 in its assets in electronics business with a fair market value 
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of RMB400 and a tax basis (and net asset) of RMB200 in its assets in transporta-
tion business with a fair market value of RMB300. In a special reorganization, D 
transfers its assets and liabilities in transportation business to S, a newly established 
limited liability company; S issues 60 percent and 40 percent of S stock to A and B 
respectively. Th e fair market value of S stock issued to A and B is RMB270. A 
receives RMB18 cash and B receives RMB12 cash in the reorganization. A and B 
elect to allocate their old basis in pre-de-merger D between post-de-merger D and 
S. Such basis allocation (before adjustment for boot) is shown below:

 Applying the formula,

A’s gain on asset transfer  = ( )RMB300RR 60% RMB30×RMB300RR −
× RMB15( )RMB18RR  RMB300  60%÷ ×RMB300 =

B’s gain on asset transfer  r  = ( )RMB300 40% RMB20×RMB300 −
× RMB10( )RMBRR 1222  RMB300  40%÷ ×RMB300 =

 Th e special reorganization rule only provides for “gain or loss on transfer of asset 
 corresponding to boot received.”   75  Accordingly, the income of A and B due to receiving 
boot appears to be treated as gain on transfer of property rather than dividends even if D 
has suffi  cient earnings and profi ts. Aft er considering the boot received, A’s tax basis in S 
should be RMB27, that is, its tax basis before adjustment 30, increased by the gain recog-
nized (RMB15), and decreased by the cash received (RMB18). B’s tax basis in S should be 
RMB18, that is, its tax basis before adjustment 20, increased by the gain recognized 
(RMB10), and decreased by the cash received (RMB12).     

    7.5.8  cross-border reorganization   

 Th e acquisition of stock or assets between China and an overseas destination (including 
Hong Kong, Macao, and Taiwan) will generally not qualify as a special reorganization 
unless the transaction satisfi es all of the general requirements for special reorganizations 
as discussed in Chapter 7.5.1 and is one of three types of transactions prescribed in the 
special reorganization tax rule concerning cross-border transactions.    

75 Article 6(6) of Cai Shui [2009] No. 59. 

  Shareholder Pre-de-merger D Post-de-merger D Post-de-merger S  
 A 60 30 30  
 B 40 20 20  
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    7.5.8.1  Transfer of Equity of Resident Enterprise by One Non-Resident Enterprise to 
Another Non-Resident Enterprise   

 Special reorganization tax treatment can be elected for a transfer of equity of a resident 
enterprise by one non-resident enterprise to another non-resident enterprise if the fol-
lowing conditions are met:   76

   (1)  Th e non-resident enterprise transferor must directly own 100 percent of equity 
of the non-resident enterprise transferee;

   (2)  Th e transfer must not result in a change of withholding tax in a subsequent 
transfer of the equity; and

   (3)  Th e transferor must promise in writing to the tax authority in charge that it will 
not transfer the shares of the non-resident enterprise within three years aft er 
the reorganization.     

 Under the merger and acquisition tax rule eff ective prior to January 1, 2008, a foreign 
enterprise can transfer its equity interest in an enterprise in China to another enterprise, 
including foreign enterprise or China investment holding company, at cost and therefore 
does not recognize gain or loss if (1) the transferor directly or indirectly owns 100 percent 
of the transferee, (2) the transferee directly or indirectly owns 100 percent of the transf-
eror, or (3) a common parent directly or indirectly owns 100 percent of both the  transferor 
and the transferee.   77 Th e old rule could be used to avoid China tax on disposal of equity 
investment in some China invested enterprises. Suppose Foreign Company A owns 100 
percent equity of a Chinese company C. If A disposes of C, A would be subject to China 
income tax on the gain on disposal. A could set up a 100 percent owned subsidiary B in 
desirable jurisdiction. A could transfer equity of C to B under the old tax deferral rule. 
Subsequently, A could sell shares of B to an unrelated foreign company without paying 
any China tax. Th e requirements for special reorganization for foreign to foreign equity 
transfer will prevent foreign enterprises from entering into this type of transaction with-
out recognizing CIT on the transaction.

 Th e requirement of 100 percent direct ownership of the transferor in the transferee 
makes many bona fi de enterprise reorganizations taxable. Suppose that a non-resident 
enterprise P owns 100 percent of a non-resident holding company S; S owns 100 percent 
of China resident enterprise C. For valid business purposes, S distributes the equity of C 
to P by dividends, liquidation, or upstream merger. Because S does not directly own 
100 percent P, the distribution of equity of C to P will be taxable unless otherwise 

76 Article 7(1) of Cai Shui [2009] No. 59.
77 Th e Notice on the Income Tax Treatment Issue Concerning the Equity Transfer for Foreign Enterprises and 

Foreign Invested Enterprises, Guo Shui Han [1997] No. 207, issued by the SAT on April 17, 1997 and eff ective 
till December 31, 2008. 
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approved by the SAT. Another example is a merger of foreign sister companies. Suppose 
a non-resident enterprise P owns 100 percent of two non-resident subsidiaries S1 and S2; 
S1 and S2 own 100 percent of C1 and C2, respectively. C1 and C2 are China resident 
enterprises. For valid business reasons, S2 is merged into S1. As a result, S2 will need to 
transfer its equity in C2 to S1. Th e transfer of C2 to S1 is taxable because S2 (the transf-
eror) does not own 100 percent of S1 (the transferee). From a tax policy perspective, there 
is no reason to make these two transactions taxable, as the transaction is not intended 
for, and generally will not result in, reduction of tax.

    7.5.8.2  Transfer of Equity of Resident Enterprise by One Non-resident Enterprise to
Another Resident Enterprise   

 A non-resident enterprise can transfer its equity interest in a resident enterprise to another 
resident enterprise in a special reorganization provided the non-resident enterprise 
directly owns 100 percent equity of the transferee enterprise.78  Th e main purpose of this 
special reorganization rule is to facilitate China foreign invested holding company struc-
ture. In such structure, a foreign company sets up a holding company under Chinese laws 
and transfers equity interests of some or all of its Chinese operating companies to the 
China holding company. Th e 100 percent direct ownership requirement, however, will 
disqualify certain transfers as a special reorganization. Figure 7.5.8–1 below illustrates 
this point: 

78 Article 7(2) of Cai Shui [2009] No. 59. 
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 P, EuroCo, and AsiaCo are non-resident enterprises. Each of them directly owns an 
operating subsidiary in China. AsiaCo sets up China HoldCo and transfers ChinaCo1 
into China HoldCo in exchange of equity of China HoldCo. P and EuroCo transfer 
their equity interests in ChinaCo2 and ChinaCo3 to China HoldCo, respectively. Aft er 
the transactions, P owns AsiaCo; AsiaCo owns China HoldCo, which owns ChinaCo1, 
ChinaCo2, and ChinaCo3.

 Th e transfer of equity interest in ChinaCo1 by AsiaCo to China HoldCo is qualifi ed 
as a special reorganization because AsiaCo directly owns 100 percent of China HoldCo. 
Th e transfer of equity interest in ChinaCo2 by P to China HoldCo will not be qualifi ed 
as a special reorganization because P does not directly own China HoldCo. Similarly, the 
transfer of equity interest in ChinaCo3 by EuroCo to China HoldCo is not qualifi ed as 
special reorganization either. Accordingly, P and EuroCo should recognize gain on loss 
on the transfers of ChinaCo2 and ChinaCo3 based on the fair market value of ChinaCo2 
and ChinaCo3. From tax policy perspective, it is not clear why the rule allows a tax 
 deferral on the transfer of ChinaCo1, but disallows the tax deferral on the transfer of 
ChinaCo2 and ChinaCo3. Th e transfer of equity holding from a non-resident enterprise 
to a resident enterprise will not avoid or reduce China tax and actually will bring interest 
to the closer watch of China tax authorities. In our example, if EuroCo disposes of 
ChinaCo3, EuroCo will be subject to a 10 percent CIT on gain derived from the disposi-
tion. Aft er ChinaCo3 is transferred to China HoldCo, if China HoldCo disposes of 
ChinaCo3, applicable CIT rate on the gain generally will be 25 percent. Furthermore, 
P could dispose of ChinaCo3 by disposing of EuroCo with a possibility of not paying 
China tax. Th e transfer of ChinaCo3 to China HoldCo will eliminate such option of 
indirectly disposing of a single China operating entity without paying China tax. 
Accordingly, the tax rule should not discourage this type of transfer into China. Taxpayers 
may seek special approval from the tax authorities for a special reorganization treatment 
in transactions like the example. However, only the SAT and the MOF have the authority 
to approve the satiations that do not meet the special reorganization forms prescribed in 
the merger and acquisition tax circular. Please see discussions in Chapter 7.4.8.4.     

    7.5.8.3  Outbound Transfer

 A resident enterprise can transfer assets or stock to a 100 percent directly owned 
non-resident enterprise as an investment. Such transfer is qualifi ed as a special reorgani-
zation.79 However, unlike the no-gain recognition treatment in other types of special 
reorganization, the transfer in the outbound transaction must recognize gain on the 
transfer evenly over a ten-year period.80

79 Article 7(3) of Cai Shui [2009] No. 59. 
80 Article 8 of Cai Shui [2009] No. 59.
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 Th is rule will allow a resident enterprise to transfer its equity interest in domestic or 
foreign company to a fi rst tier wholly-owned foreign subsidiary in a special reorganiza-
tion as illustrated in Figure 7.5.8–2 below. 

 P, a resident enterprise, owns two operating subsidiaries, ForCo1 and ForCo2, in a 
foreign country. P forms a new non-resident holding company, Foreign HoldCo, and 
then transfers ForCo1 and ForCo2 to Foreign HoldCo. As P directly owns 100 percent 
of Foreign HoldCo, P can elect to treat the transfer as a special reorganization and 
 recognize gain realized on the transfer (i.e., the fair market value of ForCo1 and ForCo2 
in excess of P’s tax basis in the equity of ForCo1 and ForCo2) over a ten-year period. 

 In some situations, a resident enterprise may want to invest some assets into an indirect 
subsidiary. Suppose in the above example, P sets up two tiers of holding company and 
transfers foreign operating companies to the second tier holding company as illustrated  
in Figure 7.5.8–3 below.

  P transfers equity of ForCo1 and ForCo2 to Regional HoldCo, which should qualify 
for a special reorganization because P directly owns 100 percent of Regional HoldCo. 
Regional HoldCo subsequently transfers the equity of ForCo1 and ForCo2 to Country 
HoldCo. One of the general requirements for all types of special reorganization is that 
“the original shareholders who receive payment in equity in enterprise reorganization 
cannot transfer the equity within 12 months aft er the reorganization.” It is not clear 
whether this requirement will prevent Regional HoldCo from transferring the equity of 
ForCo1 and ForCo2 to Country HoldCo within 12 months of the transfer of equity from 
P. Technically, Regional HoldCo is not an original shareholder who receives payment in 
equity; it is the party that receives investment contribution. As such, literally reading the 
circular would lead to a conclusion that the subsequent transfer of ForCo1 and ForCo2 
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by Regional HoldCo to Country HoldCo should not disqualify the special reorganiza-
tion treatment of the fi rst transfer; the second transfer itself is not taxable assuming 
Regional HoldCo is not a resident enterprise. Such a conclusion would provide an oppor-
tunity to defer tax on exit from a foreign investment. In our example, suppose aft er the 
fi rst transfer (P transfers ForCo1 and ForCo2 to Regional HoldCo), Regional HoldCo 
sells shares of ForCo1 to an unrelated party. Regional HoldCo generally will not be 
 subject to China tax until distributing profi ts to P. Of course, P may be required to 
 recognize a deemed dividend according to CFC rule. However, CFC rule may be avoided 
by Regional HoldCo investing cash into other operations (e.g., commercial reasons for 
not repatriating cash). Th e tax authorities may crack down on this two-step transfer 
 without business reasons by applying general anti-avoidance rule.

    7.5.8.4  Other Situations

 Th e merger and acquisition tax circular has left  some room for other types of cross-border 
transactions that can be qualifi ed as a special reorganization. Th is can be any situation 
that is approved by the MOF and the SAT.   81 Accordingly, if a transaction is not covered
by the special reorganization rule, the taxpayer may apply for a special approval of the tax 
authorities level by level. However, only the MOF and the SAT have fi nal approval 

81 Article 7(4) of Cai Shui [2009] No. 59.

P

After transaction

Country
HoldCo

Transaction

ForCo1 ForCo2

P

Country
HoldCo

ForCo1 ForCo2

Regional
HoldCo

Regional
HoldCo

     figure 7.5.8–3     



178  Mergers and Acquisitions

authority. Because of the requirement of 100 percent direct ownership of the transferor 
in the transferee (see discussions in Chapter 7.5.8.1 and 7.5.8.2), many bona fi de enterprise 
reorganizations would not be qualifi ed for special reorganization. Th e tax authorities at 
the local level may request for approval of the SAT for special situations on behalf of 
taxpayers. It is unlikely that the SAT will reply all of such requests. It is possible that the 
SAT may issue interpretation circular to authorize special reorganizations with some 
deviation from those described in Cai Shui [2009] No. 59 replying to some of the requests. 
So far, no such circular has been issued. Th e SAT might be reluctant to broaden the scope 
of special reorganization without the consent of the MOF as Guo Shui Han was jointly 
issued by both the SAT and the MOF.      

    7.5.9  step transactions   

 Th e merger and acquisition tax circular states the principle of “substance over form.” 
If stock or assets were transferred in several steps before or aft er reorganization within a 
12-month period, those transactions will be treated as a single reorganization transac-
tion.   82 Th is step-transaction doctrine permits a series of formally separate steps to be 
amalgamated and treated as a single transaction if the steps in substance are integrated to 
achieve the same result as a single transaction. Th e tax rule has not provided detailed 
explanation of the doctrine other than the specifi ed time period. Th is rule can be a 
 powerful weapon for the tax authorities to deny special reorganization tax treatment of 
a transaction by considering other transactions as part of an integrated reorganization. 

 On the other hand, the step transaction rule seems to allow a taxpayer to treat a series 
of transactions as a single reorganization for the purpose of electing special reorganiza-
tion treatment. Suppose Company A acquires 30 percent of stock of Company B by 
 issuing A’s stock to Company C, the only shareholder of B. Eight months later, A acquires 
additional 50 percent of B’s outstanding shares by issuing A’s stock to C. Separately, 
 neither of the transactions is qualifi ed as a special reorganization because each transfer is 
less than 75 percent of equity of B. If we treat both as a single reorganization, A would 
acquire 80 percent of total equity of B. As such, the parties can elect to treat the  transaction 
as a special reorganization assuming all of other conditions for special reorganization are 
met. Suppose the fi rst acquisition takes place on November 1, Year 1 and the second trans-
action on July 1, Year 2. On or before May 30, Year 2, C needs to fi le its annual CIT return 
for Year 1. If it is expected that the reorganization will qualify for a special reorganization 
when all steps completed and if all the parties to the transaction agree on the special 
reorganization treatment, the parties can take a position to treat the fi rst step of the trans-
action as a special reorganization. Aft er the satisfaction in review the qualifi cation of 
materials submitted, the tax authority may temporarily apply the special reorganization 

82 Article 10 of Cai Shui [2009] No. 59. 
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treatment for Year 1. Th e tax authority will confi rm the special reorganization tax treat-
ment aft er the completion of step two and review the fi lings for Year 2.83  However, if it
cannot be predicted whether the whole reorganization can satisfy the requirements of 
special reorganization (e.g., not sure whether 75 percent or more stock can be acquired 
within 12 months), the ordinary reorganization treatment should apply. If the whole 
reorganization qualifi es for special reorganization aft er completed, the enterprise may 
adjust its return for Year 1 and apply for a tax refund or credit the overpayment for Year 1 
to the following Years.   84

    7.5.10  filing requirement 

 If a transaction satisfi es the requirements for a special reorganization and the parties elect 
special reorganization tax treatments, the parties must fi le documentation to prove that 
the transaction meets the requirements. Th e documentation must be fi led at the time of 
fi ling of the annual income tax return for the year in which the reorganization is 
 completed. Failure to fi le required information by enterprises on or before the deadline, 
the transaction cannot be treated as a special reorganization.85  Th e SAT provided
 guidance to specifi c fi ling requirements for each type of special reorganization. If the 
 parties need a confi rmation of the tax authorities on the special reorganization treat-
ment, the parties may have the lead party fi le an application for the confi rmation with the 
tax bureau in charge; the tax bureau should forward the application to the provincial 
level of tax bureau for the confi rmation. If the lead party and other parties are not in the 
same province, municipality, or autonomous region, the provincial tax authority in 
charge of the lead party should copy the application materials to the relevant tax author-
ities in the other province, municipality, or autonomous region.86  Th e lead party in a 
special reorganization is the debtor in a debt restructuring, the transferor in a share or 
asset acquisition, the surviving enterprise in a merger by absorption, the enterprise that 
owned majority assets in a merger where the surviving company is a newly established 
enterprise, or the de-merged or spin-off  enterprise in a de-merger.   87

    7.5.10.1  Debt Restructuring   

 In a debt restructuring, if the debtor enterprise elects to recognize gain on debt  settlement 
over a fi ve-year period because the taxable income derived from the debt restructuring is 

83 Article 32 of SAT Gong Gao 2010 No. 4. 
84 Article 33 of SAT Gong Gao 2010 No. 4. 
85 Article 11 of Cai Shui [2009] No. 59.
86 Article 16 of SAT Gong Gao 2010 No. 4.
87 Article 17 of SAT Gong Gao 2010 No. 4.
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greater than 50 percent of current year taxable income, the enterprise should prepare the 
following documents.   88

   (1)  Overall description of debt restructuring including explanation of business 
purpose of the debt restructuring;

   (2)  Th e debt restructuring agreement signed by all parties;  
   (3)  Th e taxable income realized in the debt restructuring and the current year tax-

able income of the debtor enterprise; and
   (4)  Other information that may be required by the tax bureau in charge.

 If a debt restructuring is a conversion of debt into equity and therefore the debtor 
temporarily does not recognize income, the enterprise should prepare the following 
documents.   89

   (1)  Overall description of debt restructuring including explanation of business 
purpose of the debt restructuring;

   (2)  Th e agreement on debt to equity conversion signed by all parties;  
   (3)  Th e evidence of fair market value of stock converted from debt;  
   (4)  Th e documents evidencing the change of equity confi rmed by administration 

for industry and commerce or other relevant government offi  ce; and
   (5)  Other information that may be required by the tax bureau in charge.

    7.5.10.2  Stock Acquisition   

 In a stock acquisition, enterprises should prepare the following documents.90

   (1)  Overall description of the stock acquisition including explanation of business 
purpose of the transaction;  

   (2)  Th e share purchase agreement signed by both parties;  
   (3)  Th e appraisal report of fair market value of stock transferred issued by a PRC 

licensed appraiser;  
   (4)  Th e documents evidencing that the transaction satisfi es the requirements of 

special reorganization tax treatment, including the percentage of equity trans-
ferred, the consideration paid, and the promise that the business activities with 
respect to the assets involved in a reorganization will not substantially change 
and the former major shareholders will not transfer the stock received within 
12 months;

88 Article 22(1) of SAT Gong Gao 2010 No. 4. 
89 Article 22(2) of SAT Gong Gao 2010 No. 4.
90 Article 23 of SAT Gong Gao 2010 No. 4.
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   (5)  Th e documents evidencing the change of equity confi rmed by administration 
for industry and commerce or other relevant government offi  ce; and

   (6)  Other information that may be required by the tax bureau in charge.

   7.5.10.3 Asset Acquisition

 In an asset acquisition, enterprises should prepare the following documents.91

   (1)  Overall description of the asset acquisition including explanation of business 
purpose of the transaction;  

   (2)  Th e asset purchase agreement signed by all the parties;
   (3)  Th e appraisal report of fair market value of assets transferred issued by a PRC 

licensed appraiser;  
   (4)  Th e valid evidence of tax basis of acquiring enterprise in the stock;
   (5)  Th e documents evidencing that the transaction satisfi es the requirements of 

special reorganization tax treatment, including the percentage of total asset 
transferred, the consideration paid, and the promise that the business activities 
with respect to the assets involved in a reorganization will not substantially 
change and the former major shareholders will not transfer the stock received 
within 12 months;  

   (6)  Th e documents evidencing the change of equity confi rmed by administration 
for industry and commerce or other relevant government offi  ce; and

   (7)  Other information that may be required by the tax bureau in charge.

    7.5.10.4  Merger   

 In a merger, the enterprises should prepare the following documents:92

   (1)  Overall description of the merger including explanation of business purpose of 
the transaction;  

   (2)  Th e approval document issued by the relevant government offi  ce concerning 
the merger;  

   (3)  Th e statement of ownership relationship of the parties to the merger;  
   (4)  Th e net asset, and each asset and liability of the merged enterprise and their 

book value and tax basis;
   (5)  Th e documents evidencing that the transaction satisfi es the requirements of 

special reorganization tax treatment, including the percentage of stock consid-
eration, and the promise that the business activities with respect to the assets 

91 Article 24 of SAT Gong Gao 2010 No. 4. 
92 Article 25 of SAT Gong Gao 2010 No. 4.
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involved in a reorganization will not substantially change and the former major 
shareholders will not transfer the stock received within 12 months;

   (6)  Th e documents evidencing the change of equity confi rmed by administration 
for industry and commerce or other relevant government offi  ce; and

   (7)  Other information that may be required by the tax bureau in charge.

    7.5.10.5  De-merger

 In a de-merger, the enterprises should prepare the following documents:   93

   (1)  Overall description of the de-merger including explanation of business purpose 
of the transaction;

   (2)  Th e approval document issued by the relevant government offi  ce concerning 
the de-merger;  

   (3)  Th e net asset, and each asset and liability of the de-merged enterprise and their 
book value and tax basis;

   (4)  Th e documents evidencing that the transaction satisfi es the requirements of 
special reorganization tax treatment, including the percentage of stock consid-
eration, and the promise that the business activities with respect to the assets 
involved in a reorganization will not substantially change and the former major 
shareholders will not transfer the stock received within 12 months; and  

   (5)  Th e documents evidencing the change of equity of the de-merged enterprise 
confi rmed by the offi  ce administration for industry and commerce;

   (6)  Copies of business licenses of the de-merged enterprise and the spin-off  enter-
prises aft er the de-merger;

   (7)  Copies of accounting treatment of the de-merged and spin-off  enterprises; and 
   (8)  Other information that may be required by the tax bureau in charge.

    7.5.10.6  Outbound Transaction   

 In a reorganization where a resident enterprise contributes stock or asset to its 100 
 percent-owned foreign subsidiary, the enterprise should submit the following  documents.   94

   (1)  Overall description of the stock acquisition including explanation of business 
purpose of the transaction;  

   (2)  Th e share purchase agreement signed by both parties;  
   (3)  Th e ownership relationship of the parties;

93 Article 27 of SAT Gong Gao 2010 No. 4.
94 Article 37 of SAT Gong Gao 2010 No. 4. 
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   (4)  Th e appraisal report of stock or asset transferred issued by a PRC licensed 
appraiser. Th e report should separately list the fair market value of each asset 
and liability transferred;

   (5)  Th e documents evidencing that the transaction satisfi es the requirements of 
special reorganization tax treatment, including the percentage of equity or 
assets transferred, the consideration paid, and the promise that the business 
activities with respect to the assets involved in a reorganization will not sub-
stantially change and the stock received will not be transferred within 12 
months; and

   (6)  Other information that may be required by the tax bureau in charge.

    7.5.10.7  Follow-up Filings   

 An enterprise in a special reorganization should fi le a statement with the tax bureau in 
charge when it fi les its tax return for the year following the year of reorganization. Th is 
statement should demonstrate that the required conditions for the special reorganization 
did not change within 12 consecutive months aft er the reorganization.   95 If one party 
to the reorganization changes its business, the nature of enterprise, or asset or stock 
 structure so that the reorganization no longer qualifi es for the requirements of special 
reorganization, the party should notify such change to all the parties to the reorganiza-
tion within thirty days of the change; the lead party should notify the tax bureau in 
charge accordingly. Within sixty days of such change, the parties should make a tax 
adjustment to the taxable income for the year of reorganization according to the tax 
treatment for an ordinary reorganization. Th e parties to the reorganization should recog-
nize gain or loss based on the relevant fair market value and tax basis on the date of 
completion for the original reorganization; the tax basis of relevant assets and liabilities 
should also be adjusted accordingly.96

    7.6  Tax Incentives Existing Prior to Transaction

 In an asset acquisition, the acquiring enterprise acquires assets of the acquired enterprise. 
Aft er the transfer, the acquired enterprise continues to exist. As such, the tax incentives 
granted to the acquired enterprise will not be transferred to the acquiring enterprise. 
If the acquired enterprise continues to meet the qualifi cation for the tax incentives, the 
entity can continue to enjoy the tax incentives. However, the transfer of substantial assets 
of the acquired enterprise may change the conditions for granting the tax incentives. For 
example, a reduced tax rate for High and New Technology Enterprise is granted based 

95 Article 29 of SAT Gong Gao 2010 No. 4. 
96 Article 30 of SAT Gong Gao 2010 No. 4.
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on specifi c business, IP rights, R&D capabilities, etc. If an asset acquisition results in the 
change of those conditions, the transferor/acquired enterprise will no longer be qualifi ed 
as a High and New Technology Enterprise and therefore will not be eligible for the 
reduced tax rate. 

 In a stock acquisition, the transfer of stock of the acquired enterprise merely changes 
the ownership of the enterprise; the acquired enterprise will continue to operate. If the 
acquired enterprise does not change its nature of business and operations, it should con-
tinue to enjoy tax incentives granted prior to the reorganization.

 In a merger by absorption, if there is no change in the nature of the enterprise and the 
conditions for granting tax incentives, the surviving enterprise can continue to enjoy the 
pre-merger tax incentives of the surviving enterprise for the remaining incentive period. 
Th e tax incentive amount is based on the taxable income of the enterprise for the year 
prior to the merger; if the enterprise had a loss in that year, the taxable income is consid-
ered to be zero.97 Th is rule will penalize merger in many situations where one or both
enterprises have pre-merger tax incentives.

 For example 1: A and B each was granted CIT exemption for 2008 and 2009 and a 
12.5 percent CIT rate for 2010, 2011, and 2012. Th e normal tax rate aft er tax holiday 
for them is 25 percent. A was merged into B on July 1, 2009. Th ere is no change of 
nature of business aft er the merger. Th e table below illustrates the tax results with 
and without merger.

  Without merger, A and B would pay no CIT in 2009 and a 12.5 percent CIT on all 
taxable income in 2010. Aft er the merger, B can continue to enjoy tax incentives. However, 
B’s tax incentive is computed based on the taxable income of B for 2008, the year prior to 
the merger. As such, the tax exemption will only apply to RMB100 of its total taxable 
income of RMB300, which includes RMB200 from its original business and RMB100 
from A’s original business. Similarly, for 2010, a reduced CIT rate of 12.5 percent would 
only apply to RMB100 of B’s total taxable income; the remaining RMB500 of taxable 
income would be subject to 25 percent CIT rate. 

97 Article 9 of Cai Shui [2009] No. 59.

  Year  Without merger  With merger  

A  B  A B

Income  CIT Income  CIT Income  CIT  Income  CIT  
 2008  100 0  100  0  100  0 100  0  
 2009  200 0 200  0  100  0  300 50  
 2010 300 37.5 300  37.5  600  137.5  
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 Example 2. Th e facts are the same as Example 1 except that A and B are merged into 
a newly established enterprise C. Th e special reorganization rule does not address 
the treatment of tax incentives in a newly established merger. Applying the  principle 
and logic contained in the provision applicable to absorption merger, C probably 
would not be entitled to any tax incentives granted to A and B.

 In a surviving de-merger, if there is no change in the nature of the enterprise and the 
conditions for granting tax incentives, the surviving enterprise can continue to enjoy the 
pre-de-merger tax incentives of the surviving enterprise for the remaining incentive 
period. Such tax incentive amount is calculated based on the taxable income of the enter-
prise for the year prior to the merger multiplied by the ratio of the surviving enterprise’s 
assets aft er the de-merger over the total assets of the pre-de-merger enterprise. If the 
enterprise had a loss in the year prior to the de-merger, the taxable income is considered 
to be zero.   98

 Th e merger and acquisition tax circular does not defi ne “surviving de-merger” or 
“the surviving enterprise” for a de-merger. A surviving de-merger is defi ned in merger 
regulations concerning foreign invested enterprises issued by the predecessor of the 
Ministry of Commerce and the Sate Administration for Industry and Commerce as “one 
company is divided into two or more companies; the current company survives and sets 
up one or more new companies.” 99 An old tax circular concerning the mergers and 
de-mergers of foreign invested enterprises also provides for a defi nition of surviving 
de-merger. According to the old tax circular, a surviving de-merger refers to a de-merger 
where the original enterprise survives and part of it is spun off  as one or more new enter-
prises.   100  In reference to the defi nition of surviving de-merger in those regulations, a 
 surviving enterprise in a de-merger should be the de-merged enterprise or the original 
enterprise aft er the de-merger and should not be the spin-off  enterprise or the new enter-
prise. Based on this assumption, the implementation of the tax incentive formula can be 
illustrated in the following example. 

 For example 3: X was granted for CIT exemption for 2008 and 2009 and 12.5 
percent CIT rate for 2010, 2011, and 2012. Th e normal tax rate aft er tax holiday is 

 98 Article 9 of Cai Shui [2009] No. 59. 
 99 Article 4 of the Measures for Mergers and De-mergers of Foreign Invested Enterprises, Wai Jing Mao Fa Fa 

[1999] No. 395, issued by Ministry of Foreign Trade and Economic Cooperation and the State Administration 
for Industry and Commerce on September 23, 1999, amended in accordance with the Oder of the Ministry of 
Foreign Trade and Economic Cooperation and the State Administration for Industry and Commerce on 
November 22, 2001.

100 Article 2 of the Provisional Measures for Income Tax Treatment of Reorganizations Such as Merger, De-merger, 
Equity Restructuring, and Asset Transfer for Foreign Invested Enterprises, Guo Shui Fa [1997] No. 71, issued 
by the SAT on April 28, 1997 and eff ective till December 31, 2007. 
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25 percent. X transfers 50 percent of its assets and liabilities into a newly established 
enterprise Y on July 1, 2009. Th ere is no change of nature of business aft er the 
merger. Th e table below illustrates the tax results with and without de-merger.   

  Without the de-merger, X would pay no CIT in 2009 and a 12.5 percent CIT on all 
taxable income in 2010. Aft er the de-merger, X can continue to enjoy tax incentives. 
However, X’s tax incentive is computed based on the taxable income of X for 2008 
 multiplied by the asset allocation ratio. As X transfers 50 percent of its total assets to Y at 
the de-merger, it appears that the tax incentive amount for X aft er the de-merger is 
RMB50 (RMB100 x 50 % /100 % ). As such, for 2009, the tax exemption will only apply to 
RMB50 of its total taxable income of RMB150, which includes RMB100 generated for 
January to June and RMB50 for July to December. Similarly, for 2010, a reduced CIT rate 
of 12.5 percent would only apply to RMB50 of X’s total taxable income; the remaining 
RMB100 of taxable income would be subject to 25 percent CIT rate. Y cannot enjoy any 
tax incentives. 

 Th e tax incentive rules for mergers and de-mergers apply to both special reorganiza-
tion and ordinary reorganization. Th e main reason for special reorganization treatment 
(i.e., tax deferral) is the continuity of business and ownership interest in a changed 
 business form. Tax incentives are granted to enterprises; the change of ownership gener-
ally will not disqualify tax incentives of enterprises. As such, there should be no diff erent 
tax incentive rule for special reorganization and ordinary reorganization. Th ere is an 
exception for the tax incentives granted because of certain owner interest. For example, 
under the old tax law, foreign invested manufacturing enterprises were granted for tax 
holidays. If a foreign invested enterprise becomes a domestic company because of the 
ownership change, such ownership change does disqualify the tax holiday to the enter-
prise. However, such ownership change is not correlated to the classifi cation of special 
reorganization and ordinary reorganization.

 It is not clear why the merger and acquisition tax rule penalizes mergers and de- mergers 
with respect to tax incentives. Perhaps it is not the intention of the tax circular. Perhaps 
the MOF and/or the SAT will issue a new circular to clarify the matter.

  Year  Without de-merger  With de-merger

 X  X  Y  

 Income  CIT Income  CIT  Income  CIT  
 2008 100 0  100  0  n/a  n/a  
 2009  200 0 150 25  50 12.5  
 2010  300  37.5 150  31.25 150  37.5
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    7.7  Contribution of Assets in Enterprise Formation

 An enterprise sometimes may form a new company by contributing some of its assets. 
An enterprise may also set up such company jointly with another owner or owners by 
contributing the assets. Th e current merger and acquisition tax circular does not specifi -
cally address the tax treatment of the formation of a company by contributing business 
assets. A tax circular issued under the EIT Regulations provide that where an enterprise 
contributes non-monetary business assets to another enterprise in exchange for the equity 
of the other enterprise, the contributing enterprise is considered selling its assets at fair 
market value at the time of contribution and then invests in the receiving enterprise. Th e 
contributing enterprise should recognize gain or loss on the deemed sale of assets. If the 
enterprise has diffi  culty paying CIT on the full gain in one tax year because of a large 
amount of gain, the enterprise may recognize the gain evenly over fi ve years upon the 
approval of the tax authorities.   101  Technically, the circular is no longer valid because the
EIT Regulations have been replaced by the CIT Law. According to Article 75 of the CIT 
Implementation Rules, unless otherwise provided by the MOF and the SAT, a transfer of 
asset in enterprise reorganization is a taxable event. Neither the merger and acquisition 
tax circular nor any other circular issued under the CIT Law and the CIT Implementation 
Regulations provide a tax relief for equity investment in kind. Accordingly, the two-step 
treatment of transfer of business assets for equity investment as provided in the old tax 
circular should still be valid in principle. However, the fi ve-year gain recognition rule is 
no longer available; the contributing enterprise should recognize the full gain on the 
transfer of assets.   102

 Although there is no tax relief for contributing assets to form a new enterprise, it is 
possible the transaction may be qualifi ed as a special reorganization if it meets the 
 requirements of one of the types of special reorganization as provided in the merger and 
acquisition tax circular. A formation of enterprise could be a qualifi ed asset acquisition. 
Suppose that Company A and Company B form a new Company C. A contributes 
75 percent of its total assets and B contributes cash. A and B each receives 50 percent of 
equity of C. Assuming C does not substantially change the use of the assets received from 
A, the transaction arguably should be qualifi ed as an asset acquisition in a special reorga-
nization. In such case, A should not need to recognize gain or loss on the asset contribu-
tion. A’s tax basis in its equity in C is equal to its tax basis in the assets immediately 
before the contribution. C’s tax basis in the assets should be equal to A’s tax basis in the 
assets immediately before the contribution. Whether such characterization of “asset 
acquisition”, rather than “contribution” is subject to test in practice. 

101 Article 3 of the Notice on Certain Income Tax Issues Concerning Equity Investment of Enterprises, Guo Shui 
Fa [2000] No. 118, issued by the SAT on June 21, 2000. 

102 SAT Gong Gao [2010] No. 19.
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 Similarly, can a formation of enterprise be qualifi ed as a stock acquisition? Suppose 
that Company X owns 100 percent equity of Company Y. X contributes 100 percent of 
Y stock of into a newly formed Company S in exchange for 100 equity of S. As a result, 
X owns 100 percent of S, which in turn owns 100 percent of Y. Arguably, the contribu-
tion of Y stock into S can be characterized as a stock acquisition in special reorganization. 
X should not recognize gain or loss on the contribution of Y stock. X’s tax basis in 
S should be equal to its tax basis in Y immediately before the contribution. S’s tax basis in 
Y should be equal to X’s tax basis in Y immediately before the contribution.

    7.8  Financing Acquisition

    7.8.1  debt at the subsidiary level 

 Th e common and easiest way to push acquisition debt to the subsidiary level is that the 
subsidiary borrows funds and then acquires assets of a target company.

  Th is will be a taxable asset acquisition. T will recognize gain or loss on sale of assets to 
Sub. Sub’s tax basis in T’s assets will be the consideration paid for the assets. If Lenders are 
unrelated fi nancial institutions, the interest paid by Sub to Lenders is generally fully 
deductible. However, if the debt is guaranteed by P or any other related parties of Sub, 
the debt will be treated as related party debt for computation of limitation on interest 
expenses under the thin capitalization rule. Th e maximum related party debt to equity 
ratio is 5:1 for fi nancial enterprises and 2:1 for other enterprises under the thin capitaliza-
tion rule. Th e interest on related party debt exceeding the permitted amount will not be 
deductible when computing taxable income for CIT purposes.   103 If Sub is high leveraged 
and related party debt including those guaranteed by P exceeds the debt to equity ratio, 
Sub may be able to deduct interest expense if it can prove the lending is an arm’s-length 
transaction or, in domestic transactions, the Sub’s eff ective CIT burden is not higher than 
the lender’s. See Chapter 5.4 for discussions of the thin capitalization rule. If, instead of 

103 Article 46 of the CIT law; Cai Shui [2008] No.121. 
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third-party lending, P makes a loan to Sub to acquire T’s assets, the interest deduction 
will be subject to the same thin capitalization rule. If P is a foreign company and makes a 
loan Sub, Sub will need to register the foreign debt under foreign exchange rules. Th e 
foreign debt is subject to the limitation under registered capital and total investment 
ratio as outlined in Chapter 5.4.

 Technically, a reverse merger can be used for a leverage buyout with debt at subsidiary 
level. Th e transaction is illustrated in Figure 7.8.1–2 below. 

  P forms a new Sub with equity from P and debts from Lenders. Sub is merged into T; 
T Owner receives cash at the merger. Th e two steps most likely will be treated as one 
single transaction. Th e possible result is that T is treated as selling all of its assets and then 
being liquidated into T Owner. T and T Owner should recognize gain or loss on the 
deemed sale and liquidation. If the debt is guaranteed by P or its related party, the limita-
tion on interest expense under thin capitalization will apply. Th e tax treatment is the 
same as that of related party debt in an asset acquisition in the fi rst example. In practice, 
for non-tax reasons, a reverse merger in leverage buyout may be diffi  cult to implement. 
For business administration purpose, the registered capital of surviving enterprise is gen-
erally the sum of all the merger entities. Th e reversed merger in our example may require 
a reduction in registered capital. If one of the merger entities is a foreign invested enter-
prise, the merger will require the government approval. Th e government may review the 
transaction as reduction of capital and not give approval.

    7.8.2  debt at parent level   

 A parent company can leverage in an acquisition of equity of target.
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  Th e transaction as illustrated in Figure 7.8.2–1 is a taxable stock acquisition. T owner 
recognizes gain or loss on the sale of T stock. P’s tax basis in T stock is the consideration 
paid to T Owner. When a foreign company acquires an enterprise in China, P can be an 
existing or newly established holding company incorporated outside China. Th e loans to 
an off shore entity are not subject to the China thin capitalization rule unless the off shore 
entity is a resident enterprise by reason of eff ective management in China. Th e advantage 
of keeping debt at parent level is to simplify the transaction while maintaining leverage in 
the acquisition of stock. It is also a way to obtain additional borrowing when T is already 
highly leveraged. Th e disadvantage of leveraging P is that the interest cannot be deducted 
by T. Furthermore, T cannot pay dividends to P if it does not have accumulated earnings 
and profi ts. As such, if T has excess cash while not having accumulated profi ts, the cash 
will not be available to serve P’s debt.

    7.9  Indirect Transfer of Resident Enterprise by Non-resident Enterprise

 According to Article 7 of the Implementation Rules, the income from the transfer of 
equity investment should be sourced to the location of invested enterprise. Based on this 
sourcing rule, if a non-resident enterprise owns an overseas holding company, a non-
resident enterprise, which in turn invests in a China resident enterprise, the gain on sale 
of shares of the overseas holding company should be sourced to the location of the over-
seas holding company and generally would not be taxable in China. However, the SAT in 
a tax circular provides that if the overseas holding company is located in a jurisdiction 
where the eff ective tax burden is less than 12.5 percent or where the jurisdiction does not 
tax off shore income, the non-resident transferor will be required to provide the Chinese 
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tax authority in charge, within 30 days of execution of share transfer agreement, the 
following:   104

   (1)  Share transfer agreement;  
   (2)  Th e information of relationship between the non-resident transferor/investor 

and the overseas holding company transferred in the areas of capital, business, 
purchase and sales, etc.;  

   (3)  Th e information of production, business, personnel, accounting, property, etc. 
of the overseas holding company transferred;

   (4)  Th e information of relationship between the overseas holding company trans-
ferred and the Chinese resident enterprise in the areas of capital, business, 
 purchase and sales, etc.;  

   (5)  Th e explanation of reasonable commercial purpose for the establishment of the 
overseas holding company transferred; and

   (6)  Other information that may be required by the tax authority.

 If the tax authority in charge believes that the indirect transfer of equity interest in the 
Chinese resident enterprise is to avoid China tax by abusing organizational form and 
without reasonable commercial purpose, the tax authority may re-characterize the equity 
transfer based on economic substance and disregard the overseas holding company. Such 
re-determination of nature of transfer must be reported by the tax authority in charge to 
and confi rmed by the SAT.   105

 Th e indirect transfer-reporting rule does not apply to the transfers of shares that are 
bought and sold on stock exchanges.   106  Accordingly, if a non-resident enterprise pur-
chases shares, on a stock exchange, of a listed off shore company that owns China resident 
enterprises, the non-resident enterprise is not required to report the sale of these shares of 
listed off shore company on the stock exchange. It appears that this exception is not avail-
able for a non-resident enterprise that acquired shares of the off shore company before the 
shares are listed on stock exchange (i.e., not bought on exchange) and subsequently sells 
the shares on a stock exchange aft er an IPO.     

    7.10  China Implementation of Global Mergers and Acquisitions   

 As discussed in Chapter7.5.8, the merger and acquisition circular provides very limitation 
situations where a cross-border transaction can be qualifi ed as a special reorganization. 
As such, it is very diffi  cult to structure the China implementation of a global merger or 

104 Article 5 of Guo Shui Han [2009] No. 698.
105  Article 6 of Guo Shui Han [2009] No. 698.
106 Article 1 of Guo Shui Han [2009] No. 698. 
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acquisition as a special reorganization. For taxable global acquisitions, local transactions 
are oft en needed to implement the global deal with respect to the equity or assets of 
China subsidiaries.    

    7.10.1  global merger with direct china subsidiaries 

 In Figure 7.10.1–1, A, a non-resident enterprise, directly owns 100 percent of WFOE1, a 
resident enterprise in China. B, a non-resident enterprise, directly owns 100 percent of 
WFOE2, a resident enterprise in China. B is merged into A. 

  B transfers all of its assets and liabilities into A. For China purposes, B transfers equity 
of WFOE2 to A. According to Article 7(1) of Cai Shui [2009] No.59, to qualify a for-
eign-to-foreign transfer for a special reorganization, the transferor must directly own 100 
percent of the transferee. Because B does not own A, the foreign merger will trigger a gain 
recognition event in China. B would be treated as selling the equity of WFOE2 to A at 
fair market value.

    7.10.2  global merger with indirect china subsidiaries 

 As illustrated in Figure 7.10.2–1, A, a non-resident enterprise, owns 100 percent a SubA, 
a non-resident enterprise. SubA owns 100 percent of WFOE1, a resident enterprise in 
China. B, a non-resident enterprise, owns 100 percent of SubB, a non-resident enterprise. 
SubB owns 100 percent of WFOE2, a resident enterprise in China. B is merged into A.

  Th e transfer of SubB to A generally should not trigger a tax event in China, as there is 
no direct transfer of WFOE2. However, as discussed in Chapter 7.9, A may need to report 
the indirect transfer to the Chinese tax authority in charge of WFOE2. Assuming the 

A
Merger

After transaction

WFOE1Transaction
Other

entities
WFOE2

A

WFOE1
Other

entities
WFOE2

Other
entities

B

     figure 7.10.1–1     



China Implementation of Global Mergers and Acquisitions  193

merger has a reasonable commercial purpose, the merger most likely will not trigger 
China tax. Any subsequent business combination in relation to China may trigger a 
taxable event. For example, if SubB is merged into SubA, SubB would be treated as selling 
WFOE2 to SubA at fair market value. Suppose, instead of SubA and SubB merger, 
WFOE2 is merged into WFOE1. Th e merger tax rule does not address this type of 
transaction. Th e transaction seems to satisfy the requirements for a merger in special 
reorganization except SubA and SubB are non-resident enterprise. Such transaction 
could be viewed as a cross-border acquisition. As this transaction is not one of three 
types of cross-border transactions as prescribed in Article 7 of Cai Shui [2009] No.59, 
it would not be qualifi ed as a special reorganization. However, the three types of cross-
border transactions prescribed in Article 7 of Cai Shui [2009] No.59 are “stock and asset 
acquistions”. A merger is a separate type of reorganization from stock acquisition 
and asset acquisition. One view is that the merger of WFOE2 into WFOE1 should 
not be diaqualfi ed as a special reorganization by Article 7 of Cai Shui [2009] No.59 and 
such merger should qualify for a special reorganization under Article 6(4) of Cai Shui 
[2009] No.59.

    7.10.3  taxable asset acquisition   

 When a non-resident multinational company acquires assets from an unrelated party in 
a taxable transaction, some of the assets may be located in China. Suppose A, a non-
resident enterprise, acquires one line of business from B, also a non-resident enterprise. 

     figure 7.10.2–1     
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B owns 100 percent of China SubB, a wholly foreign owned enterprise in China. Th e 
assets sold by B to A include one of the production lines of China SubB. 

 Except in some special industries, a foreign company generally is not permitted to con-
duct business in the form of branch. A must have a Chinese entity to own and operate the 
acquired production lines in China. If A has an existing subsidiary in China, A’s China 
subsidiary can purchase the China assets directly from China SubB. If A does not have 
an existing entity in China or does not want to use an existing entity to host those assets, 
A will need to set up a new enterprise in China. Technically, A has two options. A can set 
up a wholly foreign owned enterprise in China. Let’s call it China SubA. A can contrib-
ute cash into China SubA. China SubA then can purchase the assets from China SubB. 
Alternatively, A can purchase the assets directly from China SubB and then from China 
SubA by contributing the assets acquired. Because of the complications of acquisition 
and the contribution of assets by foreign companies, the fi rst option is the preferable 
choice.

 Th e CIT consequences of all those options are similar as the transaction is a taxable 
purchase of assets from a China resident enterprise, China SubB. Let’s assume that A uses 
China SubA, which can be either an existing or newly established entity, to acquire the 
assets from China SubB. China SubB will recognize gain or loss on the sale of assets to 
China SubA. China SubA’s tax basis in the assets is the consideration paid to China SubB. 
One important China tax issue is price allocation. As a global deal, the parties usually 
negotiate a global price for all the assets acquired. A portion of the global price must be 
reasonably allocated to China assets. Such allocation should be based on fair market 
value of assets. Th e purchase price should be paid by China SubA to China SubB. as it is 
a transaction between two Chinese entities within China, the cash consideration should 
be paid in Chinese currency RMB.

    7.10.4  taxable stock acquisition 

 A non-resident enterprise B acquires a business from another non-resident enterprise S. 
Th e business acquired includes companies and assets in many countries, including an 
operating Chinese subsidiary, China Sub, which is 100 percent owned by S. To imple-
ment the global transaction, S most likely will enter into a share purchase agreement with 
B or B’s subsidiary to sell the equity of China Sub to B or B’s subsidiary. Th is is an ordi-
nary reorganization; S should recognize gain or loss on the transfer of equity of China 
Sub. Th e key issue in a transaction like this is the allocation of purchase price among the 
assets. Such price allocated to China Sub must be reasonable. 

 Where a foreign investor (or an actual control person) transfers the equity of more 
than one “controlled companies” within or outside China at the same time, the resident 
enterprise transferred should provide the tax authority in charge with the agreement on 
the whole transfer and the agreement relevant to the resident enterprise. If there is no 
agreement relevant to the resident enterprise, the resident enterprise should provide the 
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tax authority with the detailed information of each holding company and appropriately 
allocate the transfer price to the resident enterprise. If such price cannot be accurately 
allocated, the tax authority may make a transfer pricing adjustment using reasonable 
method.   107 Th e term “controlled company” is not defi ned. Presumably, the foreign inves-
tor should own or actually control more than 50 percent of equity of the transferred 
companies.      

    7.11  Consideration of Taxes Other than CIT

 In addition to CIT, a merger or acquisition may trigger other China taxes. Th e other 
taxes sometimes are crucial factors to determine the transaction structure. Th is section 
provides a brief overview of major China taxes other than CIT that may be applicable in 
a merger or acquisition. Th e discussions in this section are based on general tax rules and 
do not cover special rules applicable to special industries and all the exceptions to the 
general rules.    

    7.11.1  value added tax   

 Value Added Tax (VAT) is imposed on the sale of goods within China, the provision of 
processing and repair services, and the importation of goods into China.   108  Regular VAT 
rate is 17 percent.   109 A reduced rate of 13 percent applies to some goods.   110  Limited items
are exempted from VAT.   111  Th ere are two types of VAT payers, general VAT payer and
small-scale VAT payer. Generally speaking, an enterprise should register with the tax 
authority as a general VAT payer if its annual VATable revenue is greater than RMB500,000 
for an entity that is primarily engaged in manufacturing goods or providing VATable 

107 Article 8 of Guo Shui Han [2009] No. 698.
108 Article 1 of Provisional Regulations of Value Added Tax, adopted by the State Council on November 5, 2008, 

issued by Order of State Council 538 on November 10, 2008, and eff ective on January 1, 2009. 
109 Article 2 of Provisional Regulations of Value Added Tax. 
110 According to Article 2 of Provisional Regulations of Value Added Tax, those goods include (1) food grains and 

edible vegetable oils; (2) tap water, heating, air conditioning, hot water, coal gas, liquefi ed petroleum gas, 
natural gas, methane gas, and coal/charcoal products for household use; (3) books, newspapers, and maga-
zines; (4) feeds, chemical fertilizers, agricultural chemicals, agriculture machinery, and covering plastic fi lm 
for farming; and (5) other goods as prescribed by the State Council.

111  According to Article 15 of Provisional Regulations of Value Added Tax, the items that are exempt from VAT 
include (1) self-produced agricultural products sold by agriculture producers; (2) contraceptive medicines and 
devices; (3) antique books; (4) the importation of instruments and equipment directly used in scientifi c 
research, experiment and education; (5) the importation of materials and equipment from foreign govern-
ments and international organizations as assistance free of charge; (6) articles imported directly by organiza-
tion for the disabled and solely for use by the disabled; and (7) the sale of goods which have been used by the 
sellers.
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services or greater than RMB800,000 for an entity that is engaged in other VATable busi-
ness such as whole sales or retails. VAT payers whose annual sales are below this threshold 
should be small-scale VAT payers.   112 A general VAT payer will pay VAT at regular VAT 
rate. Input tax incurred by a general VAT payer on its purchases may be credited against 
output tax charges on its sales. On or aft er January 1, 2009, small-scale VAT payers pay 
VAT at 3 percent.   113 Small-scale VAT payers cannot claim credit on VAT incurred on
purchase. For the purpose of illustration VAT implications of mergers and acquisitions, 
we will assume all parties in the transactions are general VAT payers.

 VAT is not applicable in a stock acquisition. In an asset acquisition, the transfer of 
certain assets is subject to VAT. Th ese assets mainly include inventories and fi xed assets. 
For inventories, the seller should pay VAT at regular rate. Th e seller will charge the VAT 
to the buyer. Th e buyer can claim input tax credit on its subsequent sales of goods. For 
example, if the price net of VAT allocated to inventories is RMB100 and the VAT rate for 
the goods is 17 percent, the seller will charge the buyer RMB117. Th e seller will pay 
RMB17 of VAT less any input tax credit it may have to the tax authorities. Suppose the 
buyer sells the inventories for RMB150 aft er the acquisition, output tax for the buyer will 
be RMB25.5 (RMB150 x 17 % ). Th e buyer can claim a credit of RMB17. Th e buyer’s VAT 
payable is RMB8.5 (RMB25.5 – RMB17). As illustrated in the example, VAT on invento-
ries generally should not increase or decrease tax liability, and is merely a timing diff er-
ence. Given that inventories generally will turn in a short period of time, the payment of 
VAT on transfer of inventories in asset acquisitions usually should not be a major issue. 

 VAT on the transfer of fi xed assets is more complex because of the change of VAT 
regulations in 2008. Prior to January 1, 2009, the recovery of input VAT incurred on the 
purchase of fi xed assets is disallowed. Th is means that the VAT incurred by an enterprise 
in acquisition of fi xed assets became part of the cost base in computing depreciation for 
CIT purposes, but the amount of VAT could never be credited against output tax on 
sales of products by an enterprise. Certain VAT relief on purchases of equipment was 
granted to certain enterprises. VAT exemptions on the import of equipment and VAT 
refunds on the purchase of domestically produced equipment were available to qualifi ed 
enterprises, especially to certain foreign invested enterprises. Foreign investments in 
China are classifi ed as “encouraged,” “permitted,” “restricted,” and “prohibited” catego-
ries under the foreign investment catalog. If a foreign invested enterprise is classifi ed as 
“encouraged,” the enterprise was eligible for VAT exemption on imported equipment for 
its own use up to its approved amount of total investment, unless the imported item is on 
a list of non-exempted items. If such “encouraged” foreign invested enterprise purchased 
domestically produced equipment within China, the enterprise could claim a VAT 

112 Article 28 of the Implementation Rules of Provisional Regulations of Value Added Tax, Order of MOF and 
SAT No. 50, issued by the MOF and the SAT on December 15, 2008 and eff ective on January 1, 2009.  

113 Article 12 of Provisional Regulations of Value Added Tax. 
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refund for the input VAT incurred on the purchase of such equipment. Prior to January 
1, 2009, the sale of fi xed asset was exempted from VAT if the sale price is not greater than 
the original costs of the assets.

 On July 1, 2004, China started trial implementation of VAT reform Liaoning, Jilin, 
and Heilongjiang Provinces of the North-eastern Area. Enterprises in six industries 
(equipment manufacturing, petroleum chemical, metallurgy, ship manufacturing, auto-
mobile manufacturing, and processing of agriculture products) were allowed to credit 
VAT incurred on purchase of certain fi xed assets.   114  In July 2007, the trial implementation 
was expanded to an additional 26 cities in 6 provinces in Central Area (Shanxi, Anhui, 
Jiangxi, Henan, Hubei, and Hunan) in 8 industries,   115 and subsequently to East area 
of Inner-Mongolia   116 and Wenchuan earthquake area.   117 In November 2008, VAT 
Regulations were amended and the new policy on fi xed assets was adopted in the amended 
VAT Regulations. On and aft er January 1, 2009, general VAT payers are allowed to recover 
input VAT incurred on the purchase of certain fi xed assets, including machines, machin-
ery, means of transportation (excluding cars, motorcycles and yachts that are subject to 
consumption tax and could be used for private purposes), and other equipment and tools 
related to production and operation. On January 1, 2009, the preferential VAT policy on 
exemption of import VAT and VAT refunds on purchases of domestically produced 
equipment was abolished.   118

 Because of the VAT reform, VAT on the sale of fi xed assets depends on whether the 
assets were acquired before or aft er the eff ectiveness of the amended VAT regulations. 
In an asset acquisition on or aft er January 1, 2009, if equipment was originally acquired 
prior to January 1, 2009 and the seller did not credit VAT incurred on the original asset 

114 Th e Measures for Certain Issues Concerning Enlargement of Scope of Credit for Value-added Tax in 
North-eastern Area, Cai Shui [2004] No. 156, issued by the MOF and the SAT on September 14, 2004 and 
eff ective from July 1, 2004 to December 31, 2008. 

115 Th e Measures for Certain Issues Concerning Enlargement of Scope of Credit for Value-added Tax in Central 
Area, Cai Shui [2007] No. 75, issued by the MOF and the SAT on May 11, 2007 and eff ective from July 1, 2007 
to December 31, 2008. 

116 Th e Measures for Certain Issues Concerning Enlargement of Scope of Credit for Value-added Tax in East 
Area of Inner-Mongolia, Cai Shui [2008] No. 94, issued by the MOF and the SAT on July 2, 2008 and eff ec-
tive from July 1, 2008 to December 31, 2008. 

117 Th e Measures for Certain Issues Concerning Enlargement of Scope of Credit for Value-added Tax in Area 
Severely Damaged by the Wenchuan Earthquake, Cai Shui [2008] No. 108, issued by the MOF and the SAT 
on August 1, 2008 and eff ective from July 1, 2008 to December 31, 2008. 

118  Article 7 of the Notice on Certain Issues Concerning Implementation of VAT Reform Th roughout China Cai 
Shui [2008] No. 170, issued by the MOF and the SAT on December 19, 2008 and eff ective on January 1, 2009. 
However, on August 20, 2009, the MOF, National Development and Reform Commission, the Ministry of 
Industry and Information, General Administration of Customs, the SAT, and National Energy Board issued 
the Notice on Adjustment to Tax Policy on the Import of Key Technology Equipment, Cai Guan Shui [2009] 
No. 55, which provides for Customs and VAT exemption on the import of equipment on an equipment list. 
As such exemption is not broadly available, we will not discuss it in this book.
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purchase (i.e., the seller is not in the VAT reform trail implementation area or otherwise 
not benefi ted from the trail implementation), the seller will pay 2 percent VAT on the 
used equipment sale.   119 It appears that the buyer is not permitted to credit this 2 percent 
VAT because only ordinary invoices (not VAT invoices) can be issued on such used equip-
ment sale.   120  If the equipment was imported and the seller was exempted from VAT on 
the import or if the equipment was domestically produced and the seller received VAT 
refund on the domestic purchase, the VAT exemption and VAT refund are subject to 
recapture if the equipment is disposed of within a specifi c period. For most equipment, 
this period is fi ve years. As such, if the asset acquisition takes place during the fi ve-year 
period, the seller will need to pay back a portion of amount of VAT previously exempted 
or refunded. For the transfer of imported equipment, the claw-back of VAT exemption 
is calculated based on the original import price discounted by applying the following 
formula:

Tax baseaa Original import price confirmed by Customs=

× 1 −−− ×(  Number of months since import S÷t upervision period 12))

 Th e “number of months since import” is the actual number of months from the date 
of original release of equipment from Customs, if the number of days owing the equip-
ment in a month is less than a month but 15 days or more, those days will be treated as 
one month; if less than 15 days, those days will be treated as zero months.   121 Th e VAT 
payable will be the tax base times the applicable VAT rate (e.g., 17 percent for a general 
VAT payer).

 For the transfer of domestically produced equipment, the amount of payback for VAT 
refund is calculated using the following formula:

VAT payable  Net value of equipment Applicable tax rate= ×Net value of equipment

 Th e net value of equipment is the book value net of accumulated depreciation in 
accordance with China accounting standards.   122

119 Article 4 of Cai Shui [2008] No. 170.
120 Th e Notice on Relevant Administrative Issues Concerning Simplifi ed VAT Collection Methods, Guo Shui 

Han [2009] No. 90 issued by the SAT on February 25, 2009 and eff ective on January 1, 2009.
121 Article 45 of the Administrative Measures for Exemption or Reduction of Tax on Import and Export of 

Goods, Order of General Administration of Customs No. 179, issued by General Administration of Customs 
on December 29, 2008. 

122 Th e Notice on the Termination of Tax Refund Policy for Purchase of Domestically Produced Equipment by 
Foreign Invested Enterprises, Cai Shui [2008] No. 176, issued by the MOF and the SAT on December 25, 
2008.  
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 Th e VAT incurred on or aft er January 1, 2009 as a result of claw-back of VAT exemp-
tion generally will be creditable for a general VAT payer.   123 Although the tax circular
specifi cally addresses input tax credit for the claw-back of VAT exemption on imported 
equipment, the same policy should apply to the claw-back of VAT refund on domesti-
cally produced equipment. 

 In an asset acquisition on or aft er January 1, 2009, if equipment was originally acquired 
on or aft er January 1, 2009 or, although acquired before January 1, 2009, the seller cred-
ited VAT incurred on the original asset purchase (i.e., the seller is in the VAT reform trail 
implementation area), the seller will pay VAT on the used equipment sale at the normal 
VAT rate,   124 which is 17 percent for a general VAT payer for most types of equipment. 
Th e buyer should be able to credit the VAT. However, this rule does not apply to the fi xed 
assets that are not VAT creditable such as certain cars, motorcycles, and yachts. Th e trans-
feror of used fi xed assets in those categories should be subject to a 2 percent VAT   125  and
such VAT is not creditable for the purchaser.   126

 VAT regulations do not address whether VAT is applicable to a merger or de-merger. 
As VAT is levied on the transfer of goods, including a transfer between branches with 
separate accounting within the same legal entity, there should be suffi  cient basis to argue 
that a merger and de-merger involving a transfer of goods is a VATable event. On the 
other hand, it is possible to rely on a SAT circular concerning the transfer of entire 
business to argue no VAT. Th e SAT in that circular stated that the transfer of an entire 
business including all the assets, liabilities, and employees of an entity is not subject to 
VAT.   127  In practice, the surviving company sometimes may fi nd it diffi  cult to claim credit 
for the VAT incurred by the merged entity. One of the reasons for this diffi  culty is that 
the VAT invoices were issued to a merged entity (with merged entity’s name). Th e system 
may not recognize the VAT credit claim for voices issued to other taxpayers. To simplify 
the process, the merged entity may sell inventories to the surviving entity. By doing so, the 
merged entity can utilize its VAT credit on the sale; the surviving entity will have VAT 
invoices issued by the merged entity to the surviving entity.

 Th e application of VAT exemption on the transfer of an entire business is narrowly 
interpreted. In a case where a company listed on a stock exchange transferred its assets 
and liabilities to a controlled company while the transferor remained as a listing company 
statutes, the SAT ruled that such transfer is not qualifi ed as “the transfer of entire  business” 

123 Th e Reply on the Issue of Input Tax Credit on the Claw-back of VAT Exemption as a Result of Early 
Termination of Customs Supervision Period, Guo Shui Han [2009] No. 158, issued by the SAT on March 30, 
2009.

124 Cai Shui [2008] No. 170.
125 Cai Shui [2008] No. 170; Cai Shui [2009] No. 9.
126 Guo Shui Han [2009] No. 90. 
127 Th e Reply on the Issue of No VAT on Transfer of Entire Business, Guo Shui Han [2002] No. 420, issued by 

the SAT on May 17, 2002.
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for VAT exemption purposes and the transferor is subject to VAT on the transfer of 
VATable assets. Th e SAT further provides that if the transferee invests those assets to 
another company as capital investment, the investor should also be subject to VAT on the 
contribution.   128

    7.11.2  business tax   

 Business Tax is imposed on the provision of services and the transfer of immovable prop-
erties and intangibles.   129  A sale of equity investment is not subject to Business Tax. 
Business Tax rates are 3 percent to 20 percent. Th e tax rate for the transfer of immovable 
property and intangibles is 5 percent. In an asset acquisition, if the assets include land use 
right, building and structure, or intangibles (patent, trademark, goodwill, etc.), the seller 
should pay Business Tax on the transfer of those assets. Th e Business Tax base for the 
transfer of land use rights is the sale price allocated to the land use rights less the cost of 
original acquisition of the land use rights. If the seller originally purchased immovable 
property (e.g., building and structure), the Business Tax base for the transfer of the 
immovable property should be the sale price allocated to the immovable property less 
the original acquisition cost.   130  If the seller constructed the immovable property by itself,
the Business Tax base is the sale price allocated to the immovable property without 
any deduction. Th e Business Tax base for the transfer of intangibles is the gross receipt 
of transfer price. Unlike VAT, Business Tax is not recoverable. Business Tax paid by 
the seller can be deducted in computing gain on asset sale for CIT purposes. Business 
Tax oft en makes a signifi cant diff erence between stock acquisition and asset acquisi-
tion in term of taxes paid by the seller on the transaction as stock sale is not subject to 
Business Tax.

 Business Tax regulations do not address whether Business Tax is applicable to a merger 
or de-merger. One school of thought is that Business Tax is applicable if immovable prop-
erties or intangibles are transferred in a merger or de-merger. However, Business Tax 
liability occurs on the date that a taxpayer receives payment or the date of payment as 
provided in a written contract or the date of completion of transaction where there is no 
written contract or there is no payment date on the contract.   131  In a merger or de-merger,

128 Th e Reply on the Issue of Value-added Tax Policy on Asset Reorganization of Taxpayers, Guo Shui Han 
[2009] No. 585, issued by the SAT on October 21, 2009.

129 Article 1 of Provisional Regulations on Business Tax, adopted by the State Council on November 5, 2008, 
issued by Order of State Council No. 540 on November 10, 2008 and eff ective on January 1, 2009.

130 Article 3(12) of the Notice on Certain Business Tax Policies, Cai Shui [2003] No. 16, issued by the MOF and 
the SAT on January 15, 2003 and eff ective on January 1, 2003.

131 Article 12 of Provisional Regulations on Business Tax; Article 24 of the Implementation Rules for Provisional 
Regulations on Business Tax, issued by the MOF and the SAT on December 15, 2008 and eff ective on January 
1, 2009. 
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if shareholders merely receive stock, arguably there is no payment and therefore Business 
Tax should not apply. Another possible support for no tax position is a SAT circular 
concerning the transfer of entire business. Th e SAT stated that the transfer of entire busi-
ness including all the assets, liabilities, and employees of an entity is not subject to 
Business Tax.   132

    7.11.3  city maintenance and construction tax 
and education surcharge 

 City Maintenance and Construction Tax is levied on the transactions subject to VAT, 
Business Tax, and Consumption Tax.   133  Tax base is the amount of VAT, Business Tax, and
Consumption Tax paid. Tax rates are 7 percent for taxpayers in urban districts of cities, 
5 percent for taxpayers in towns, and 1 percent for taxpayers in other areas.   134  Similar to 
City Maintenance and Construction Tax, Education Surcharge is also levied on the 
transactions subject to VAT, Business Tax, and Consumption Tax.   135  Tax rate is 3 percent 
of the amount of VAT, Business Tax, and Consumption Tax paid.   136  Before December 1, 
2010, foreign enterprises and foreign invested enterprises are exempt from City 
Maintenance and Construction Tax and Education Surcharge.   137  On and aft er December
1, 2010, City Maintenance and Construction Tax and Education Surcharge apply to 
foreign enterprises, foreign invested enterprises, and foreign individuals.   138  As such in
an asset acquisition on or aft er December 1, 2010, if VAT and Business Tax are paid, City 
Maintenance and Construction Tax and Education Surcharge should be paid by the 
seller. If the asset cquisition took place prior to December 1, 2010, only domestic seller is 
subject to those taxes. City Maintenance and Construction Tax and Education Surcharge 
paid are deductible for the seller in computing gain on asset sale for CIT purposes.

132 Th e Reply on the Issue of No Business Tax on Transfer of Entire Business, Guo Shui Han [2002] No. 165, 
issued by the SAT on February 21, 2002.

133 Article 1 of Provisional Measures for City Maintenance and Construction Tax, Guo Fa [1985] No. 19, issued by 
the State Council on February 8, 1985. 

134 Article 4 of Provisional Measures for City Maintenance and Construction Tax. 
135 Article 2 of Provisional Measures for Education Surcharge, Order of State Council [1990] No. 60, issued by 

the State Council on June 7, 1990, amended by Order of State Council No. 448 on August 20, 2005.
136 Article 3 of Provisional Measures for Education Surcharge.
137 Th e Notice on Temporary Exemption of City Maintenance and Construction Tax and Education Surcharge 

for Foreign Invested Enterprises and Foreign Enterprises, Guo Shui Fa [1994] No. 38, issued by the SAT on 
February 25, 1994.

138 Th e Notice on Unifi cation of City Maintenance and Construction Tax and Education Surcharge for Domestic 
Enterprises, Foreign Invested Enterprises, and Foreign Individuals, Guo Fa [2010] No. 35, issued by the State 
Council on October 18, 2010 and eff ective on December 1, 2010. 
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    7.11.4  land appreciation tax   

 Land Appreciation Tax is levied on the transfer of land use rights, buildings, and attached 
facilities.   139  Th e tax base of Land Appreciation Tax is the consideration received from the 
transfer less allowable deductions.   140  Th e allowable deductions include (1) the cost of 
land use right, (2) the costs of developing the land, (3) the cost of construction of a new 
building and facilities or appraisal value of old building and facilities, (4) transfer taxes, 
and (5) other allowable costs prescribed by the MOF.   141 Unless transactions are to acquire
certain assets of real estate developers, buildings transferred in asset acquisitions most 
likely will be classifi ed as old buildings. As such, the allowable deduction is determined 
based on the value of property assessed by a certifi ed asset valuation fi rm at the time of 
disposition, discounted by the condition of the property represented in the form of a 
percentage. Th e deduction amount for used property is required to be approved by the 
tax authority.   142

 Land Appreciation Tax rates are as follows:143

  Land Appreciation Tax paid is deductible for the seller in computing its gain on 
the asset sale for CIT purposes. In an asset acquisition, Land Appreciation Tax can be 
a signifi cant amount if the assets transferred include land use rights and immovable 
properties. Land Appreciation Tax is not applicable to the transfer of stock.     

    7.11.5  deed tax 

 Deed Tax generally is levied on a transferee for the transfer of land use rights and 
the ownership of buildings.   144  Th e tax rate is 3 percent to 5 percent of transfer price. 

139 Article 2 of Provisional Regulations on Land Appreciation Tax, Order of the State Council No. 138, issued by 
the State Council on December 13, 1993 and eff ective on January 1, 1994.

140 Articles 4 of Provisional Regulations on Land Appreciation Tax. 
141 Articles 5 of Provisional Regulations on Land Appreciation Tax.
142 Article 7 of the Detailed Rules for Implementation of Provisional Regulations on Land Appreciation Tax, Cai 

Fa Zi [1995] No. 6, issued by the MOF and the SAT on January 27, 1995 and eff ective on January 27, 1995. 
143 Articles 7 of Provisional Regulations on Land Appreciation Tax. 
144 Article 1 of Provisional Regulations on Deed Tax, Order of the State Council No. 224, issued by the State 

Council on July 7, 1997 and eff ective on October 1, 1997. 

Taxable amount Tax rate  
Equal to or less than 50 %  of allowable deductions 30 %   
More than 50 %  but equal to or less than 100 %  of allowable deductions 40 %   
More than 100 %  but equal to or less than 200 %  of allowable deductions 50 %   
More than 200 %  of allowable deductions 60 %   
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Th e governments of provinces, municipalities, and autonomy regions may decide the tax 
rate within the above range in their jurisdictions.   145 Usually the full payment of Deed Tax 
is a pre-condition for the government to issue land use rights certifi cates and property 
ownership certifi cates. In an asset acquisition, if the assets include land use rights and 
immovable property, the buyer will need to pay Deed Tax on the transfer of those assets. 
In a merger and de-merger where ownership of those assets is changed from one legal 
entity to another legal entity, the receiving entity should pay Deed Tax.

    7.11.6  stamp duty 

 Each party to a contract or agreement that is drawn up in China and falls within a duti-
able category is liable for Stamp Duty at the specifi ed rate based on the value of the 
contract.   146 Th e Stamp Duty regulations list 13 categories of dutiable contracts and docu-
ments.   147  Th e duty rates range from 0.005 percent to 0.1 percent depending on the cate-
gories of document. A share acquisition agreement is a dutiable document; each party 
of the agreement should pay Stamp Duty at 0.05 percent of contract price. As both the 
seller and buyer must pay Stamp Duty, the total Stamp Duty cost of both parties will be 
0.1 percent of the contract price. Duty rate for contract of inventory sales is 0.03 percent; 
the rate for contract of transferring certain property such as building, patent, copyright, 
and trademark is 0.05 percent.

 In an asset acquisition, the business acquired may include various assets such as inven-
tories, patents, trademark, and sometimes even equity investment in other companies. 
Th e Stamp Duty regulations do not provide how Stamp Duty is computed for a contract 
on the purchase and sale of diff erent types of assets. Local tax authorities may have diff er-
ent interpretations in diff erent locations. Tax authorities in many locations agree that if 
specifi c contract prices are allocated to items that are in the dutiable categories, Stamp 
Duty can be computed separately for those dutiable items. However, if there is no specifi c 
price allocation, some tax authorities may impose Stamp Duty for the full contract price 
at the highest rate applicable to a dutiable item covered by the asset purchase and sale 
contract.

145 Article 3 of Provisional Regulations on Deed Tax. 
146 Article 1 of Provisional Regulations on Stamp Duty, Order of the State Council No. 11, issued by the State 

Council on August 6, 1988 and eff ective on October 1, 1988. 
147 Dutiable documents include (1) contracts for purchase and sale of goods, (2) contracts for processing services, 

(3) construction engineering, surveying and design contracts, (4) construction and installation contracts, 
(5) leases, (6) cargo transportation contracts, (7) warehousing contracts, (8) loan agreements, (9) property 
insurance contracts, (10) technology contracts, (11) property transfer contracts, (12) business account books, 
and (13) licenses and ownership certifi cates issued by government. 
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    7.11.7  customs duty   

 Customs Duty is levied on import and export of goods. As most business acquisitions are 
not involved in a physical transfer of tangible assets across borders, Customs Duty nor-
mally will not be a concern of mergers and acquisitions. A common Customs Duty issue 
is a claw-back of exemption of Customs Duty on import of equipment. Some enterprises 
are granted for Customs Duty exemption on the import of equipment. For example, for-
eign invested enterprises in the encouraged category of foreign investment can enjoy 
Customs Duty exemption on the import of equipment for self-use. Th e duty-free equip-
ment is subject to a Customs supervision period, usually fi ve years. If an importer trans-
fers the duty-free equipment to others during the supervision period, it is required that a 
portion of Customs Duty previously exempted be paid back. Th is is the same issue as 
claw-back of VAT exemption as discussed in Chapter 7.11.1. Th e only diff erence is that 
whereas VAT exemption was terminated on January 1, 2009, Customs Duty exemption 
has not been cancelled. As such, if the asset acquisition takes place during the fi ve-year 
period, the seller must pay back a portion of amount of Customs Duty. Th e same formula 
(for claw-back of VAT exemption) is used to compute the duty base for the claw-back of 
Customs Duty exemption:

Duty basey  Original import price confirmed by Customs=

× ( )1 Number of months since import Supervision period− Number of months since import × 12((
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       Prior to 2008, diff erent tax incentives were provided under the two CIT systems that 
were applicable to foreign invested enterprises and domestic enterprises, respectively. Th e 
unifi ed CIT Law has provided unifi ed tax incentives to both domestic and foreign 
invested enterprises. Th e old tax incentive regime generally encouraged the investment in 
manufacturing; the current tax incentives focus more on the promotion of the develop-
ment of technologies, environmental protection, resources conservation, and production 
safety. Th is chapter will introduce tax incentives provided under the CIT Law.     

    8.1  Agriculture, Forestry, Animal Husbandry, and the Fishery Industry   

 Income derived from certain activities in agriculture, forestry, animal husbandry, and the 
fi shery industry is eligible for CIT exemption.   1  Th ose activities include:   2   

   (1)   Th e growing of vegetables, grains, tuber crops, oil plants, beans, cotton, hemp, 
sugar crops, fruits and nuts;  

   (2)   Th e selection and cultivation of new agricultural species;  

1  Article 27(1) of the CIT Law. 
2  Article 86(1) of the CIT Implementation Rules. 
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   (3)   Th e growing of Chinese medicinal herbs;  
   (4)   Th e cultivation and growing of forests;  
   (5)   Th e rearing of livestock and poultry;  
   (6)   Th e harvesting of forestry products;  
   (7)   Irrigation, preliminary processing of agricultural products, veterinary services, 

promotion of agricultural technologies, operation and maintenance of agricul-
tural machineries and similar agricultural, forestry, animal husbandry, fi shery 
services projects; and  

   (8)   Fishing in the high seas.     

 Th e CIT rate applicable to an enterprise engaging in the following projects will be 
reduced by 50 percent:    3   

   (1)   Th e growing of fl owers, tea plants, and other crops used for beverages and 
spices; and  

   (2)   Sea and inland water aquaculture.         

    8.2  Public Infrastructure   

 Income derived from certain public infrastructure projects is eligible for three-year CIT 
exemption and three-year 50 percent reduction in CIT rate, starting from the year in 
which the project fi rst generates operating income.   4  Th e CIT exemption starts from the 
fi rst year when the enterprise derives its initial main business revenue from its operations 
(including trial operation) aft er the public infrastructure project is complete.   5  Th e quali-
fi ed projects are those involving ports and wharfs, airports, railways, highways, urban 
public transportation, electric power, and water suppliers, as prescribed in the Catalog 
of Public Infrastructure Projects Eligible for Preferential Corporate Income Tax 
Treatment. Qualifi ed projects must be those approved on or aft er January 1, 2008.   6  Only 
project owners are eligible for the tax incentives. Enterprises that are engaged, under con-
tract, in the operation or construction of those projects for project owners and receive 

3  Article 86(2) of the CIT Implementation Rules. 
4  Article 27(2) of the CIT Law; Article 87 of the CIT Implementation Rules. 
5  Article 2 of the Notice on the Issues of Corporate Income Tax Incentives for Public Infrastructure Projects 

Eligible for Key Support from the State, Guo Shui Fa [2009] No. 80, issued by the SAT on April 16, 2009 and 
eff ective from January 1, 2008.  

6  Th e Notice on Certain Issues Concerning the Implementation of the Catalog of Public Infrastructure Projects 
Eligible For Preferential Corporate Income Tax Treatment, Cai Shui [2008] No. 46, issued by the MOF and the 
SAT on September 23, 2008. 
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service fees are not entitled to the tax incentives.   7  Th e enterprises that are engaged in the 
construction of those projects for self-use will not be entitled to those tax incentives 
either.   8  Th e MOF, the SAT, and the National Development and Reform Commission 
jointly issued the Catalog of Public Infrastructure Projects Eligible for Preferential 
Corporate Income Tax Treatment (2008 edition).   9  Th e new catalog is applicable for the 
period on or aft er January 1, 2008. 

 If, in addition to the income from qualifi ed public infrastructure projects, an enter-
prise has revenue from any business other than those listed in the catalog, the enterprise 
should separate the accounts for the other revenue and reasonably allocate period 
expenses and common expenses. If the enterprise does not maintain such separate 
accounting, it cannot enjoy the tax incentives. Th e allocation of period expenses and 
common expenses can be made in proportion as investment amounts, sales revenue, 
assets, payroll, etc. Once a method of allocation is selected, the enterprise cannot change 
the method without the consent of the tax bureau in charge.   10  In order to enjoy the CIT 
exemption, an enterprise should fi le certain documents with the tax authority in charge 
within 15 days aft er the enterprise generates the initial revenue from the qualifi ed project. 
Th ose documents include the copies of the project approval, the project completion veri-
fi cation report, and the project investment capital verifi cation report, as well as other 
information that the tax authority requests.   11  If the project is no longer qualifi ed for tax 
reductions or exemptions as a result of change of business of the enterprises or change of 
the catalog, the enterprise should submit a written report to the tax authority within 
15 days aft er such change and stop enjoying the tax incentives.   12  If a qualifi ed project is 
transferred during the period of tax exemption or reduction as discussed above, the trans-
feree of such project is eligible for the preferential tax treatment during the remaining tax 
incentive period. However, if the transfer is made aft er the period for the tax exemption/
reduction has expired, the transferee of the project cannot obtain additional tax exemp-
tion or reduction with respect to the same project.   13      

7  Article 87 of the CIT Implementation Rules; Articles 3 and 4 of Guo Shui Fa [2009] No. 80. 
8  Article 87 of the CIT Implementation Rules; Articles 5 of Guo Shui Fa [2009] No. 80. 
9  Th e Notice on the Release of the Catalog of Public Infrastructure Projects Eligible For Preferential Corporate 

Income Tax Treatment (2008 edition), Cai Shui [2008] No. 116, issued by the MOF, the SAT, and National 
Development and Reform Commission on September 8, 2008 and eff ective from January 1, 2008. 

10  Articles 6 of Guo Shui Fa [2009] No. 80. 
11  Articles 7 of Guo Shui Fa [2009] No. 80. 
12  Articles 8 of Guo Shui Fa [2009] No. 80. 
13  Article 89 of the CIT Implementation Rules; Articles 9 of Guo Shui Fa [2009] No. 80. 
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    8.3  Environmental Protection and Resources Conservation   

 Income derived by an enterprise from qualifi ed environmental protection and energy 
or water conservation projects is eligible for 3-year CIT exemption and 3-year 50 percent 
reduction in CIT rate, starting from the year in which the project fi rst generates operat-
ing income.   14  Th e qualifi ed environmental protection and energy or water conservation 
projects include public sewerage treatment, public refuse treatment, synergistic develop-
ment and utilization of methane, technological innovation in energy conservation 
and emission reduction, seawater desalination and similar projects.   15  Th e MOF, the SAT, 
and the National Development and Reform Commission jointly issued the Catalog of 
Environmental Protection, Energy and Water Conservation Enterprises for Preferential 
Corporate Income Tax Treatments (Trial Implementation) upon the approval of the 
State Council.   16  Th e catalog provides guidelines for the qualifi cation for projects in public 
sewerage treatment, public refuse treatment, the development and utilization of meth-
ane, technological innovation in energy conservation and emission reduction, and sea 
water desalination that are eligible for the tax incentive. 

 If a qualifi ed project is transferred during the period of tax exemption or reduction as 
discussed above, the transferee of such project is eligible for the preferential tax treatment 
during the remaining tax incentive period. However, if the transfer is made aft er the 
period for the tax exemption/reduction has expired, the transferee of the project cannot 
obtain additional tax exemption or reduction with respect to the same project.   17  

 Enterprises are encouraged to invest in special equipment for purposes of environmen-
tal protection, energy and water conservation, and production safety. An enterprise can 
receive a tax credit equal to 10 percent of the amount invested in the specialized equip-
ment. Such credit may be used against tax payable of the enterprise for the current year; 
the excess credit may be carried forward for 5 years. To be eligible for the tax credit, an 
enterprise must purchase and actually use the specialized equipment as prescribed in 
Catalog of Preferential Corporate Income Tax Treatments for Specialized Equipment 
in Environmental Protection, Catalog of Preferential Corporate Income Tax Treatments 
for Specialized Equipment in Energy or Water Conservation, Catalog of Preferential 
Corporate Income Tax Treatments for Specialized Equipment in Safe Production. 
Tax benefi ts will be clawed back if the enterprise subsequently transfers or leases the 

14  Article 27(3) of the CIT Law; Article 88 of the CIT Implementation Rules. 
15  Article 88 of the CIT Implementation Rules. 
16  Th e Notice on the Release of the Catalog of Environmental Protection, Energy and Water Conservation 

Enterprises for Preferential Corporate Income Tax Treatments (Trial Implementation), Cai Shui [2009] 
No. 116, issued by the MOF, the SAT, and the National Development and Reform Commission on 
December 31, 2009 and eff ective from January 1, 2008. 

17  Article 89 of the CIT Implementation Rules. 
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equipment within 5 years.   18  On August 20, 2008, the MOF, the SAT, and the National 
Development and Reform Commission jointly issued the Catalog of Preferential 
Corporate Income Tax Treatments for Specialized Equipment in Environmental 
Protection (2008 edition) and the Catalog of Preferential Corporate Income Tax 
Treatments for Specialized Equipment in Energy or Water Conservation (2008 edition);   19  
the MOF and the SAT, and the State Administration of Work Safety jointly issued the 
Catalog of Preferential Corporate Income Tax Treatments for Specialized Equipment in 
Safe Production (2008 edition).   20  Th ese new catalog are applicable for the period on or 
aft er January 1, 2008. 

 Enterprises are encouraged to eff ectively use resources. An enterprise may exclude 
10 percent of its revenue derived from the manufacture of products that are in line with 
state industrial policy and involve the synergistic utilization of resources in computing 
taxable income.   21  On August 20, 2008, the MOF, the SAT, and the National Development 
and Reform Commission jointly issued the Catalog of Preferential Corporate Income 
Tax Treatments of Synergistic Utilization of Resources (2008 edition).   22  Th e new catalog 
is applicable for the period on or aft er January 1, 2008. To be eligible for the income exclu-
sion, an enterprise must derive revenue from the use of the resources prescribed in the 
catalog as the raw materials in the production of goods. Th e proportion of the amount of 
raw materials used in production shall not be lower than the criteria prescribed in the 
catalog.   23  

 To qualify for tax incentives for income derived from synergistic utilization of resources, 
the enterprise not only needs to conduct activities described by the catalog, but also have 
separate business revenue derived from such activities. A cement manufacturing enter-
prise generated electricity using heat by-product through cement kiln in manufacturing 
process, which qualifi es for activities listed in the Catalog of Preferential Corporate 
Income Tax Treatments of Synergistic Utilization of Resources. However, the electricity 
generation activities were operated by a non-legal person division of the cement company 
and not a separate taxpayer. Furthermore, the electricity generated by waste heat was 
consumed by affi  liates and not included in income of the enterprise; the enterprise cannot 
enjoy the 10 percent revenue exclusion tax treatment.   24      

18  Article 34 of the CIT Law; Article 100 of the CIT Implementation Rules. 
19  Cai Shui [2008] No. 115. 
20  Cai Shui [2008] No. 118. 
21  Article 33 of the CIT Law; Article 99 of the CIT Implementation Rules. 
22  Cai Shui [2008] No. 117. 
23  Article 99 of the CIT Implementation Rules. 
24  Reply on Certain Issue of Corporate Income Tax Incentive for synergistic utilization of resources, Guo Shui 

Han [2009] No. 567, issued by the SAT on October 10, 2009. 
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    8.4  Super Deduction of Research and Development Expenditures   

 Th e CIT Law allows an enterprise to claim additional deduction of research and develop-
ment expenses incurred for development of new technologies, new products, and new 
technological processes.   25  Such additional tax deduction is 50 percent of the amount of 
qualifi ed research and development expenses actually incurred where the research and 
development expenses are not required to be capitalized as intangible assets. Where the 
research and development expenses are required to be capitalized, the enterprise can 
amortize 150 percent of the capitalized research and development expenses.   26  Th e research 
and development activities qualifi ed for the additional deduction are the continuous 
research and development activities toward defi nite objectives carried out by an enter-
prise for the purpose of procuring new knowledge of science and technology (excluding 
humanities and social sciences), using new scientifi c and technological knowledge in a 
creative manner or materially improving technologies, techniques, or products (services).   27  
Th ese activities are supposed to achieve valuable results that will advance the technology 
and process in the relevant industry in the region (province, autonomous region, munic-
ipality directly under the Central Government or city specifi cally designed in the state 
plan), and do not include conventional upgrading of enterprises’ products (services) or 
direct application of open scientifi c research results and so on (such as direct adoption of 
open new technique, materials, equipments, products, services or knowledge, etc).   28  

 Where an enterprise is engaged in the research and development on the subjects as 
listed in the High and New Technology Areas Supported by the State and the Guideline 
of the Latest Key Priority Developmental Areas in the High Technology Industry (2007) 
jointly issued by the National Development and Reform Commission and other depart-
ments, such enterprise may take the super 150 percent deduction for the following 
 expenditures actually incurred:   29   

   (1)  Th e design expenses for new products, the expenditures for formulating 
new technical processes, and the expenses for technical books and materials 
and material translation directly relevant to the research and development 
activities;  

   (2)   Expenses of materials, fuel, and electricity consumed in research and develop-
ment activities;  

25  Article 30 of the CIT Law. 
26  Article 95 of the CIT Implementation Rules. 
27  Article 3 of the Measures for Administration of Corporate Income Tax Deduction of Research and 

Development Expenditures (for Trial Implementation), Guo Shui Fa [2008] No. 116, issued by the SAT on 
December 10, 2008 and eff ective on January 1, 2008. 

28   Id.  
29  Article 4 of Guo Shui Fa [2008] No. 116. 
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   (3)  Th e wages, salaries, bonuses, and allowances for the personnel who directly 
 conduct the research and development activities;  

   (4)  Depreciation expenses or lease expenses of equipment and facilities used 
 especially for research and development activities;  

   (5)   Th e amortization expenditures of intangible assets, such as soft ware, patent 
and non-patented proprietary technologies used especially for research and 
development activities;  

   (6)   Expenses of development and fabrication of moulds and equipment used 
specially for experiments;  

   (7)   Site testing expenses for prospecting and exploitation technologies; and  
   (8)   Expenses for argumentation, assessment and review, and acceptance inspection 

of research and development results.     

 For a qualifi ed joint research and development project undertaken by more than one 
party, each party can take the super deduction for its share of actual expenses.   30  If an 
enterprise enters into a contract with another enterprise to undertake a qualifi ed research 
and development project where the latter is paid for research and development services, 
the project owner may take a super deduction; the service provider cannot.   31  Where 
an enterprise does not have a separate research and development department or the 
research and development department of an enterprise is also engaged in production and 
operation simultaneously, the enterprise should separately account for research and 
development expenditures and production and operation expenditures, and accurately 
and reasonably compute each item of research and development expenditures. If the 
qualifi ed research and development expenditures cannot be clearly separated, no super 
deduction is allowed.   32  If an enterprise engages several research development projects at 
the same time, the enterprise should separate account for the expenses of each project.   33  
For computation of estimated tax, an enterprise can deduct the actual research and devel-
opment costs; the additional deduction can be deducted on the enterprise’s annual 
CIT return.   34      

    8.5  Technology Transfer   

 Th e CIT Law provides tax incentives for transfer of technology. Within a tax year, 
an enterprise is exempted from CIT on the portion of income from technology transfer 

30  Article 5 of Guo Shui Fa [2008] No. 116. 
31  Article 6 of Guo Shui Fa [2008] No. 116. 
32  Article 9 of Guo Shui Fa [2008] No. 116. 
33  Article 10 of Guo Shui Fa [2008] No. 116. 
34  Article 12 of Guo Shui Fa [2008] No. 116. 
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that does not exceed RMB 5 million; the enterprise should be subject to CIT at a 
50 percent reduction in CIT rate on the portion of income from technology transfer 
exceeding RMB 5 million.   35  To qualify for the tax incentives for a technology transfer, an 
enterprise must meet all of the following conditions:   36   

   (1)   Th e enterprise must be a resident enterprise;  
   (2)   Th e technology transfer must be within the scope prescribed by the MOF and 

the SAT;  
   (3)   Technology transfer within the territory of China must be confi rmed by the 

governmental authority in charge of science and technology at the provincial 
level or above;  

   (4)   Cross-border technology transfer from China must be confi rmed by the bureau 
of commerce at provincial level or above;  

   (5)   Technology transfer must satisfy other conditions that may be required by the 
relevant departments of the State Council.     

 Income from qualifi ed technology transfer should be computed using the formula 
below:

  

Technology transfer income
Technology transfer revenue = −Technology transfer revenue Costs of technology transfer 

Relevant taxes and charge− s     

 Technology transfer revenue consists of the proceeds derived from performing tech-
nology transfer contract. Technology transfer revenue does not include the non-technical 
revenue such as the revenue from sales of equipment, instruments, parts, and materials. 
Th e revenue from technical consulting, technical services, and technical training that 
is not an inseparable part of the technology transfer project should not be included in 
technology transfer revenue. Th e costs of the technology transfer are the net value of 
intangible costs transferred, which is the balance of the tax basis of the intangible costs 
less the accumulated amortization calculated in accordance with tax law. Th e relevant 
taxes and charges are the actual taxes and charges incurred as a result of the technology 
transfer, including taxes other than the corporate income tax and creditable VAT, sur-
charges, contract signing fees, attorney fees, and other relevant expenses.   37  An enterprise 

35  Article 27(4) of the CIT Law; Article 90 of the CIT Implementation Rules. 
36  Article 1 of Th e Notice of Relevant Issues of Corporation Income Tax Exemption and Reduction in Relation 

to Technology Transfer, Guo Shui Han [2009] No. 212, issued by the SAT on April 24, 2009 and eff ective from 
January 1, 2008. 

37  Article 2 of Guo Shui Han [2009] No. 212. 
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that enjoys CIT exemption or reduction on technology transfer income should sepa-
rately compute its technology transfer income and reasonably allocate the period expenses 
of the enterprise.   38  

 An enterprise that makes a technology transfer should fi le with the tax authority in 
charge aft er the year-end but before the fi ling of annual CIT return for CIT exemption 
and reduction. For domestic technology transfer, the enterprise should submit a copy 
of the technology transfer contract, the technology contract registration issued by the 
science and technology authority at the provincial level or above, the documentation 
of technology transfer income, allocation, and computation, the evidence of actual tax 
and charges paid, and other documents required by the tax authorities. For the transfer of 
technology to a foreign country or region, an enterprise should submit a copy of the 
technology export contract, the technology export contract registration certifi cate, and 
the technology export permit issued by the department of commerce at the provincial 
level or above, the technology export contract data form, the documentation of technol-
ogy transfer income, allocation, and computation, the evidence of actual tax and charges 
paid, and other documents required by the tax authorities.    39      

    8.6  High and New Technology Enterprises   

 Th e CIT rate applicable to High and New Technology Enterprises eligible for key sup-
port from the State is reduced to 15 percent.   40  CIT Law and the CIT Implementation 
Rules authorize the departments of the State Council in charge of science and technol-
ogy, fi nance and taxation to issue detailed guidance regarding the qualifi cations and 
certifi cation procedures for High and New Technology Enterprises.   41  On April 14, 2008 
and aft er receiving approval from the State Council, the Ministry of Science and 
Technology, the MOF and the SAT jointly issued the Administrative Measures for the 
Recognition of High and New Technology Enterprises and the Catalog of High and 
New Technology Areas Eligible for Key Support from the State (the “High-Tech 
Catalog”).   42  On July 8, 2008, the Ministry of Science and Technology, the MOF and 
the SAT jointly issued the Administrative Working Guidelines of the Recognition 
of High and New Technology Enterprises (the “Working Guidelines”),   43  providing fur-
ther guidelines for the application, review, and assessment of High and New Technology 
Enterprises.    

38  Article 3 of Guo Shui Han [2009] No. 212. 
39  Article 4 of Guo Shui Han [2009] No. 212. 
40  Article 28 of the CIT Law. 
41  Article 93 of the CIT Implementation Rules. 
42  Guo Ke Fa Huo [2008] No. 172. 
43  Issued as an attachment to Guo Ke Fa Huo [2008] No. 362. 
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    8.6.1  qualifications   

 To be qualifi ed as a High and New Technology Enterprise, an enterprise must meet all 
of the following requirements:  

   (1)   An applicant must be a resident enterprise that has been established within the 
territory of the PRC, excluding Hong Kong, Macau and Taiwan, for not less 
than one year.   44   

   (2)   Th e enterprise must possess the proprietary intellectual property (“IP”) rights 
of core technology used in its major products or services.   45  Th e core proprietary 
IP rights include inventions, utility models, and industrial designs in which the 
pattern and shape of a product is changed in a non-simple manner (which gen-
erally means designs as a result of the application of scientifi c and engineering 
technology in the course of research and development), soft ware copyrights, 
proprietary rights to integrated circuit layout designs, and new varieties of 
plants.   46  Th e enterprise may obtain the core IP right within last three years 
through self-research and development activities, purchase, donation, merger, 
etc.   47  As an evidence of the ownership of core IP rights, the patents of inven-
tions, utility models, and industrial designs should be registered under the 
enterprise’s name with the State Intellectual Property Offi  ce; soft ware 
copyrights should be registered under the enterprise’s name with the National 
Copyright Administration of the PRC. As an alternative to the owning core 
IP rights, the enterprise may acquire an exclusive right to use the IP right for a 
period of at least fi ve years.   48  During these fi ve years, the licensee must have a 
worldwide exclusive right to use the licensed IP; anyone else including the 
licensor cannot use the IP.   49   

   (3)   Th e enterprise’s products or services must fall within the scope of sectors listed 
in the High-Tech Catalog and its income from high-tech products or services 
must account for at least 60 percent of its total revenue.   50  Th e High-Tech 
Catalog lists more than 200 categories of technologies, products, and services in 
eight broad areas. Th ose areas include: (1) electronic information technology, 
(2) biological and pharmaceutical technology, (3) aviation and aerospace tech-
nology, (4) new materials technology, (5) high-tech services, (6) new energy 

44  Article 2 of Guo Ke Fa Huo [2008] No. 172. 
45  Article 93 of the CIT Implementation Rules; Article 10 (1) of Guo Ke Fa Huo [2008] No. 172. 
46  Article 5 (1) of the Working Guidelines. 
47  Article 10 (1) of Guo Ke Fa Huo [2008] No. 172. 
48  Article 10 (1) of Guo Ke Fa Huo [2008] No. 172. 
49  Article 5 (1) of the Working Guidelines. 
50  Article 10 (2) and (5) of Guo Ke Fa Huo [2008] No. 172. 
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and energy conservation technology, (7) resources and environment technol-
ogy, and (8) high-and-new technologies for traditional industries innovation. 
Th e enterprise’s products or services must fall into one of those categories. 
High-tech products and service revenue also includes technical revenue, includ-
ing revenue from technology transfer, revenue from technology contract, rev-
enue from technical services, and revenue from contract R&D.   51   

   (4)   At least 30 percent of current workers and staff  of the enterprise must have a 
college diploma; of those, research and development personnel must account 
for at least 10 percent of its total employees.   52  Th e research and development 
personnel is broadly defi ned, which includes R&D personnel, technical per-
sonnel, and support personnel. R&D personnel are specialists who primarily 
engage in R&D projects. Technical personnel are those who have knowledge 
and experience in engineering, nature science, or life science and work under 
the supervision of R&D personnel in collecting information, writing computer 
programs, conducting experience, tests and analysis, preparing materials and 
equipment for experience, tests and analysis, recording data, preparing chart 
and schedules, collecting statistics, etc. Support personnel are skilled workers 
participating in R&D activities. A person can be counted as R&D personnel 
if she or he works in the above areas in aggregate for more than 183 days in 
a year.   53   

   (5)   Th e research and development expenses of the enterprise must, as a percentage 
of revenue over the most recent three fi scal years (or over the enterprise’s entire 
operating history if shorter), exceed the following sliding scale:      

 At least 60 percent of an entity’s R&D expenditures must be made within the PRC.   54  
Th e R&D activities are the continuous research and development activities toward 
defi nite objectives carried out by an enterprise for the purpose of procuring new knowl-
edge of science and technology (excluding humanities and social sciences), using new 
scientifi c and technological knowledge in a creative manner or materially improving 

51  Article 5 (3) of the Working Guidelines. 
52  Article 10 (3) of Guo Ke Fa Huo [2008] No. 172. 
53  Article 5 (2) of the Working Guidelines. 
54  Article 10 (4) of Guo Ke Fa Huo [2008] No. 172. 

         

  Total revenue in preceding year  Minimum R&D expenses as percent of revenue  
 below RMB 50 million  6 %   
 RMB 50 million - 200 million  4 %   
 above RMB 200 million  3 %   
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technologies, technique or products (services).   55  Th e R&D expenses include salaries 
and other compensation of R&D personnel, direct expenses such as materials, tools, 
repair fees, fi xed assets leasing, depreciation of equipment, design fees, equipment 
testing, amortization of intangibles, and contract R&D expenses. Th e R&D expenses can 
also include offi  ce expenses, communication expenses, patent maintenance expenses, and 
insurance expenses in relation to R&D activities; those expenses, however, generally 
should not exceed 10 percent of total R&D expenditure   56   

   (1)   Th e enterprise must score 70 or higher on a 100-point administrative evalua-
tion. In addition to the requirements listed in items 1 to 5 above, the approval 
authorities use a scorecard system in order to assess whether an entity qualifi es 
for the High and New Technology Enterprise status. An applicant must receive 
70 or more points out of 100. Th e score card appears as follows:   57       

 Th ere are six classes in each category. Th e ranges of score assigned to the six classes are 
as follows:  

  A: 0.80–1.0  
  B: 0.60–0.79  
  C: 0.40–0.59  
  D: 0.20–0.39  
  E: 0.01–0.19  
  F: 0     

 An enterprise will be assessed as A, B, C, D, E, or F in each category. A score in a cate-
gory is the full point in that category times the score assigned within the range of score. 
Th e sum of scores in all four categories is the total points for the enterprise.   58   

55  Article 4 (1) of the Working Guidelines. 
56  Article 4 (2) of the Working Guidelines. 
57  Article 6 of the Working Guidelines. 
58  Article 6 (1) of the Working Guidelines. 

         

  Category  Points  
 IP Rights  30  
 Capacity to Convert Science and Technology.  30  
 R&D Management Practices  20  
 Maintenance of Asset and Revenue Growth Rates  20  
 Total  100  
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   (i)   IP rights      

 Th e classifi cation of an enterprise in the IP rights category is based on the number 
of patents, soft ware copyrights, proprietary rights to integrated circuit layout designs, 
and new plant varieties (excluding trademark) owned by the enterprise. Th e enterprise 
should be classifi ed as “A” if it owns at least one invention patent or at least six other 
IP items. An enterprise that owns no invention patent but owns 5, 4, 3, 1–2, or 0 other 
IP items should be classifi ed as B, C, D, E, or F, respectively.   59  As such, the ownership of 
one invention patent may be enough to receive the maximum amount of points in the 
category. An enterprise’s score in IP right category will be computed as follows:  

  Class A: between 24 points (0.8 x 30) and 30 points (1.0 x 30)  
  Class B: between 18 points (0.6 x 30) and 23.7 points (0.79 x 30)  
  Class C: between 12 points (0.4 x 30) and 17.7 points (0.59 x 30)  
  Class D: between 6 points (0.2 x 30) and 11.7 points (0.39 x 30)  
  Class E: between 0.3 points (0.01 x 30) and 5.7 points (0.19 x 30)  
  Class F: 0 points (0 x 30)      

   (ii)   Capacity to convert science and technology      

 An entity should have a proven capacity to convert R&D into products and services. 
In the “Capacity to Convert Science and Technology” category, points are assigned 
based on the number of converted R&D projects within the last three years prior to the 
submission of an application. For example, using one patent to produce products, 
services, or a product sample will be counted as one successful conversion. Th e number of 
projects required for classifi cation   60  and points assigned based on such classifi cation in 
this category as follows:    

59  Article 6 (2)(1) of the Working Guidelines. 
60  Article 6 (2)(2) of the Working Guidelines. 

         

  Class  No. of projects required  Score points  
 A  more than 4  24–30  
 B  3–4 (excluding 3)  18–23.7  
 C  2–3 (excluding 2)  12–17.7  
 D  1–2 (excluding 2)  6–11.7  
 E  1  0.3–5.7  
 F  0  0  
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   (iii)   R&D management practices       

 An entity must utilize certain R&D management practices in order to earn points 
in the “R&D Management Practices” category. Th ere are fi ve practices that will earn 
entity points: establishing an R&D-specifi c accounting system; combining R&D and 
production; establishing an R&D branch with facilities; formulating a project initiation 
report; and implementing a performance-based reward system for R&D personnel. Th e 
classifi cation of an enterprise in this category will be based on the number of practices 
that satisfi ed the requirement.   61  As a full score is 20 in this category, an enterprise’s score 
will be computed as follows:    

   (iv)   Maintenance of asset and revenue growth rates       

 An enterprise must maintain minimum asset and revenue growth rates in order to 
earn points in the “Maintenance of Asset and Revenue Growth Rate” category. Asset 
growth and revenue growth are separately computed based on the preceding three 
year’s audited fi nancial statements. For example, if an enterprise applies for the High and 
New Technology Enterprise status in Year 4 (Y4), the asset growth rate and revenue 
growth rates will be calculated as follows:

Asset growth rate 1
2  Total assets for Y2  Total assets= 1
2 ÷ for Y1

 Total assets of Y3 Total aaa ssets of Y2 1

(
+ ÷ Total assets of Y3 ) −

Revenue growth rate 1
2 Sales for Y2 Sales for Y1 Sa= 1
2 ÷ +Sales for Y1 llaa es for Y3

Sales for Y2 1

(
÷ ) −

61  Article 6 (2)(3) of the Working Guidelines. 

         

  Class  No. of qualifi ed practices  Score points  
 A  5  16–20  
 B  4  12–15.8  
 C  3  8–11.8  
 D  2  4–7.8  
 E  1  0.2–3.8  
 F  0  0  
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 Th e maximum score for each growth rate is 10 points. Th e classifi cation of an enter-
prise in this category with respect to each growth rate will be based on its respective 
growth rate.    62  Th e class and score assignment for each growth rate are as follows:  

 For example, if an enterprise has asset growth rate of 35 percent and revenue growth 
rate of 25 percent, the enterprise will be in class A in asset growth rate and class B in 
revenue growth rate; its score in the category of Maintenance of Asset and Revenue 
Growth Rates will be:  

  Score in asset growth rate: between 8 points and 10 points  
  Score in revenue growth rate: between 6 points and 7.9 points  
  Total score: between 14 points and 17.9 points         

    8.6.2  application procedures   

 According to the Working Guidelines, the government departments in charge of science 
and technology, fi nance, and taxation in each autonomous region, municipality directly 
under the Central Government, and city specifi cally designated in the state plan will 
jointly form an offi  ce in charge of examination and approval of applications for High 
and New Technology Enterprises with its jurisdiction.   63  In practice, an application 
may actually be submitted to a joint offi  ce set up at a lower level, such as a district of a 
municipality. Th e application is involved in several steps:  

   (1)   Self-assessment. An applicant should conduct a self-assessment in accordance 
with the qualifi cation criteria.   64   

   (2)   Registration. If an enterprise believes that it meets all the qualifi cations for a 
High and New Technology Enterprise through the self-assessment, it should 

62  Article 6 (2)(4) of the Working Guidelines. 
63  Article 1 of the Working Guidelines. 
64  Article 11(1) of Guo Ke Fa Huo [2008] No. 172; Article 2(1)(1) of the Working Guidelines. 

         

  Class  Growth rate  Score points  
 A  0.35 or higher  8–10  
 B  0.25 or more but less than 0.35  6–7.9  
 C  0.15 or more but less than 0.25  4–5.9  
 D  0.05 or more but less than 0.15  2–3.9  
 E  Less than 0.05  0.1–1.9  
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register at an offi  cial website and submit an enterprise registration form to the 
approval offi  ce via the Web site  www.innocom.gov.cn .   65   

   (3)   Preparation and submission of application. An enterprise should prepare and 
submit required application documents and supporting information to the 
approval authority, including:   66   

   (i)   Application Form for High and New Technology Enterprise Certifi cation;  
   (ii)   Copies of Business License and Tax Registration Certifi cate;  
   (iii)   A special audit report on research and development expenses incurred in 

the most recent three fi scal years (or over the enterprise’s entire operating 
history if shorter) prior to the year in which the application is submitted 
and the income derived from high-tech products (services) in the previ-
ous fi scal year, as certifi ed by a qualifi ed CPA fi rm meeting the conditions 
specifi ed in the Working Guidelines;  

   (iv)   Financial statements (including balance sheet, profi t and loss statement, 
and cash fl ow statement) for the three previous fi scal years (or the actual 
number of years if the enterprise has shorter history), as certifi ed by a 
qualifi ed CPA fi rm; and  

   (v)   Technological innovation certifi cates, including IP certifi cates, exclusive 
licensing agreements, production approval documents, new product or 
new technology certifi cates, quality inspection reports, certifi cates for 
scientifi c and technological projects at or above the provincial level 
(including cities specifi cally designated in the state plan) and other 
relevant certifi cates.    

   (2)   Review and assessment. For the purpose of assessing technological qualifi ca-
tion of High and New Technology Enterprise applicants, the approval author-
ity at each province is required to set up an expert pool including in experts 
in the fi elds listed in the High-Tech Catalog. Aft er receiving an enterprise’s 
application documents, the approval authority should randomly select fi ve 
experts in the relevant technological fi eld from the expert pool. Th e experts will 
review electronic documents without the identity information of the applicant, 
and will deliver their opinions. Th e responsibilities of the experts are (1) to 
review whether the R&D projects submitted by the applicant satisfy the 
requirements as provided in the Administrative Measures for the Recognition 
of High and New Technology Enterprises and the Working Guidelines; (2) to 
assess qualifi cations of the R&D activities, core IP rights, and main business 

65  Article 11(1) of Guo Ke Fa Huo [2008] No. 172; Article 2(1)(2) of the Working Guidelines. 
66  Article 11(2) of Guo Ke Fa Huo [2008] No. 172; Article 2(1)(3) of the Working Guidelines. 

www.innocom.gov.cn
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of the enterprise; and (3) to complete a comprehensive assessment report and 
serve as consultants to the approval authority. Th e approval authority will con-
sider the experts’ opinions and the special audit report from the CPA fi rm, and 
determine whether the application is qualifi ed to be listed as a pre-certifi ed 
High and New Technology Enterprise. Th e review and assessment should 
be completed within sixty days of receiving the enterprise’s application 
documents.   67   

   (3)   Notice and certifi cation. Once an enterprise is initially recognized as a High 
and New Technology Enterprise aft er steps 1–4 above, the approval authority 
will publish the name of the enterprise on Web site  www.innocom.gov.cn  for a 
period of 15 days for public comments. If any objection is made, the approval 
authority should investigate the allegation; if the allegation to disqualify the 
High and New Technology Enterprise status of an enterprise is verifi ed, the 
approval authority should revoke the enterprise’s status. In the absence of any 
objection, the approval authority will fi ll out a summary form with an offi  ce of 
the leadership group that supervises the activities of the approval authority; 
will publish, on  www.innocom.gov.cn , the fi nal determination of High and 
New Technology Enterprise status of the applicant; and will then issue a High 
and New Technology Enterprise Certifi cate to the enterprise.   68      

 Th e certifi cate will be valid for a period of three years from the issuance date. To 
continue High and New Technology Enterprise status, an enterprise must apply for 
reexamination and recertifi cation three months prior to the expiration date of current 
certifi cate. Without proper recertifi cation, the enterprise will automatically lose its High 
and New Technology Enterprise status.   69      

    8.6.3  application for tax incentives   

 Once an enterprise is certifi ed as a High and New Technology Enterprise, it may 
apply for the tax incentives under the CIT Law and regulations, including the reduced 
15 percent CIT rate. However, the High and New Technology Enterprise certifi cation 
does not guarantee the enterprise three years of tax benefi ts. Th e enterprise must con-
tinue to meet the qualifi cation requirements each year during the period of validity of the 
certifi cate. In particular, the revenue of the enterprise from its high-tech products and 
services cannot be lower than 60 percent of its total business revenue each year.      

67  Article 11(3) of Guo Ke Fa Huo [2008] No. 172; Article 2(1)(4) and Article 3(2) of the Working Guidelines. 
68  Article 11(4) of Guo Ke Fa Huo [2008] No. 172; Article 2(1)(5) of the Working Guidelines. 
69  Article 12 of Guo Ke Fa Huo [2008] No. 172. 

www.innocom.gov.cn
www.innocom.gov.cn
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    8.7  Software and Integrated Circuits   

 Th e MOF and the SAT provide certain CIT incentives that are approved by the State 
Council and which promote the development of soft ware and integrated circuit industry 
in China. Th ere are two groups of CIT incentives; one group is applicable to soft ware 
enterprises and integrated circuit design enterprises and another group to integrated 
circuit production enterprises and their investors. 

 Soft ware enterprises and integrated circuit design enterprises are eligible for the 
following CIT incentives:  

   (1)   CIT exemption on VAT refund. Soft ware enterprises generally are subject 
to VAT at a regular rate of 17 percent. To encourage the development of soft -
ware industry, a resident soft ware enterprise that is registered as a general VAT 
payer can receive a VAT refund for the portion of VAT payable exceeding 
3 percent for the sales of domestic developed soft ware in China for the period 
from June 24, 2000 to December 31, 2010. Th e same VAT refund also applies 
to integrated circuit enterprises.   70  Such a VAT refund is exempt from CIT 
if the fund is used by the enterprise for soft ware R&D and the expansion of 
production.   71   

   (2)   Tax holiday. Newly established soft ware enterprises or newly established 
integrated design enterprises are entitled to a two-year CIT exemption and 
a three-year 50 percent reduction in CIT rate from the fi rst profi t-making 
year.   72   

   (3)   Low tax rate. Key soft ware/integrated circuit design enterprises included in the 
State plan, if not otherwise eligible for CIT exemption that year, can enjoy a 
reduced CIT rate of 10 percent.   73   

   (4)   Training expense deduction. Th e deduction of staff  education expenses by 
an enterprise for CIT purposes is limited to 2.5 percent of the enterprise’s 
total salaries. Soft ware enterprises and integrated circuit design enterprises can 
deduct employee training expenses actually incurred without this limitation.   74      

70  Notice of Tax Policies for Encouraging the Development of the Soft ware and the Integrate Circuit Industries, 
Cai Shui [2000] No. 25, issued by the MOF, the SAT, and the General Administration of Customs on 
September 12, 2000.  

71  Article 1(1) and (6) of Cai Shui [2008] No. 1. 
72  Article 1(2) and (6) of Cai Shui [2008] No. 1. 
73  Article 1(3) and (6) of Cai Shui [2008] No. 1. 
74  Article 1(4) and (6) of Cai Shui [2008] No. 1. 
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 Integrated circuit production enterprises and their investors are eligible for the 
 following CIT incentives:  

   (1)   An integrated circuit production enterprise with a total investment exceeding 
RMB8 billion or whose integrated circuit width of less than 0.25um can be 
granted for a reduced CIT rate of 15 percent. If such an enterprise has an 
operating period of no less than 15 years, the enterprise can be granted for a 
fi ve-year CIT exemption and a fi ve-year 50 percent CIT rate reduction from 
the fi rst profi t-making year.   75   

   (2)   An integrated circuit production enterprise whose circuits are less than 0.8um 
can be granted for a two-year CIT exemption and a three-year 50 percent CIT 
rate reduction from the fi rst profi t-making year.   76   

   (3)   If an investor of integrated circuit production enterprise or integrated circuit 
packaging enterprise reinvests aft er-tax profi ts in 1) the same enterprise by 
increasing registered capital or 2) other integrated circuit production or inte-
grated circuit packaging enterprises by establishing new enterprises and the 
reinvestment period is not less than fi ve years, the investor will be entitled to a 
refund of 40 percent of CIT paid in connection with the reinvested profi ts. 
If the investor is an economic organization and uses the aft er-tax profi ts from 
domestic enterprises as capital to establish integrated circuit production enter-
prises, integrated circuit packaging enterprises, or soft ware production enter-
prises in Western Regions with a reinvestment period of not less than fi ve years, 
the investor can receive 80 percent of CIT paid in connection with the rein-
vested profi ts. Th e reinvestment CIT refund policy applies for the period from 
January 1, 2008 to December 31, 2010.   77          

    8.8  Animation Enterprises   

 China encourages the development of animation industry. In April 2006, the General 
Offi  ce of the State Council forwarded the Opinions of the MOF, the Ministry of 
Education, the Ministry of Science and Technology, the Ministry of Information 
Industry, the Ministry of Commerce, the Ministry of Culture, the SAT, the State 
Administration for Industry and Commerce, the State Administration of Radio, Film 
and Television and the General Administration of Press and Publication on Promoting 

75  Article 1(8) of Cai Shui [2008] No. 1. 
76  Article 1(9) of Cai Shui [2008] No. 1. 
77  Article 1(10) of Cai Shui [2008] No. 1. 
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the Development of China’s Animation Industry.   78  Th e policy document requests that 
the MOF and the SAT formulate CIT incentive policies to support the development of 
animation industry. In July 2009, the MOF and the SAT issued a circular, which provides 
that the recognized animation enterprises that self-develop and produce animation prod-
ucts may apply for the CIT incentives that currently available for soft ware enterprises.   79  
For specifi c tax incentives, please see Chapter 8.7. 

 For the purposes of qualifying for tax incentives, animation enterprises include car-
toon design enterprises, animation design and production enterprises, Internet anima-
tion (including mobile animation), design and production enterprises, animation drama 
and program production or performing enterprises, animation soft ware development 
enterprises, and animation derivative products development and design enterprises.   80  
Th e animation products eligible for tax incentives include various kinds of cartoons 
(frames, illustration art, books, newspapers and magazines, etc.), animations (animated 
fi lms, TV series, video products, animations shown in various TV programs), the cartoon 
and animation products transmitted through the Internet and mobile networks and 
terminals such as computers and mobile phones, animation dramas and programs, ani-
mation soft ware (animation graphic design, special soft ware for animation production, 
audio and video production tools soft ware, etc.), and animation derivative products (cos-
tumes, toys, stationery, computer games, etc. related to animation).   81  

 A recognized animation enterprise must meet all of the following requirements:   82   

   (1)   Th e applicant must be an enterprise legally established in China;  
   (2)   Th e revenue derived from animation products of main business revenue must 

be at least 60 percent of total annual revenue of the enterprise;  
   (3)   Th e revenue derived from self-developed and produced animation products 

must be at least 50 percent of its main business revenue. Th e self-developed and 
produced animation products are the animation products (excluding anima-
tion derivative products) designed, developed, produced, or performed by the 

78  Th e Notice on Forwarding the Several Opinions of the Ministry of Finance, the Ministry of Education, the 
Ministry of Science and Technology, the Ministry of Information Industry, the Ministry of Commerce, the 
Ministry of Culture, the State Administration of Taxation, the State Administration for Industry and 
Commerce, the State Administration of Radio, Film and Television and the General Administration of Press 
and Publication on Promoting the Development of China’s Animation Industry, Guo Ban Fa [2006] No. 32, 
issued by the General Offi  ce of the State Council on April 25, 2006. 

79  Article 2 of the Notice on Tax Policies Concerning Supporting the Development of Animation Industry, Cai 
Shui [2009] No. 65, issued by the MOF and the SAT on July 17, 2009 and eff ective on January 1, 2009. 

80  Article 4 of Administrative Measures for Recognition of Animation Enterprises (Trial implementation), Wen 
Shi Fa [2008] No. 51, issued by the Ministry of Culture, the MOF and the SAT on December 18, 2008 and 
eff ective on January 1, 2009. 

81  Article 5 of Wen Shi Fa [2008] No. 51. 
82  Article 10 of Wen Shi Fa [2008] No. 51. 
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enterprise. Th e self-developed and produced animation products do not 
include simple outsourcing services for overseas creation, simple imitation, or 
simple productions for overseas for which the enterprise does not have IP 
rights, nor for which it is competitive;   83   

   (4)   Th e professional or technical personnel who have a college diploma or a State 
animation professional certifi cate must be at least 30 percent of the current 
total employees; of those, R&D personnel must be at least 10 percent of current 
total employees;  

   (5)   Th e enterprise must have the necessary equipment and facilities for animation 
product development or related services;  

   (6)   Th e animation product research and development expenses must be at least 
8 percent of the total current year business revenue;  

   (7)   Th e contents of animation products are positive and healthy and do not include 
those prohibited by laws; and  

   (8)   Th e ownership of enterprise is clear; the enterprise is well-managed and 
complies with law.     

 Th e Ministry of Culture, the MOF, and the SAT set up a national offi  ce in charge of 
administration of animation enterprises.   84  Th e government departments in charge of 
culture, fi nance, and taxation in each autonomous region, municipality directly under 
the Central Government and city specifi cally designated in the state plan will jointly 
form an offi  ce in charge of initial examination of applications for animation enterprises.   85  
If an enterprise plans to apply for animation enterprise, it should conduct a self-assess-
ment. If the enterprise believes that it qualifi es for animation enterprise, it can submit 
application to the offi  ce at provincial level. Aft er an initial review and approval of the 
provincial offi  ce, the provincial offi  ce will forward the application to the national offi  ce. 
Th e Ministry of Culture, the MOF and the SAT will jointly issue lists of recognized ani-
mation enterprises; the provincial offi  ce will issue animation enterprise certifi cates to 
those on the national lists.   86      

    8.9  Venture Capital Investment Enterprises   

 If a venture capital enterprise has invested, in the form of equity investment, in a 
medium- to small-sized High and New Technology Enterprise that has not been listed 
on a stock exchange for more than two years, 70 percent of the amount so invested may 

83  Article 11 of Wen Shi Fa [2008] No. 51. 
84  Article 6 of Wen Shi Fa [2008] No. 51. 
85  Article 7 of Wen Shi Fa [2008] No. 51. 
86  Article 14 of Wen Shi Fa [2008] No. 51. 
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be set off  against the taxable income of the venture capital enterprise; the excess amount 
can be carried forward.   87  

 Venture capital enterprises that may be eligible for tax incentives are the enterprises or 
other economic organizations established in accordance with the Provisional Measures 
for the Administration of Venture Capital Investment Enterprises   88  and the Administrative 
Measures for Foreign Invested Venture Capital Investment Enterprises.   89  Th e medium- 
to small-sized High and New Technology Enterprises must be those that have been 
certifi ed as High and New Technology Enterprises in accordance with Administrative 
Measures for the Recognition of High and New Technology Enterprises and the 
Administrative Working Guidelines of the Recognition of High and New Technology 
Enterprises.   90  Additionally, the High and New Technology Enterprise must have no 
more than fi ve hundred employees, annual sales of not more than RMB 200 million, and 
total assets of not more than RMB 200 million.   91  Th e two-year investing period starts 
from the year in which the investee is certifi ed as a High and New Technology Enterprise 
aft er the investment of venture capital. If, during the two-year period, the investee exceeds 
the medium- to small-sized standard, it will not disqualify the eligibility of the venture 
capital enterprise for the CIT incentive as long as the investee remains as a High and 
New Technology Enterprise.   92  If an investee enterprise had obtained the medium- 
to small-sized High and New Technology Enterprise status on or before December 31, 
2007 and continued to satisfy the qualifi cation requirement of High and New Technology 
Enterprise in 2008, the venture capital investment enterprise can count its 24-month 
investment period from its actual investment date in the investee.   93  

87  Article 31 of the CIT Law; Article 97 of the CIT Implementation Rules. 
88  Provisional Measures for the Administration of Venture Capital Investment Enterprises, Order of NDRC 

[2005] No. 39, approved by the State Council on September 7, 2005, and jointly issued by the National 
Development and Reform Commission, the Ministry of Science and Technology, the MOF, the Ministry of 
Commerce, the People’s Bank of China, the SAT, the State Administration for Industry and Commerce, the 
China Banking Regulatory Commission, the China Securities Regulatory Commission and the State 
Administration of Foreign Exchange, and eff ective on March 1, 2006. 

89  Administrative Measures for Foreign Invested Venture Capital Investment Enterprises, Order of the Ministry 
of Foreign Trade and Economic Cooperation, the Ministry of Science and Technology, the State Administration 
for Industry and Commerce, the SAT and the State Administration of Foreign Exchange [2003] No. 2, issued 
by the Ministry of Foreign Trade and Economic Cooperation, the Ministry of Science and Technology, the 
State Administration for Industry and Commerce, the SAT and the State Administration of Foreign Exchange 
on January 30, 2003 and eff ective on March 1, 2003. 

90  Guo Ke Fa Huo [2008] No. 362. 
91  Article 2 of the Notice on Issues Concerning the Implementation of Corporate Income Tax Incentives for 

Venture Capital Investment Enterprises, Guo Shui Fa [2009] No. 87, issued by the SAT on April 30, 2009 and 
eff ective on January 1, 2008.  

92  Article 3 of Guo Shui Fa [2009] No. 87. 
93  Article 2 of Guo Shui Fa [2009] No. 87. 
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 In order to enjoy the off set of the investment amount against its taxable income, a 
venture capital investment enterprise must fi le the following documents with the tax 
authority in charge before it fi les its annual CIT return:   94   

   (1)   Th e certifi cation paper for completion of annual inspection of the venture 
capital investment enterprise;  

   (2)   An explanation of investment operations of the venture capital investment 
enterprise;  

   (3)   A copy of investment contract with or Articles of Association of the medium- 
to small-sized High and New Technology Enterprise and capital verifi cation 
report on the actual investment made by the venture capital investment 
enterprise;  

   (4)   Basic information of the medium- to small-sized High and New Technology 
Enterprise, including number of employees, annual revenue, total assets, etc.; 
and  

   (5)   A copy of the Certifi cate of High and New Technology Enterprise issued to the 
investee enterprise.         

    8.10  Clean Development Mechanism Projects   

 China is a party to the United Nations Framework Convention on Climate Change 
and its Kyoto Protocol. Th e Clean Development Mechanism (CDM) is an arrangement 
under the Kyoto Protocol allowing developed countries with a greenhouse gas reduction 
commitment to invest in projects that reduce emissions in developing countries as an 
alternative to more expensive emission reductions in their own countries. Under this 
arrangement, participants in developed countries can acquire certifi ed emission reduc-
tions (CERs) generated by the projects implemented in developing countries. Th e CDM 
is intended to reduce net global greenhouse gas emissions at a lower global cost. China 
enterprises that implement CDM projects can sell CERs to the participants in developed 
countries. Only domestic enterprises and the Chinese-foreign joint venture companies 
with Chinese majority ownership can participate in CDM projects.   95  Th e revenue derived 
from the transfer of CERs is shared between the participating enterprises and the State. 
Share ratios depend on the types of projects. 

94  Article 4 of Guo Shui Fa [2009] No. 87. 
95  Article 11 of Measures of the Operations of Clean Development Mechanism Projects, Order of NDRC, the 

Ministry of Science and Technology, the Ministry of Foreign Aff airs, and the MOF [2005] No. 37, issued by 
National Development and Reform Commission, the Ministry of Science and Technology, the Ministry of 
Foreign Aff airs, and the MOF on October 12, 2005 and eff ective on October 12, 2005.  
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  Th e above revenue retained by the State from CDM projects will be contributed to 
China CDM Fund and will be used to support climate change activities.   96  

 Th e revenue received by China CDM Fund is exempt from CIT.   97  Participating enter-
prises can deduct the portion of revenue, based on the above revenue sharing ratio, paid to 
the State for CIT purposes.   98  For a CDM project where 65 percent of CER transfer revenue 
is retained by the State (e.g., a project to reduce the emission of HFC and PFC) or where 30 
percent of CER transfer revenue is retained by the State (e.g., on a project to reduce the 
emission of N2O), the participating enterprise is exempted on the income derived from the 
implementation of a CDM project for three years from the initial revenue generated from 
the CER transfer, and can enjoy a 50 percent reduction in CIT rate from the fourth to the 
sixth year. Th e income from the implementation of a CDM project is the revenue derived 
from the CER transfer less the portion of revenue paid to the State and the costs and 
expenses of implementing the CDM project. An enterprise is required to separately account 
for income from CDM projects and reasonably allocate relevant period expenses. An enter-
prise cannot enjoy the tax incentives without such separate accounting.   99      

    8.11  Service Outsourcing Business   

 In the eff orts to develop service outsourcing industry in China, the State Council has 
listed 21 cities, including Beijing, Changsha, Chengdu, Chongqing, Dalian, Daqing, 
Guangzhou, Hangzhou, Harbin, Hefei, Ji’nan, Nanchang, Nanjing, Tianjin, Shanghai, 
Shenzhen, Suzhou, Wuhan, Xiamen, Xi’an, and Wuxi, as the model cities of outsourcing 
industry to undertake international service outsourcing businesses.   100  Various fi nancial 
and tax incentives are provided to qualifi ed outsourcing service enterprises. 

96  Article 24 of Order of NDRC, the Ministry of Science and Technology, the Ministry of Foreign Aff airs, and 
the MOF [2005] No. 37. 

97  Article 1 of the Notice on Corporate Income Tax Polices for China CDM Fund and CDM Projects, Cai Shui 
[2009] No. 30, issued by the MOF and the SAT on March 23, 2009 and eff ective on January 1, 2007. 

98  Article 2(1) of Cai Shui [2009] No. 30. 
99  Article 2(2) of Cai Shui [2009] No. 30. 
100  Article 1 of the Reply on Issue Concerning Promoting the Development of Service Outsourcing Industry, Guo 

Ban Han [2009] No. 9, issued by the General Offi  ce of the State Council on January 15, 2009. Twenty cities 

         

  Projects 
 Revenue share of 
the State  

 Reduce greenhouse emissions of hydrofl uorocarbon (HFC) and 
perfl uorocarbon (PFC) 

 65 %   

 Reduce greenhouse emissions of nitrous oxide (N2O)  30 %   
 Energy effi  ciency improvement, development and utilization of new and 

renewable energy, and methane recovery and utilization 
 2 %   
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 If an enterprise is recognized as an Advanced Technology Service Enterprise, it can 
enjoy a reduced CIT rate of 15 percent; the enterprise may deduct employee education 
expenses that have actually been incurred by the enterprise for up to 8 percent of total 
salaries. Th e portion of such expenses in excess of the eight percent limitation can be car-
ried forward to future years.   101     

    8.11.1  scope of advanced technology services   

 To be recognized as an Advanced Technology Service Enterprise, the enterprise must 
engage in one or more types of services as listed below:  

   (1)   Information technology outsourcing (ITO). ITO includes services listed in the 
table below:        

were selected in fi rst batch. In February 2010, Xiamen was added to the list by the State Council.  
101  Article 1 of the Notice on Tax Policies Concerning Advanced Technology Service Enterprises, Cai Shui 

[2009] No. 63, issued by the MOF, the National Development and Reform Commission, the SAT, the 
Ministry of Science and Technology, and the Ministry of Commerce on April 24, 2009 and eff ective from 
January 1, 2009 to June 30, 2010; Article 1 of the Notice on Corporate Income Tax Policies Concerning 
Advanced Technology Service Enterprises, Cai Shui [2010] No. 65, issued by the MOF, the SAT, the Ministry 
of Commerce, the Ministry of Science and Technology, and the National Development and Reform 
Commission on November 5, 2010 and eff ective from July 1, 2010 to December 31, 2013.  

         

  Type of ITO  Service  Scope  
 Soft ware R&D 

outsourcing 
 Soft ware R&D 

services 
 Soft ware development for the operations, 

production, supply chain, client 
relationship, human resource 
management, fi nancial management, 
computer-aided design/engineering of 
users in the fi elds of fi nance, government, 
education, manufacturing, retail, service, 
energy, logistics, transportation, media, 
telecommunications, public utility and 
medical and health, including customized 
soft ware development, embedded 
soft ware, packaged soft ware development, 
system soft ware development, and 
soft ware testing  

 Soft ware technical 
services 

 Technical services, such as soft ware consulting, 
maintenance, training, and testing  

(Continued)
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  Type of ITO  Service  Scope  
 Information 

technology R&D 
outsourcing 

 Integrated circuit and 
electronic circuit 
design 

 Design of integrated circuit and electronic 
circuit products and related technical and 
supporting services  

 Test platform  Provision of test platform for the 
development and application of 
soft ware, integrated circuit and electronic 
circuit  

 Information system 
operation and 
management 
outsourcing 

 Operation and 
maintenance service 
of information 
system 

 Information system application services 
such as integration of clients’ internal 
information system, network 
management, desktop management 
and maintenance services; 
information engineering, geographic 
information system, and remote 
maintenance  

 IT infrastructural 
services 

 IT infrastructural services, such as 
integration of management platform 
of IT infrastructural services, 
IT infrastructure management, 
data center, hosting center, 
security service, and communication 
services  

         

  Service  Scope  
 Business process design 

services 
 Provision of internal management and business operation process 

design services for clients  
 Enterprise internal 

management services 
 Provision of services of data analysis, data mining, data 

management and data application for back-offi  ce 
management, HR management, fi nance, audit and taxation 
management, fi nancial payment service, medical information, 
and other internal management of clients business; 
undertaking of professional data processing, analysis, and 
integration services  

(Continued)

   (2)   Business process outsourcing (BPO). BPO includes services listed in the table 
below:         
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   (3)   Knowledge process outsourcing (KPO). Th e scope of KPO includes intellec-
tual property right research, R&D and testing of pharmaceuticals and bio-
technology, product and technology R&D, industrial design, analytics and 
data mining, design and R&D of animated cartoon and online games, and 
R&D of educational courseware, engineering design.          

    8.11.2  qualification for advanced technology service enterprises   

 An Advanced Technology Service Enterprise must meet all of the following conditions:   102   

   (1)   Th e enterprise must engage in one or more types of services within the scope 
discussed in Chapter 8.11.1 and must have adopted advanced technology or 
have strong R&D capabilities.  

   (2)   Th e registered address and place of operation of the enterprise must be in 
one of the 21 pilot service outsourcing cities (inclusive of all administrative 
divisions such as districts, counties, and county-level cities);  

   (3)   Th e enterprise must be a legal person and have no violation of law in the areas 
of import and export, fi nance, taxation, foreign exchange, and customs within 
the last two years;  

   (4)   More than 50 percent of employees of the enterprise must have a college 
diploma;  

102  Article 2 of Cai Shui [2010] No. 65. 

  Service  Scope  

 Enterprise operation 
services 

 Provision of services such as technology R&D services, 
application of customer analysis, database management for the 
operation, sales, and aft er-sale services; all of which are 
provided mainly to the following sectors: fi nancial services, 
government and education, manufacturing and life science, 
retail and wholesale and transportation, health care, 
communication and public utility, call center, and e-commerce 
platform.  

 Enterprise supply chain 
management services 

 Overall scheme design and database service for the purchase and 
logistics business of the clients  
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   (5)   More than 50 percent   103  of income of the enterprise must be derived from the 
advanced technology services as listed in (1); and  

   (6)   Th e enterprise must have entered into outsourcing contracts with overseas 
clients, and its income from off shore outsourcing services provided to 
overseas clients should not be less than 50 percent of its total income of the 
year.         

    8.11.3  procedures for recognition of advanced technology 
service enterprises   

 Th e departments in charge of science and technology in the model service outsourcing 
cities should formulate specifi c administrative measures with departments of commerce, 
fi nance, tax, and development and reform at the same level in accordance with the 
national regulations, and report the same to the Ministry of Science and Technology, the 
MOF, the SAT, the Ministry of Commerce and the National Development and Reform 
Commission. An enterprise should submit an application for Advanced Technology 
Service Enterprise with the department in charge of science and technology in its city. 
Th e department in charge of science and technology should make a joint review of the 
application with the departments in charge of commerce, fi nance, tax, and development 
and reform at the same level Th ose government departments jointly issue a certifi cation 
document to qualifi ed enterprises. Lists of recognized Advanced Technology Service 
Enterprises shall be fi led with the Ministry of Science and Technology, the Ministry 
of Finance, the State Administration of Taxation, the Ministry of Commerce and 
the National Development and Reform Commission and, at the same time, with those 
authorities at provincial level.   104       

    8.12  Employment of Disabled Personnel   

 An enterprise that employs disabled personnel may take additional CIT deduction equal 
to 100 percent of the amount of the actual salary paid to the disabled employees (i.e., 
a total of a 200 percent deduction).   105  Th e disabled personnel for this purpose are 

103  At least 70 percent was provided in Cai Shui [2009] No. 63. Th is percentage was reduced to 50 percent by the 
State Council in Article 1 of the Reply on Accelerating the Development of Service Outsourcing Industry, 
Guo Ban Han [2010] No. 69, issued by the General Offi  ce of the State Council on April 7, 2010. Cai Shui 
[2009] No. 63 also requires that an Advanced Technology Service Enterprise has obtained relevant interna-
tional qualifi cations certifi cation. Th is certifi cation requirement was eliminated by the State Council in Guo 
Ban Han [2010] No. 69.  

104  Article 3 of Cai Shui [2010] No. 65. 
105  Article 32(2) of the CIT Law; Article 96 of the CIT Implementation Rules. 
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 determined in accordance with the Law of the PRC on Safeguard of Disabled Persons, 
which defi nes a disabled person as one who suff ers from abnormalities or loss of a certain 
organ or function, psychologically or physiologically, or in anatomical structure, and has 
lost in whole or in part the ability to perform an activity in the way considered normal, 
including those with visual, hearing, speech or physical disabilities, mental retardation, 
mental disorder, multiple disabilities, and/or other disabilities.   106  

 To qualify for additional deduction for salaries paid to disabled employees, an enter-
prise must satisfy all of the following conditions:   107   

   (1)   Th e enterprise must sign an employment contract or service contract with each 
disabled person for a term of one year or more, and must place each disabled 
person in an actual work position within the enterprise;  

   (2)   Th e enterprise must make suffi  cient social security contributions such as basic 
pension, basic medical insurance, unemployment insurance, and worker’s 
injury insurance on behalf of each disabled employee in accordance with the 
relevant regulations of county or district government;  

   (3)   Th e enterprise must regularly make salary payments to each disabled 
employee through bank transfers; the salary shall not be less than the minimum 
wage prescribed by the county or district government where the enterprise is 
located; and  

   (4)   Th e enterprise must have basic facilities for placing disabled persons to work.     

 A qualifi ed enterprise that employs disabled persons can deduct actual salaries paid to 
the disabled persons when making estimated CIT payments. Th e enterprise can make 
additional 100 percent salary deduction on its annual CIT return.   108  When the enterprise 
makes its annual CIT fi ling, it should fi le with the tax authority in charge a name list of 
disabled employees, the copies of Certifi cates of Disabled Persons of the PRC or 
Certifi cates of Disabled Military Persons of the PRC of those employees, and other 
materials requested by the tax authority.   109      

106  Article 96 of the CIT Implementation Rules; Article 2 of the Law of the PRC on Safeguard of Disabled 
Persons, adopted by the Standing Committee of the NPC on December 28, 1990, and amended by the 
Standing Committee of the NPC on April 24, 2008. 

107  Article 3 of the Notice on Policies Concerning Corporate Income Tax Incentives for Employment of 
Disabled Persons, Cai Shui [2009] No. 70, issued by the MOF and the SAT on April 30, 2009 and eff ective 
on January 1, 2008. 

108  Article 1 of Cai Shui [2009] No. 70. 
109  Article 4 of Cai Shui [2009] No. 70. 
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    8.13  Culture Enterprises   

 Many organizations engaged in business operations in journalism, publishing, broadcast-
ing, fi lm, television, culture, and art are publicly funded institutions. Th e State encour-
ages a reform of the culture industry and converts those institutions into business 
enterprises. Th ose culture enterprises converted from publicly-funded institutions are 
exempted from CIT from the date of business registration until December 31, 2013. Th e 
conversion includes an incorporation of the entire business of a publicly-funded institu-
tion or a spin-off  of a partial business of a publicly-funded institution.   110  

 If a culture enterprise in the category encouraged by government was established 
between January 1, 2004 and December 31, 2008, the enterprise will be exempted from 
CIT for up to three years commencing on the date of business registration of the enter-
prise, provided, however, the tax holiday period will end on December 31, 2010.   111  Th ose 
culture enterprises encouraged by the government include:   112   

   (1)   Art performance groups;  
   (2)   Culture, arts, and performance brokers;  
   (3)   Enterprises engaged in press, publication, broadcasting, fi lm, television, culture 

and art exhibition;  
   (4)   Th eaters (performance halls), concert halls and other places used for profes-

sional performance;  
   (5)   Cultural heritage shops set up with permission from the administrative depart-

ments of culture;  
   (6)   Enterprises engaged in the creation, publishing, and production of animation 

and cartoons as well as those engaged in the production and distribution of 
animation;  

   (7)   Enterprises engaged in the production and distribution of broadcasting and 
television programs (including pay and digital broadcasting and television pro-
grams) as well as those engaged in the export of broadcasting programs, fi lm, 
and television programs;  

110  Notice on Certain Issues of Corporate Income Tax Incentives for the Enterprises Converted from Publicly-
Funded Culture Institutions of Business Nature in Culture System Reform, Cai Shui [2009] No. 34, issued by 
the MOF and the SAT on March 26, 2009 and eff ective from January 1, 2009 to December 31, 2013. 

111  Th e Notice on Relevant Corporate Income Tax Policy Concerning Newly Established Culture Enterprise, 
Guo Shui Han [2010] No. 86, issued by the SAT on March 2, 2010; Article 1 of the Notice on Certain Tax 
Policy Issues Concerning Supporting the Development of Culture Enterprises during the Tryout Period for 
Culture Industry Reform, Cai Shui [2005] No. 2, issued by the MOF, General Administration of Customs, 
and the SAT on March 29, 2005.  

112  Cai Shui [2005] No. 2; Cai Shui [2009] No. 31. 
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    (8)   Enterprises engaged in the production, development, distribution, and screen-
ing of fi lms (including digital fi lms);  

    (9)   Enterprises engaged in the pay operation of broadcasting and television 
channels, the integration, screening, and promotion of programs as well as the 
promotion of access services;  

   (10)   Enterprises engaged in the cable transmission, wireless transmission, and sat-
ellite transmission of broadcasting programs, fi lms, and television programs;  

   (11)   Enterprises engaged in the mobile television, cell television, online television, 
video-on-demand programs and other kinds of audio and video businesses;  

   (12)   Enterprises engaged in the self-development and transfer of intellectual prop-
erty rights related to culture, arts, broadcasting programs, fi lms, television 
programs, and publications as well as those engaged in the agency and trading 
of copyright;  

   (13)   Enterprises engaged in the development and operation of online libraries, 
online newspapers, online journals, online audio and video products, online 
electronic publications, online game soft ware, online arts, and online audio-
visual products with permission from relevant administrative departments as 
well as those engaged in the online sale of publications;  

   (14)   Enterprises engaged in the digital processing of publications, fi lms, television 
programs, repertory works, music, art, and other cultural resources;  

   (15)   Enterprises engaged in the publishing of books, newspapers, periodicals, 
audio-visual products, and electronic publications;  

   (16)   Enterprises engaged in the logistics of publications; national or regional 
publication chain enterprises established with permission from relevant 
administrative departments and engaged in the operation or import and 
export of publications; retail-oriented publications enterprises located in 
localities of or below county level;  

   (17)   Enterprises established with permission from the administrative departments 
of press and publication and engaged in the copying of read-only disks or the 
production of writable disks; and  

   (18)   Enterprises engaged in the printing of books, newspapers, periodicals, audio-
visual products and electronic publications by using digital printing technolo-
gies, computer-to-plate (CTP) technologies, automatic high-speed multi-color 
printing, high-speed binding lines and other hi-tech equipment.         

    8.14  Rural Finance   

 Th e State Council approved some tax incentives to support the development of fi nance 
in rural area. CIT incentives are provided to banks and insurance company in the form of 
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revenue exclusion. From January 1, 2009 to December 31, 2013, fi nancial enterprises may 
include 90 percent of interest on small amount loans to farmers in computing taxable 
income for CIT purpose.   113  From January 1, 2009 to December 31, 2013, insurance enter-
prises may include 90 percent of its premium income derived from crop and aquaculture 
insurance businesses in computing its taxable income.   114  Th e “farmers” refers to the house-
holds who live in areas under the administration of townships and towns for more than 
one year (excluding residents of towns where county governments are located), the work-
ers of State-owned farms, and the individual households engaging in industry and 
commerce in rural areas. Th e “farmers” also includes collective households of State-
owned economic organizations, social groups, schools, and enterprises located in the 
areas under the administration of townships and towns (excluding residents of towns 
where county governments are located). Farmers can engage in agriculture or non-
agriculture business. However, the people who have permanent resident permits in the 
qualifi ed areas, but whose whole family has moved out for more than one year, are not 
considered “farmers” for this purpose. Th e “small amount loan” refers to a loan to one 
household where the loan balance is RMB50,000 or less.   115  Financial institutions should 
separately account for interest income from small amount loans to farmers; otherwise, 
the enterprises cannot enjoy the tax benefi t.   116      

    8.15  Transition Rules for Tax Incentives Granted under Old Tax 

Law and Regulations   

 Th e CIT Law provides certain relief to enterprises that enjoyed tax incentives under old 
tax laws during a fi ve-year transaction period. An enterprise that enjoyed the preferential 
policy in the form of a reduced tax rate prior to January 1, 2008 will transit progressively 
from old preferential rates to new CIT rates in the fi ve years following January 1, 2008. 
During this period, an enterprise that enjoyed the 15 percent enterprise income rate shall 
be subject to the 18 percent tax rate for the year 2008, 20 percent for the year 2009, 
22 percent for the year 2010, 24 percent for the year 2011, and 25 percent for the year 
2012; an enterprise that previously enjoyed the 24 percent tax rate shall be subject to the 
25 percent tax rate starting with the year 2008. As of January 1, 2008, an enterprise that 
previously enjoyed fi xed-term preferential enterprise income tax treatment in the form of 
tax reductions and exemptions, such as the “two-year tax exemption followed by three-
year 50 percent reduction” shall continue to enjoy preferential treatment for their initial 

113  Article 2 of the Notice on Tax Policies Concerning Rural Finance, Cai Shui [2010] No. 4, issued by the MOF 
and the SAT on May 13, 2010. 

114  Article 4 of Cai Shui [2010] No. 4. 
115  Article 5 of Cai Shui [2010] No. 4. 
116  Article 6 of Cai Shui [2010] No. 4. 
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term as prescribed under the previous tax laws, administrative regulations, and related 
instruments aft er the CIT Law takes eff ect until the initial term expires; an enterprise 
that has not started enjoying preferential tax treatment because it has not made a profi t 
shall commence the term of preferential tax treatment in the year 2008. To be eligible 
for the transitional preferential treatment, an enterprise must be established and com-
plete business registration prior to March 16, 2007.   117  Th e State Council issued the “Table 
for Implementation of the Transitional Preferential Corporate Income Tax Policies” out-
lining specifi c eligibility and scope of the transitional preferential polities for qualifi ed 
projects. 

 In spite of the transitional preferential tax treatments that are generally applicable 
to enterprises that have completed their business registrations prior to March 16, 2007, 
transitional tax incentives are available to newly established High and New Technology 
Enterprises in Shenzhen, Zhuhai, Shantou, Xiamen, and Hainan Special Economic 
Zones, and Shanghai Pudong New Area.   118  High and New Technology Enterprises are 
those certifi ed under Article 93 of the CIT Implementation Rules and relevant adminis-
trative measures.   119  For the qualifi cations of High and New Technology Enterprises, 
please see Chapter 8.6. For High and New Technology Enterprises that complete the 
registration in the Special Economic Zones and Shanghai Pudong New Area on or aft er 
January 1, 2008, income derived from within the Special Economic Zones and Shanghai 
Pudong New Area shall, starting from the tax year during which revenue from produc-
tion and business operations is fi rst derived, be exempt from CIT in the fi rst and second 
years, and be subject to 12.5 percent in the third through fi ft h years.   120  If an enterprise in 
those areas is engaged in production and business operation outside the Special Economic 
Zone or Shanghai Pudong New Area, the enterprise shall separately calculate its income 
derived from within Special Economic Zone or Shanghai Pudong New Area, and shall 
reasonably allocate its expenses for the corresponding period; where the enterprise does 
not conduct a separate calculation, it shall not enjoy preferential CIT treatment.   121  
During the period, if an enterprise no longer qualifi es as a High and New Technology 
Enterprise, the enterprise shall cease to enjoy the transitional preferential tax treatments 
and cannot resume or restart the enjoyment of the transitional preferential tax treatments 

117  Article 57 of the CIT Law; Article 1 of the Notice on the Implementation of the Transitional Preferential 
Corporate Income Tax Policies, Guo Fa [2007] No. 39, issued by the State Council on December 26, 2007. 

118  Article 57 of the CIT Law; Article 1 of the Notice on the Implementation of the Transitional Preferential Tax 
Treatment of High and New Technology Enterprises Newly Established in Special Economic Zones and 
Shanghai Pudding New Area, Guo Fa [2007] No. 40, issued by the State Council on December 26, 2007 and 
eff ective on January 1, 2008. 

119  Article 2 of Guo Fa [2007] No. 40. 
120  Article 2 of Guo Fa [2007] No. 40. 
121  Article 3 of Guo Fa [2007] No. 40. 
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even if the enterprise is subsequently recognized again as a High and New Technology 
Enterprise.   122  

 In October 2000, the State Council issued polices concerning the extensive develop-
ment of the Western Regions.    123  Th e polices include the principle of preferential tax 
treatment on investment in the Western Regions for the period from 2001 to 2010. 
To implement the State Council’s policies, the MOF, the SAT, and the General 
Administration of Customs issued the preferential CIT policies for the extensive devel-
opment of the Western Region.   124  Under those policies, a reduced CIT rate of 15 percent 
from January 1, 2001 through December 31, 2010 is applicable to enterprises set up in the 
Western Regions with its main business in encouraged industries according to relevant 
investment catalogs. For a domestic enterprise, 70 percent or more of its revenue should 
be derived from the business listed in Th e Catalog of Industries, Products, and 
Technologies Whose Development Are Currently Encouraged by the State (revised in 
2000); for a foreign invested enterprise, 70 percent or more of its revenue should be 
derived from the business listed in Th e Catalog of Industries for Guiding Foreign 
Investment and the Catalog of Preferred Industries for Foreign Investment in Central 
and Western Region. Furthermore, an enterprise set up in the Western Region for which 
at least 70 percent of its total revenue is derived from the transportation, electricity, water 
conservancy, post, broadcasting, and television industries can enjoy two-year exemption 
and three-year 50 percent reduction from the fi rst profi t-making year for foreign invested 
enterprises and from the fi rst operating year for domestic enterprises.   125  Th ose preferen-
tial tax policies will continue aft er the implementation of the CIT Law.   126  Th is means 
that an enterprise that is qualifi ed for 15 percent tax rate can continue the preferential rate 
until December 31, 2010. As the State continues to encourage investment in the Western 
Regions, it is possible for the State to extent the existing tax preferential policies or 
provide new preferential tax treatment aft er 2010. However, it is not clear whether the 
State will continue or issue new policies in this regard.     

122  Article 4 of Guo Fa [2007] No. 40. 
123  Th e Notice on Policies Concerning Extensive Development of  Western Regions, Guo Fa [2000] No. 33, 

issued by the State Council on October 26, 2000.  
124  Th e Notice on the Preferential Tax Policies for the Extensive Development of the Western regions, Cai Shui [2001] 

No. 202, jointly issued by the MOF, the SAT, and the General Administration of Customs on December 30, 2001 
and eff ective on January 1, 2001. Th e Western Regions include Chongqing, Sichuan, Guizhou, Yunnan, Tibet, 
Shanxi, Gansu, Ningxia, Qinghai, Xinjiang, Inner Mongolian, and Guangxi. Th e preferential publicities 
for Western Regions also apply to Xiangxi Tujia-Miao Autonomous Prefecture in Hunan Province, Enshi 
Tujia-Miao Autonomous Prefecture in Hubei Province and Yanbian Korean Autonomous Prefecture in Jilin 
Province. 

125  Cai Shui [2001] No. 202. 
126  Article 2 of Guo Fa [2007] No. 39. 
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    8.16  Local Tax Incentives   

 CIT is a tax imposed under national tax law. Local governments are not authorized to 
impose local income tax on enterprises. CIT of an enterprise is generally collected by the 
tax bureau at the location (district, county, city, etc.) where the enterprise is registered 
with exception of collection of certain branch income by the tax bureaus where some 
branches of the enterprise are located. Th e CIT revenue so collected is shared between 
the State Treasury and the local government based on prescribed percentage. Typically, 
40 percent of CIT revenue is retained by local government and 60 percent is forwarded 
to the State Treasury. Th e autonomous government authorities of ethnic autonomous 
regions may decide to grant a reduction or exemption of the CIT to the enterprises 
located within their jurisdictions for such part of CIT as retained by ethnic autonomous 
regions. If autonomous prefectures and counties decide to grant such tax reductions or 
exemptions, such decision must be approved by the governments of relevant provinces, 
autonomous regions or municipalities.   127  Th e local governments that are authorized by 
the CIT Law to grant such local CIT incentives are the autonomous regions, autono-
mous prefectures, and autonomous counties with regional ethnic autonomy in accor-
dance with the Law of the PRC on Ethnic Regional Autonomy.   128  

 Local governments, other than the ethnic autonomous regions, prefectures and coun-
ties, have not been authorized to grant CIT reductions or exemptions based on local law 
and regulations. To attract investments in local areas, many local governments provided 
various tax refunds to enterprises established in their jurisdictions. In 2000, the State 
Council ordered local governments to stop tax refund practice from January 1, 2000.   129  
Th is order, however, has not been completely followed by many local governments. 
In 2001, the State Council made a special audit of nine provinces and municipalities on 
the implementation of the State Council order. Th e State Council found that many local 
government had continued the tax refund practices and some of them had issued new tax 
refund polices. Th e State Council further requested that local governments follow the 
order of the central government and correct any unauthorized practices.   130  

 Instead of giving tax refunds, some local governments set up local development funds 
and off er fi nancial subsidies paid out of the development funds to the enterprises estab-
lished in their regions. Some of such subsidies would be equal to full CIT or a portion of 
CIT paid by a recipient enterprise and retained by the local government. Such subsidies 

127  Article 29 of the CIT Law. 
128  Article 94 of the CIT Implementation Rules. 
129  Notice on the Correction of Tax Refund Policies of Local Governments, Guo Fa [2000] No. 2, issued by the 

State Council on January 11, 2000. 
130  Notice on Issues Concerning the Polices on Tax Reductions or Exemptions Such As Collecting First and 

Refund Later Made by Some Local Governments in Violation of Regulations, Guo Ban Fa [2002] No. 5, 
Issued by the General Offi  ce of the State Council on January 16, 2002. 
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are oft en available for a fi xed period. Th e tax bureau at the location will collect the full 
amount of CIT and the fi nance bureau of the local government will provide the cash 
subsidies. In essence, this is a form of tax refund. Th ose subsidies may or may not be based 
on written local regulations. More oft en, the percentage of “refund” is subject to negotia-
tion between the investor and the local government. It is questionable whether those 
fi nancial subsidies are in compliance with CIT Law and national policy. Even if this 
practice is not in line with national policy, the recipient enterprises or their investors 
should not be at fault for merely receiving the subsidies. Furthermore, there is no guaran-
tee that the fi nancial subsidies off ered will actually be provided throughout all the prom-
ised years.                                                                                                                                                                                                                                                                                           
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       China resident enterprises are taxed on worldwide income.   1  Resident enterprises engaged 
in activities abroad generally compute taxable income from foreign countries or regions 
in the same manner as those operating within China. However, foreign countries and 
regions may also impose taxes on the same income. To eliminate double taxation, the 
CIT Law and the CIT Implementation Rules allow an enterprise to credit income 
tax paid in foreign countries and regions against CIT, subject to certain limitations. 
China has adopted the rule of foreign credit limitation by country. Because of this limita-
tion, taxable income and foreign tax credit by country have become important in imple-
menting the foreign tax credit policy. Anti-avoidance rules are also adopted to prevent 
certain deferral of CIT on foreign income. For China tax purposes, Hong Kong SAR, 
Macau SAR and Taiwan are treated as foreign regions; the same tax treatments for 
foreign countries apply to these regions.     

    9.1  Taxable Income from Foreign Country or Region

 Foreign income of an enterprise includes income derived by the enterprise from direct 
business activities in or related to foreign countries and from return of investment in 

1 Article 3 of the CIT Law. 

 INCOME FROM FOREIGN COUNTRIES AND REGIONS 

            9
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foreign countries including the profi ts of its foreign subsidiaries in the form of dividends. 
Th e enterprise is required to properly compute taxable income by country and region in 
accordance with the CIT Law and the CIT implementation Rules.

    9.1.1  computation of taxable income of foreign branch   

 A foreign branch of a resident enterprise is an entity established in a foreign country or 
region that is not a separate taxpayer. An entity without separate taxpayer status refers 
to the entity that is not a separate legal person according to the law where the entity is 
established or that is not considered as a resident of the country in accordance with 
applicable tax treaty.    2  Such an entity without separate taxpayer status includes a branch, 
a representative offi  ce, a liaison offi  ce, and an establishment or place of business where 
the resident enterprise provides services and is subject to tax in a foreign country.3 An
enterprise should include income of foreign branches in computing its taxable income 
from foreign countries in the relevant tax year regardless of whether such income is repa-
triated back to China. Th e revenue and expenses of branches are determined in accor-
dance with the relevant provisions of the CIT Law and the CIT Implementation Rules.   4

Th e reasonable expenses of foreign branches commonly include salary expenses, depre-
ciation expenses, interest expenses, relevant taxes, and allocated headquarters expenses.   5

As such, the taxable income computed for foreign tax reporting purposes under foreign 
tax law may need to be adjusted in accordance with Chinese tax rules. 

 Th e losses of a branch in a foreign country cannot off set income derived from China 
or income from other foreign countries; such losses can be used to off set income from the 
same country in the current year and subsequent fi ve years.   6  However, if the sum of 
domestic and foreign sourced income of an enterprise is positive, the unused loss of a 
foreign branch due to the restriction on the off setting can be carried forward without the 
fi ve-year limitation.   7 For example, a resident enterprise has combined income of RMB4 
million, including RMB5 million income within China and foreign sourced loss of 
RMB1 million from its only foreign branch. Because the RMB1 million loss of the for-
eign branch cannot off set domestic income, the enterprise should have taxable income 
of RMB5 million. Th e RMB 1 million loss can be used to off set the income from the 
foreign branch or other income from the same country in any subsequent years without 

2 Article 13 of the Notice on the Issues Concerning Foreign Tax Credits, Cai Shui [2009] No. 125, issued by the 
MOF and the SAT on December 25, 2009 and eff ective on January 1, 2008. 

3 Article 40 of Operational Guidance to Foreign Tax Credits, issued by the SAT via SAT Gong Gao 2010 No. 1 
on July 2, 2010 (hereaft er “FTC Operational Guidance”). 

4 Article 3(1) of Cai Shui [2009] No. 125. 
5 Article 8 of FTC Operational Guidance.
6 Article 3(5) of Cai Shui [2009] No. 125.
7 Article 14 of FTC Operational Guidance. 
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the fi ve-year limitation. However, if had a combined loss of RMB0.6 million, comprising 
domestic income of RMB0.4 million and foreign branch loss of RMB1 million, the tax-
able income of the enterprise would be RMB0.4 million; the RMB1 million foreign 
branch loss can be carried forward to off set future income from the branch country. 
Th e RMB1 million loss carryover, however, should be divided into two categories, a non-
actual loss of RMB0.4 million, which can be carried forward indefi nitely, and an actual 
loss of RMB0.6 million, which can be carried forward for fi ve years. 

 Where a resident enterprise operates a foreign branch and if the tax year of such branch 
is not the same as the tax year of the resident enterprise in China, the tax year for the 
foreign branch ending on a date within the enterprise’s tax year in China should be 
included in the resident enterprise for the tax year.   8  For example, suppose a resident 
enterprise’s tax year is the calendar year and its foreign branch has a tax year from April 1 
to March 31. For the annual CIT return for 2010, the enterprise should include its income 
from January 1, 2010 to December 31 and its branch income from April 1, 2009 to 
March 31, 2010.

    9.1.2  computation of taxable income from other foreign sources   

 Where a resident enterprise derives dividends or other profi t distribution on equity, 
interest, rental income, royalties, and gains on property transfer from foreign countries, 
the taxable income is the revenue less reasonable expenses relevant to those income items 
in accordance with the relevant provisions of the CIT Law and the CIT Implementation 
Rules. Dividends, profi t distributions, and other returns on equity investments in foreign 
countries should be recognized as income by a resident enterprise on the date of declara-
tion of dividend by the investee company. Th e interest, rent, royalties, and gain on prop-
erty transfer derived from a foreign country should be recognized as income by a resident 
enterprise on the date of payment as provided in the relevant contracts.9

 Where a resident enterprise receives income net of creditable foreign taxes paid, 
the resident enterprise should gross up the income adding back direct and indirect 
foreign taxes.   10  For example, resident enterprise P receives RMB63 net dividend from its 
100 percent owned subsidiary S in Country X. S paid RMB30 income tax in Country X 
on its RMB100 profi t and distributes its aft er-tax profi t of RMB70 to P. Country X 
imposes 10 percent withholding tax (or RMB7) on the dividend. In computing its 
taxable income, P should add back RMB30 tax paid by S and RMB7 withholding tax; as 
such, the inclusion of dividend income should be RMB100.

8 Article 11 of Cai Shui [2009] No. 125. 
9 Article 3(2) of Cai Shui [2009] No. 125. 

10 Article 4 of FTC Operational Guidance. 
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 Aft er the gross-up of foreign sourced income such as dividend and interest, the 
enterprise should adjust costs and expenses that are relevant to foreign income and have 
been deducted in computing the total income of the enterprise. Th e enterprise should 
properly allocate those costs and expenses to derive taxable income from foreign sources. 
Th e SAT draws special attention to the following expenses in such adjustment:   11

    9.1.3  foreign sourced income of non-resident   

 If a non-resident derives income outside China that is eff ectively connected with 
an establishment or place of business of the non-resident enterprise in China, the non-
resident enterprise should compute its foreign source taxable income that is eff ectively 
connected with the China establishment or place of business by reference to the treat-
ments of other income to resident enterprises as discussed in Section 9.1.2.   12  Similar to a 
resident enterprise, the CIT Law allows the non-resident enterprise to take foreign tax 
credits against China tax liability with respect to income eff ectively connected with its 
establishment or place of business in China. A typical example is that a China branch 
of a foreign bank makes a loan to an entity outside China. Interest income derived by 
the branch from the loan is foreign sourced income eff ectively connected with the 
branch.   13

    9.1.4  allocation of common expenses 

 In computing taxable income from foreign countries, an enterprise should allocate 
common expenses to each country. Such common expenses are those related to foreign 
income but not included in the expenses of any foreign country. Th ey may include 
business expenses, administrative expenses and fi nancing expenses. An enterprise may 

11 Article 9 of FTC Operational Guidance. 
12 Article 3(3) of Cai Shui [2009] No. 125. 
13 Article 1 of FTC Operational Guidance. 

  Income item  Expenses related to income
 Dividends  Project study expenses, fi nancing costs, management fees in relation to the 

investment,
 Interest  Financing costs and other relevant expenses  
 Rent  Financing costs for fi nance leasing business; depreciation for operating 

leasing business  
 Royalties  R&D expenses, amortization, etc.
 Transfer of 

property 
 Tax basis of property and relevant expenses  
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use one or more factors to apportion the common expenses to each country. Th e factors 
may include asset, income, salary, and other appropriate items. Once an enterprise adopts 
the apportionment factors, it should fi le the method with the tax authority in charge; 
it cannot change the method without proper reasons.   14

    9.2  Foreign Tax Credit

 When an enterprise earns income in a foreign country or region, the income may be 
subject to income tax in the foreign jurisdiction. As a resident enterprise is subject to 
China tax on its worldwide income, the foreign income earned by the enterprise may be 
subject to double taxation in both the foreign jurisdiction and China. In order to release 
enterprises from double taxation, the CIT Law authorizes the foreign tax credit subject 
to limitation. Th e allowable foreign tax credit includes both direct foreign tax credit and 
indirect foreign tax credit. 

 A resident enterprise may claim foreign tax credit for foreign income tax paid on its 
taxable income from sources outside China.   15  A non-resident enterprise may claim 
foreign tax credit for foreign income tax paid on its taxable income from sources out-
side China that is eff ectively connected with the establishment or place of business 
of such non-resident enterprise within China.   16  It is not common for a non-resident
enterprise to conduct both inbound and outbound activities through its establishment 
or place of business in China, as the operations in the form of branches are not available 
to foreign enterprises, in practice, except for limited areas. However, tax credit is available 
for non-resident enterprises if they do receive foreign sourced income in connect with 
their China establishments.

    9.2.1  creditable taxes 

 Creditable taxes are the taxes in the nature of CIT and actually paid by an enterprise 
on income derived from sources outside China in accordance with the tax laws and 
regulations of foreign countries or regions. 17 Creditable tax does not include:   18

   (1)   Tax paid by an enterprise or collected by a foreign country or region by 
mistake;  

14 Article 12 of FTC Operational Guidance. 
15 Article 23(1) of the CIT Law.
16 Article 23(2) of the CIT Law. 
17 Article 23 of the CIT Law; Article 77 of the CIT Implementation Rules. 
18 Article 4 Cai Shui [2009] No. 125; Article 16 of FTC Operational Guidance. 
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   (2)   Tax in excess of limitation as provided by applicable tax treaties. If an enterprise 
paid tax on income in accordance with domestic law of a foreign country 
and, however, the applicable tax treaty provides for an exemption of tax on 
such income, then the enterprise cannot claim foreign tax credit in China 
on such tax paid. Similarly, if an enterprise paid tax at a tax rate higher 
than that provided in an applicable tax treaty, the excess portion will not 
be creditable;  

   (3)   Interest, late payment charges, and penalties for underpayment or late payment 
of tax;

   (4)   Tax paid and subsequently refunded. Some countries may provide tax incen-
tives by refunding tax in various forms. As an enterprise has not actually paid 
the portion refunded, such amount is not creditable;

   (5)   Foreign tax on income that is exempted from CIT under the CIT Law; and  
   (6)   Tax that has been deducted in computing taxable income in accordance with 

the regulations prescribed by the departments of the State Council in charge of 
fi nance and taxation. If Chinese tax law and regulations provides that foreign 
tax paid on an income item can only be deducted as an expense in computing 
CIT, such tax paid cannot be credited.

 However, if an enterprise is granted a tax exemption or reduction by a foreign country 
and the applicable tax treaty provides that amount of tax exempted or reduced is deemed 
to have been paid, then the deemed paid tax is creditable and enterprise may claim a tax 
sparing credit.

 As CIT is a tax on profi ts, creditable foreign tax should be similar tax based on net 
profi ts regardless of the names of the tax. Some foreign countries may impose a minimum 
tax based on gross income as an alternative to profi t-based income tax. For example, an 
enterprise may be required to pay the higher amount of a minimum tax based on a per-
centage of gross income and the regular income tax based on profi t. Double taxation 
treaties usually list applicable taxes. If a non-net profi t-based tax such as a minimum tax 
is included in the applicable tax list, such tax from treaty countries should be creditable. 
If a tax is not described in an applicable tax treaty or the income is from a non-treaty 
country, and if a tax bureau cannot determine whether such foreign tax is income tax on 
enterprises, the tax bureau may ask for a ruling from the SAT.   19 Taxes other than income
tax such as value-added tax and sales tax are not creditable. Th ese other taxes, if related to 
the business operations of an enterprise, can be deducted as expenses.

 Th e actual payment requirement for foreign tax credit may cause timing issues for 
taxpayers. Enterprises are required to fi le their annual CIT returns on or before May 31 

19 Article 15 of FTC Operational Guidance. 
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following a tax year; however, income tax returns in foreign countries may be fi led aft er 
the Chinese tax return fi ling date. For example, if a resident enterprise having a foreign 
branch fi les its China annual CIT return for Year 1 in May Year 2 and its foreign return in 
September Year 2, the enterprise may not know its actual foreign tax liability for Year 1 
until September Year 2. Furthermore, to claim foreign tax credit, the enterprise must 
obtain the offi  cial evidence of actual tax payment. If the enterprise has not obtained such 
evidence by May 31, Year 2, it will not be able to claim foreign tax credit for Year 1 on its 
annual CIT turn. Even if the enterprise paid estimated tax in the foreign country during 
Year 1, it is questionable whether the estimated tax should be considered as “tax payable 
and actually paid.” If the enterprise obtains the tax payment evidence aft er May 31, Year 2, 
it then can recompute its foreign tax credit for Year 1.20

 Where foreign tax is paid in a foreign currency, such tax should be converted into 
RMB to compute the amount of foreign tax credit. If an enterprise’s functional currency 
is RMB, the enterprise should convert the foreign tax into RMB using the exchange rate 
at the time that the enterprise recognizes such foreign income. If an enterprise’s func-
tional currency is not in RMB, the exchange rate should be the mid-rate on the last day 
of the tax year in which such foreign income is recognized.   21

    9.2.2  direct foreign tax credit   

 Direct foreign tax credit is the amount of foreign income tax paid by an enterprise 
as a taxpayer. Direct foreign tax credit mainly applies to foreign tax paid by a resident 
enterprise on its business profi ts derived from foreign operations such as branch 
operations. Direct foreign tax credit also applies to the withholding tax paid by an 
enterprise on dividends, interest, rents, royalties, and the gain on transfer of property 
derived from foreign countries and regions.   22  Th e computation of direct foreign tax
credit is not complicated. An enterprise should include foreign source income includ-
ing foreign income tax in its gross income and then credit foreign tax against its 
China CIT subject to limitation. For example, if an enterprise has foreign taxable 
income of RMB100 and paid foreign income tax of RMB20, the China CIT liability 
on the RMB100 foreign income is RMB25; the enterprise only need to pay RMB5 to 
the China tax authority because the foreign tax credit reduces China CIT liability by 
RMB20.

20 Article 10 of FTC Operational Guidance.
21 Article 17 of FTC Operational Guidance. 
22 Article 2 of FTC Operational Guidance. 
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    9.2.3  indirect foreign tax credit 

    9.2.3.1  Eligible Foreign Company   

 If a resident enterprise operates abroad through a subsidiary, the income earned by 
the subsidiary normally is not taxable in China until the profi ts of the subsidiary are 
distributed to the resident enterprise. Th e resident enterprise cannot credit foreign tax 
paid by the subsidiary before the inclusion of the subsidiary’s profi ts in the taxable income 
of resident enterprise. However, when the foreign subsidiary declares dividends to the 
resident enterprise, the resident enterprise may claim indirect foreign tax credit. Th e CIT 
Law authorizes indirect foreign tax credit for a portion of foreign income tax paid by 
a foreign enterprise that is attributable to the dividends received by the resident enter-
prise.23 In order to qualify for foreign tax paid by a foreign enterprise as an indirect
foreign tax credit, a resident enterprise must directly or indirectly own at least 20 percent 
of equity interest in the foreign enterprise.24  Th e MOF and SAT clarify that an enterprise 
may claim indirect foreign tax credit for income tax paid by three tiers of foreign 
subsidiaries. Th e MOF and SAT provide the following guidance on the computation of 
direct or indirect ownership of 20 percent:   25

   (1)   For a fi rst-tier foreign subsidiary, the resident enterprise must directly own 
20 percent or more of the subsidiary;  

   (2)   For a second-tier foreign subsidiary, one fi rst-tier subsidiary must directly 
own 20 percent or more of the second-tier subsidiary, and the resident enter-
prise must directly or indirectly, through eligible foreign subsidiaries, own 
20 percent or more of the second-tier subsidiary; and  

   (3)   For a third-tier foreign subsidiary, one second-tier subsidiary must directly own 
20 percent or more of the third-tier subsidiary, and the resident enterprise must 
directly or indirectly, through eligible foreign subsidiaries, own 20 percent or 
more of the third-tier subsidiary.

 In computing an indirect ownership of a resident enterprise in a second-tier or 
third-tier foreign subsidiary, the includable percentage must owned through a chain 
of foreign enterprises connected through equity ownership of at least 20 percent. Th is 
means that each upper tier company must directly owns at least 20 percent of the 

23 Article 24 of the CIT Law. 
24 Article 80 of the CIT Implementation Rules.
25 Article 6 Cai Shui [2009] No. 125.
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immediate lowr tier company.26  Th e following diagrams illustrate the computation of 
direct and indirect 20 percent ownership:  

 In Figure 9.2.3–1, resident enterprise P indirectly owns 30 percent of second-tier for-
eign subsidiary Tier2 S. However, none of the fi rst-tier foreign subsidiaries directly owns 
20 percent or more of Tier2 S. Th erefore, foreign income tax paid by Tier2 S will not be 
creditable by P.  

 In Figure 9.2.3–2, Tier2 S is an eligible foreign subsidiary for indirect foreign tax credit 
purpose because Tier1 S1 directly owns 80 percent of Tier2 S and P indirectly owns 24 
percent of Tier2 S. Tier3 S is also an eligible foreign subsidiary for indirect foreign tax 

26 Article 21 of FTC Operational Guidance. 
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credit purposes because Tier2 S directly owns 70 percent of Tier3 S and P indirectly owns 
22.8 percent (16.8 percent through Tier1 S1 and Tire2 S plus 6 percent through Tier1 S2) 
of Tier3 S.

 In Figure 9.2.3–3, Tier1 S1 directly owns 90 percent of Tier2 S and P indirectly own 21.5 
percent (13.5 percent through Tier1 S1 and 8 percent through Tier1 S2) of Tier2 S. 
However, Tier1 S1 is not an eligible foreign subsidiary for foreign tax credit purposes 
because P’s ownership in Tier1 S1 is less than 20 percent. In computing P’s indirect own-
ership in Tier2 S, P’s 13.5 percent indirect ownership in Tier2 S through Tier1 S1 should
not be included because Tier1 S1 is not an eligible foreign subsidiary. Furthermore, P’s 
8 percent indirect ownership in Tier2 S through Tier1 S2 should also be excluded in 
computjing P’s indirect ownership in Tier2 S because Tier1 S2 owns less than 20 percent 
of Tier2 S, although Tier1 S2 itself is an eligible foreign subsidiary. As such, P’s direct and 
indirect ownership in Tier2 S is 0 percent; Tier2 S is not an eligible foreign subsidiary for 
foreign tax credit purposes.  

P

15%

Tier1 S2

Tier2 S

Tier1 S1

80%

10%
90%

     figure 9.2.3–3     
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 In Figure 9.2.3–4, Tier1 S1 is an eligible foreign subsidiary because P directly owns 
30 percent of Tier1 S1. Tier2 S is an eligible foreign subsidiary because Tier1 S1 directly 
owns 80 percent and P indirectly owns, through Tier1 S1, 24 percent of Tier2 S. P also 
indirectly owns 2 percent of Tier2 S through Tire1 S2. However, this 2 percent indirect 
ownership should not be counted because Tier1 S2 is not an eligible foreign subsidiary. 
As such, when the profi ts of Tier2 S are distributed to P through Tier1 S1 and Tier1 S2, 
only the portion of tax paid by Tier2 S associated with dividend through Tier1 S1 is 
creditable tax; the portion through Tier1 S2 is not. 

 In spite of the requirement of a minimum 20 percent participation in eligible foreign 
companies, some tax treaties may provide a lower percentage of participation. For exam-
ple, some China tax treaties require 10 percent participation for a China resident enter-
prise to claim indirect foreign tax credit in relation to dividends received from a company 
in a foreign treaty country. In such case, the China resident enterprise can claim indirect 
foreign tax credit under the tax treaty even if its ownership in the dividend paying com-
pany is less than 20 percent. Th e lower percentage of ownership only applies to direct 
ownership of a China resident enterprise in a fi rst-tier foreign company; a China resident 
enterprise cannot claim indirect tax credit under tax treaties for a second-tier or third-tier 
foreign company.

    9.2.3.2  Computation of Indirect Credit   

 Foreign tax paid and attributable to the dividend received by a resident enterprise should 
be computed from the lowest tier of creditable foreign subsidiary. Th e following formula 
is used to allocate a portion of foreign income taxes paid by a foreign subsidiary to the 
dividend distribution:27

Tax allocated to dividend aa Tax paid by a foreign company= (
++ Tax paid by its subsidiary allocated to dividend received))
×
÷

Dividend paid to parent company
 After tax profits of the foreign companf y

 Th e formula basically requires that a foreign income tax pool and an aft er-tax profi t 
pool are computed and maintained for each foreign subsidiary. When the subsidiary dis-
tributes dividends, foreign income tax will be allocated to dividend distribution and 
deducted from the tax pool. As a foreign subsidiary may not distribute all earnings each 
year, it will be important for taxpayers to obtain and maintain evidence to prove the 
actual payment of foreign income taxes and detailed computation of allocation of such 
tax to dividend distribution.

27 Article 5 Cai Shui [2009] No. 125.
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 Th e following example illustrates such indirect foreign tax credit computation:

 Resident Co., a resident enterprise, owns 100 percent of Tier1 Co, which in turn owns 
100 percent of Tier2 Co. Both Tier1 Co and Tier2 Co are located in the same foreign 
country. Th e aft er-tax profi ts (excluding profi ts of subsidiary), income tax paid, and 
dividend distribution are as follows:  

 We compute tax paid and attributable to dividends from the lowest tier subsidiary. 
For Year 1, Tier2 Co paid 60 of dividend out of 70 aft er tax profi t. Foreign tax paid by 
Tier2 Co and attributable to dividends distributed to Tier1 Co is computed as follows:

Tax allocated to dividendsaa 30 tax  60 dividend 70 pro= ×30 tax ÷ fit f  25.7=

 Aft er the dividend payment for Year 1, Tier2 Co has a remaining net profi t of 10 with 
foreign tax paid of 4.3 (30-25.7). 

 Resident Co cannot claim foreign tax credit for Year 1 because Tier2 Co did not pay 
dividends to Resident Co. 

 At the end of Year 2, Tier2 Co had a profi t pool of 160 (150 current profi t plus 10 Year 
1 profi t) and a tax pool of 54.3 (50 current year plus 4.3 from prior year). Tax allocated to 
dividend paid from Tier2 Co to Tier1 Co for Year 2 is computed as follows:

Tax allocated to dividend aa dividend p= ×t ÷5454 3 100 160 rtax aa dividend p. ×taxaa ÷3 100 160 rofitr = 33 9.

Resident Co
(China)

100%

Tier2 Co
(Country X)

Tier1 Co
(Country X)

100%

     figure 9.2.3–5 

 Year 1  Year 2  

 Tier2 Co Tier1 Co  Tier 2 Co Tier1 Co
 Aft er-tax profi ts 70 160 150  240
 Income tax paid  30  40  50 60  
 Dividend paid  60  0  100  280
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 Aft er the dividend distribution from Tier2 Co to Tier1 Co for Year 2, Tier1 Co had the 
following profi t pool and tax pool:

  Tier1 Co profi t for Year 1     160
  Dividend received from Tier2 Co for Year 1   60  
  Tier1 Co profi t for Year 2     240  
  Dividend received from Tier2 Co for Year 2    100
   Total profi t        560

  Tax paid by Tier1 Co for Year 1     40  
  Tax paid by Tier2 Co allocated to dividend for Year 1  25.7
  Tax paid by Tier1 Co for Year 2     60  
  Tax paid by Tier2 Co allocated to dividend for Year 2   33.9
 Total tax paid      159.6

 Foreign tax paid and allocated to dividend to Resident Co is computed as follows:

Tax allocated to dividend aa 280 di id d= ×t ÷159 6 560. ptax aa  280 dividend×taxaa ÷6 560 profitpp = 79 8.

 Resident Co’s foreign tax credit for Year 2 is 79.8 subject to limitation that may be 
imposed.

 In this example in Figure 9.2.3–6, Tier2 S had taxable income of 100 and paid corpo-
rate income tax in Country Y at 20 percent. Tier2 S distributed 60 dividends out of its 
net profi t of 80. Country Y imposed 10 percent withholding tax on dividend distribu-
tion. Tier1 S1 and Tier1 S2 each had taxable income of 100 and applicable tax rate of 30 
percent. Country X did not impose tax on foreign dividends and did not tax on dividend 
distribution. Tier1 S1 and Tier1 S2 distributed all aft er tax profi ts to P. 

P
(China)

100%

Tier1 S2
(Country X)

Tier2 S
(Country Y)

Tier1 S1
(Country X)

100%

15%50%

     figure 9.2.3–6 
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 For Tier2 S, income tax paid to Country X is 20 (100 x 20 % ); gross dividend paid to 
Tier1 S1 is 30 (60 x 50 % ) and to Tier1 S2 is 9 (60 x 15 % ). Tax paid by Tier2 S associated 
with the dividend paid to Tire1 S1 is calculated as follows:

Tax aa Dividend After tax profits20 3030 80 7 5× ÷Dividend 30 =

 Tier1 S2 owns only 15 percent of Tier2 S; tax paid by Tier2 S associated with the 
dividends paid to Tier1 S2 is not creditable.

For Tier1 S1:

Withholding tax paid to Country Y  Dividend= ×Dividend =30 10 3%

Tax paid to Country X aa = × =100100 30 30%

Total aaa fter tax paa rofit  profit froff m operation 70  Net dividend 2= +profit froff m operation 70 777 97=

 Tax paid associated with dividend to P = (Tax to Country X 30  +  Tax on dividend 
from Tier2 S 10.5) x Dividend to P 97  ÷ Aft er tax profi ts 97 = 40.5. Th e 10.5 of tax on 
dividend from Tier2 S includes 7.5 tax on Tier2 S’s profi t and 3 of withholding tax on 
Tier2 S’s dividends to Tier1 S1.

 P’s indirect tax credit is 40.5.

    9.2.4  limitations on foreign tax credit 

 Th e CIT Law imposes limitations on foreign tax credit; the amount of foreign tax credit 
cannot exceed the CIT otherwise payable on the income calculated in accordance with 
the CIT Law.28  Th e object of this limitation is to prevent foreign income taxes from
reducing CIT on China source income. Suppose P, a resident enterprise, earns net income of 
RMB1,000,000 from business activities in Foreign Country X and RMB2,000,000 of 
income from China sources. Assume applicable CIT rate is 25 percent while Country X 
tax rate is 35 percent. Th e CIT liability on the RMB3,000,000 of worldwide income is 
RMB750,000. Absent a limitation provision, P could credit the RMB350,000 of Country 
X tax against CIT liability, leaving a net CIT liability of RMB400,000, or an eff ective 
tax rate of only 20 percent on the RMB2,000,000 of China source income.

 Th e CIT Implementation Rules adopt the foreign tax credit limitation on a per- 
country basis. Th e intention of the per-country limitation is to prevent a taxpayer from 

28 Article 23 of the CIT Law.



Foreign Tax Credit  255

averaging the income of a high-tax country with the income of a low-tax country. Th e 
per-country limitation is calculated using the following formula:   29

Tax credit limitationaa  Total tax payable on income derive= d from both within andd
outside China as calculated in accoordance with China tax lawo

Taxable income from the part× icular foreign country i
 Total taxable income de

( )region
÷ rived from both within andr

outside China

 Th e per-country tax credit limitation is the maximum amount of tax credit for income 
tax paid in the country that can be used in the current year against China income tax 
liability. As such, the actual credit for income tax of a country is the lesser of the actual 
tax paid and the amount of limitation. Th e amount of foreign tax paid in excess of the 
limitation may be carried forward and credited against the CIT liability in any of the 
subsequent fi ve years. An enterprise can only use foreign tax credit carryovers aft er it 
utilizes the foreign tax credit arising in current year.   30 Because of per-country limitation,
an enterprise will not be able to use foreign tax credit carryovers with respect to a 
particular country unless the enterprise can derive income from the foreign country that 
is taxed at a rate lower than applicable CIT rate. 

 Suppose that Resident Co has income from the following sources:

 Resident Co should compute foreign tax credit limitation for foreign country A and 
foreign country B separately:

Total taa ax payable on income derived froff m both within and outside Chinna
as calculated in accordance with China tax law aa  1000  25%= ×1000 = 250

Limitation for country A = × ÷ =250250 200 1000 50

Limitation for country B = × ÷ =250250 100 1000 25

29 Article 78 of the CIT Implementation Rules .
30 Article 23 of the CIT Law.

  Source Taxable income Foreign tax
 China 700
 Foreign country A 200 40
 Foreign country B 100 30
 Total 1000 70
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 Foreign tax paid on income derived from foreign country A is 40, which is less than 
the limitation of 50. As such, allowable credit is 40, actual tax paid, for country A income. 
Foreign tax paid on income derived from foreign country B is 30, which is more than the 
limitation of 25. As such, allowable credit against current year China tax liability is 25 for 
country B; the excess credit of 5 can be carried forward for fi ve years.

 Th e legal structure for international operations of a company can be complex. It is 
common for a resident enterprise to hold operating subsidiaries through one or more 
holding companies that may not be in the same country as operating subsidiaries. 
Figure 9.2.4–1 below shows a possible international investment structure of a resident 
enterprise.

 Th e CIT Law and the CIT Implementation Rules do not provide how the per-country 
foreign tax credit limitation rule should apply to a structure like this. When Tier1 Co 
distributes dividends to Resident Co, the amount of dividend may include profi ts from 
lower-tier subsidiaries. It would be very complicated if Resident Co were required to 
trace the dividend to the profi ts from each country and compute foreign tax credit and 
limitation for each country (i.e., Countries A, B, C, D, and E) in relation to the dividend. 
According to the FTC Operational Guidance, the per-country foreign tax credit limita-
tion is computed based on per fi rst-tier subsidiary country; all eligible lower-tier subsid-
iaries under a fi rst-tier subsidiary are treated as entities in the country of the fi rst-tier 
subsidiary for the purposes of computation of foreign credit limitation. According to this 
interpretation, in the structure diagrammed above, the amount of dividends paid by 
Tier1 Co to Resident Co will be treated as income from Country A; taxes paid by 
all subsidiaries to all foreign countries will be treated as being paid to Country A. Th e 
SAT’s interpretation of per country limitation rule actually will allow a fi rst-tier foreign 
subsidiary to serve as a mixer. Th e examples below illustrate this eff ect.  

Resident Co
(China)

Tier2 Co1
(Country B)

Tier1 Co
(Country A)

Tier2 Co2
(Country C)

Tier3 Co1
(Country D)

Tier3 Co2
(Country B)

Tier3 Co3
(Country E)

     figure 9.2.4–1 
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 As illustrated in Figure 9.2.4–2, suppose P, a resident enterprise, own 100 percent of S1 
and S2, corporations established in Country A and Country B respectively. Tax rate in 
Country A is 10 percent and Country B 40 percent. Both countries do not impose with-
holding tax on dividend distribution. S1 and S2 distributes all of their aft er tax profi ts to 
P as dividends. Th e taxable income from China source, Country A, and Country B com-
puted in accordance with the CIT Law are 560, 160, and 80, respectively.

 Total tax payable on income derived from both within and outside China as calculated 
in accordance with China tax law is 200 (800 x 25 % ). Tax credit limitation for each coun-
try is calculated as follows:

Credit limitation for Country A = × ÷ =200200 160 800 40

Credit limitation for Country B = × ÷ =200200 80 800 20

 As actual tax paid in Country A is 20, P can only credit 20 for Country A. Th e actual 
tax paid in Country B is 40, which is greater than the credit limitation for Country B; 
P can only credit 20 for Country B. Th e remaining 20 of foreign tax credit can be carried 
forward for fi ve years against CIT tax liability on income derived from Country B.

P’s actual CIT liabilityy  credit for A cred= − −200 20 20 it for Bi = 160

 Th e combined tax liability for P and subsidiaries is 220, comprising 160 for China, 
20 for Country A and 40 for Country B.

P
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(Country A)

80080160560Taxable income under CIT Law

0(20)(40)60Adjustment to income due to expense allocation

60180Net profit per local book

4020Foreign income tax paid

40%10%25%Applicable tax rate

800100200500Taxable income before expense allocation

TotalS2S1P

     figure 9.2.4–2     
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 Suppose P, instead of directly owning S1 and S2 in the above example, sets up a holding 
company S3 in Country C, a jurisdiction that does not tax on foreign dividends and 
dividend distribution. S3 owns S1 and S2 (see Figure 9.2.4–3).

 As the per-country limitation rule only applies to countries in fi rst-tier subsidiaries, 
the income of S1, S2, and S3 will be considered deriving from Country C; taxes paid by 
S1 and S2 will be treated as being paid to Country C.

Credit limitation for Country C = × ( )+ + ÷ =200 800800 60

P’s actual CIT liabilityy  credit= − =200 60 140

 Th e combined tax liability for P and subsidiaries is 200, comprising 140 for China, 20 
for Country A and 40 for Country B.

 Due to S3, P’s is able to average the income of Country A and income of Country B 
and therefore increase foreign tax credit limitation by 20. As such, the current per-
country limitation rule would off er planning opportunities to improve foreign tax credit 
position.

    9.2.5  simplified method 

 A simplifi ed method to avoid complicated calculations of per-country limitations is 
to claim foreign tax credit using the “deemed credit method.” Prior to January 1, 2008, 
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a Chinese enterprise was allowed to elect, upon the approval of tax authority, to use 
16.5 percent of foreign source taxable income as deemed tax credit regardless of actual 
foreign tax paid.   31  For tax years beginning on or aft er January 1, 2008, a taxpayer
may adopt a simplifi ed method to claim 12.5 percent of taxable income derived from 
a foreign country as foreign tax credit upon the approval of the tax authority in charge. 
Th e per-country rule also applies to the simplifi ed method.32  To adopt the simplifi ed 
method, the following conditions must be met:   33

   (1)   Th e taxpayer can produce evidence issued by the foreign tax authority for 
payment of tax; however, the amount of tax paid cannot be accurately identi-
fi ed for objective reasons. Th is evidence refers to the valid evidence showing 
the amount of composite tax (including corporate income tax) that the tax-
payer actually paid to the foreign government; and  

   (2)   Th e eff ective tax rate at income source country is no less than 12.5 percent. Th is 
means that foreign tax credit will be the lesser of 12.5 percent and the amount 
shown on the tax payment evidence. Th e eff ective tax rate here is the amount of 
corporate income tax actually paid or borne divided by the taxable income of 
the tax payer.     

 Th is new deemed credit method does not allow an enterprise to mix foreign tax credit 
between low tax and high tax jurisdiction (other than the fi rst-tier subsidiary mixer as 
discussed in Chapter 9.2.4), and requires the evidence of actual tax payment. As such, the 
method does not seem to provide any benefi ts to taxpayers. It seems that a taxpayer 
should only use the simplifi ed method where it does not separately pay income tax and 
only pays a composite tax in a country. It is not clear whether an enterprise can adopt the 
simplifi ed method for only one country and the regular method for other countries. 
Presumably, such country selection should be permitted.

 Th e MOF and the SAT have identifi ed some countries whose statutory tax rate is 
obviously higher than that of China. Where income derived from these countries and 
eff ective tax rate is obviously higher than the China statutory rate, which is 25 percent, 
the following formula can be used:34

Foreign tax credit Taxablaa e income froff m foreignf source  25%= ×Taxablaa e income froff m foreignff source

31 Provisional Measures on Computation and Collection of Income Derived from Outside China, Cai Shui Zi 
[1997] No. 116, issued by the MOF and the SAT on November 25, 1997.

32 Article 31 of the FTC Operational Guidance.
33 Article 10 of Cai Shui [2009] No. 125; Articles 32 and 33 of the FTC Operational Guidance.
34 Article 10 of Cai Shui [2009] No. 125.
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 Th e countries listed on the initial list as an appendix to Cai Shui [2009] No. 125 are 
Argentina, Bangladesh, Burundi, Cameroon, Cuba, France, Japan, Jordan, Kuwait, Laos, 
Morocco, Pakistan, Syria, United States, and Zambia.     

    9.2.6  sparing tax credit 

 Tax sparing refers to the practice of one treaty state allowing its taxpayers to claim a 
foreign tax credit for a tax in the other contracting state not actually paid. Th e purpose of 
sparing tax credit is to allow a developing country to off er tax incentives such as a tax 
holiday to attract foreign investments in the developing country. 

 For example, suppose that a China resident enterprise sets up a subsidiary in India. 
Th e subsidiary produces RMB100 of income that normally would be subject to income 
tax at 30 percent in India. Suppose that India grants a tax exemption for three years and 
the subsidiary pays RMB100 of dividends to the China resident enterprise (let’s ignore 
withholding tax for illustration purpose). In the absence of tax sparing, the China resi-
dent enterprise would have to pay RMB25 of CIT (RMB100 of gross dividend x 25 % ). As 
such, the benefi ciary of the Indian tax incentives would be the Chinese Government. Th e 
income tax treaty between China and India contains a tax-sparing provision which pro-
vides that the tax paid in a Contracting State for tax credit purpose shall be deemed to 
include the tax which would have been payable but for the legal provisions concerning 
tax reduction exemption or other tax incentives of the Contracting States for the promo-
tion of economic development.   35 According to the tax-sparing provision of the treaty,
China would allow a deemed foreign tax credit of RMB30. Assuming this is the only 
income derived from India, the credit limitation for the current year should be 25; the 
China resident would not need to pay any China CIT on the RMB100 of dividend.

 Th e China-India treaty provides for mutual tax sparing. China tax treaties with some 
other developing countries such as Pakistan36 and Vietnam   37  also contain a mutual tax-
sparing provision. China tax treaties with many developed countries include a tax-sparing 
provision for the benefi t of China only. Under those treaties, the contracting developed 
country will allow a deemed tax credit for the amount of Chinese tax which would have 

35 Article 23(3) of Agreement Between the Government of the Republic of India and the Government of the 
People’s Republic of China for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income. 

36 Article 24 of Agreement Between the Government of the Republic of the Islamic Republic of Pakistan and the 
Government of the People’s Republic of China for the Avoidance of Double Taxation and the Prevention of 
Fiscal Evasion with Respect to Taxes on Income.

37 Article 23(3) of Agreement Between the Government of the People’s Republic of China and the Government 
of the Socialist Republic of Vietnam and for the Avoidance of Double Taxation and the Prevention of Fiscal 
Evasion with Respect to Taxes on Income. 
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been paid if the Chinese tax had not been exempted, reduced, or refunded in accordance 
with certain tax incentive provisions of Chinese tax law. 

 A taxpayer cannot claim sparing tax credit if it adopts the simplifi ed method to 
 calculate foreign tax credit.   38 Th e simplifi ed method is discussed in Chapter 9.2.5. If an 
enterprise derives an income from a foreign country and such income is not subject to 
income tax under the domestic law of the foreign country, but is taxable income under 
the CIT Law, then such income is not within the scope of tax-sparing credit, and the 
enterprise should pay full CIT on such income in accordance with the CIT Law.39

Suppose P, a resident enterprise, owns a 100 percent subsidiary S in Country A. Th e tax 
treaty between China and Country A provides for a tax-sparing credit for tax incentives 
given by Country A for the promotion of economic development of Country A. S has 
taxable income of RMB100 comprising RMB80 from business operations and RMB20 
of interest income. Country A’s tax rate is 30 percent. Country A does not tax interest 
income. S’s actual income tax in Country A is zero because of a tax holiday granted under 
the economic development promotion program of Country A. S pays its net profi t of 
RMB100 to P. P’s sparing tax credit is 24 (RMB80 income x 30 %  tax rate) subject to 
credit limitation. Th e sparing tax credit does not apply to the RMB20 interest income, 
which should be subject to CIT at 25 percent.

    9.2.7  documentation for claiming foreign tax credit   

 When an enterprise claims a foreign tax credit, it should submit to the tax bureau in 
charge the following documents:40

   (1)   Th e certifi cate of foreign tax payment or other evidence of tax payment 
(original or copy).

   (2)   For claiming a foreign tax credit with respect to foreign branch income, the 
enterprise should provide (i) the fi nancial statements of the foreign branch, 
(ii) a tax computation schedule prepared under the CIT Law and the CIT 
Implementation Rules and explanation, (iii) an audit report of the branch 
issued by qualifi ed organization.

   (3)   For claiming a foreign tax credit with respect to foreign dividends, the enter-
prise should provide the organizational chart of the enterprise’s group and the 
written decision of dividend distribution made by the authorized authority of 
the dividend paying foreign enterprise.  

38 Article 24 of the FTC Operational Guidance. 
39 Article 25 of the FTC Operational Guidance.
40 Article 30 of the FTC Operational Guidance.
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   (4)   For claiming a foreign tax credit with respect to foreign interest, rent, royalties, 
and gain on property transfer, the enterprise should provide a tax computation 
schedule prepared under the CIT Law and the CIT Implementation Rules 
and a copy of relevant contracts.

   (5)   For claiming a tax-sparing credit, the enterprise should provide (i) the basis 
and evidence of tax exemption or reduction granted to the enterprise or the 
foreign enterprises directly or indirectly controlled by the enterprise, or a copy 
of audit report showing the tax incentives enjoyed by the enterprise, (ii) the 
copy of evidence of direct or indirect ownership in the foreign enterprise, 
(iii) the computation of indirect credit or sparing credit, and (iv) the fi nancial 
statements of foreign enterprise.

   (6)   For claiming a foreign tax credit under the simplifi ed method, the enterprise 
should provide (i) an application and relevant information statement, and 
(ii) the certifi cate in the nature of tax payment proof issued by the relevant 
foreign government if the enterprise receives foreign branch income, or the evi-
dence of qualifi ed ownership in the foreign subsidiaries if the enterprise receives 
foreign dividends that are qualifi ed for a foreign tax credit.

 Th e tax authorities may request additional information. If any of the required docu-
ments is not in the Chinese language, the enterprise must provide a Chinese translation. 
Th e above documents only need to be provided once. However, if there is any change of 
information, the enterprise must re-provide the documents. If copies are provided, the 
enterprise must indicate in writing that the copies are identical to the originals and chop 
corporate stamp on the copies.

    9.3  Controlled Foreign Corporation   

 If a China resident enterprise conducts business through foreign subsidiaries, the resident 
enterprise generally is not taxed on the profi ts of the foreign subsidiaries until distribu-
tion of dividends by the subsidiaries. To prevent resident enterprises from deferring 
China tax by accumulating profi ts of foreign operations or foreign investments in low tax 
jurisdictions, the CIT Law provides a controlled foreign corporation (CFC) provision.41

A foreign enterprise is considered to be a CFC if (1) each of resident enterprises or resi-
dent individuals directly or indirectly owns 10 percent or more of a foreign enterprise’s 
voting right and those resident enterprises and resident individuals directly or indirectly 
own an aggregate total of 50 percent or more of the voting rights of the foreign enter-
prise; or (2) although not satisfying (1), resident enterprises control the foreign enterprise 

41 Article 45 of the CIT Law. 
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via equity, fi nancing, operations, or purchase and sales relation.   42 In computing the 
indirect ownership of a resident enterprise in a foreign enterprise, if an intermediate 
holding company owns 50 percent or more of a foreign enterprise, the intermediate 
holding company will be deemed to own 100 percent of the foreign enterprise.43  For
example, if a resident enterprise Resident Co owns 40 percent of Foreign Company A, 
which in turn owns 30 percent of Foreign Company B, Resident Co’s indirect owner-
ship in Foreign Company B will be 12 percent. However, if Foreign Company A owns 
50 percent of Foreign Company B, then Foreign Company A will be deemed to own 
100 percent of Foreign Company B for the purpose of determination of CFC; Resident 
Co will be deemed to own 40 percent of Foreign Company B. 

 A resident enterprise shareholder must include its share of undistributed CFC profi ts 
in its gross income if the actual eff ective tax burden in the CFC’s jurisdiction is less than 
12.5 percent and the CFC fails to distribute profi ts without reasonable business reasons.   44

Th is deemed dividend income is derived by a resident enterprise using the following 
formula:   45

Deemed dividend in current period
 Deemed dividend distribution=  Actual daa ays of ownership of CFC

 Days of the tax yaa ear forff the CFC
×

÷ Percentage of ownership in CFC×

 Th e percent of ownership in CFC for indirect ownership is the product of percentage 
of ownership in each tier of subsidiary. In our above example, where Resident Co owns 
40 percent of Foreign Company A which in turn owns 50 percent of Foreign Company B 
and if Foreign Company B is a CFC, the percentage of ownership of Resident Co in 
Foreign Company B will be 20 percent (40 %  x 50 % ) even though for purpose of deter-
mination of CFC, Resident Co is deemed to own 40 percent of Foreign Company B.

 Th e income that is deemed to be distributed to a resident enterprise may carry with it 
an indirect foreign tax credit for any creditable income taxes paid by the CFC in foreign 
countries; the resident enterprise can claim a foreign tax credit in accordance with 
the CIT Law and applicable income tax treaty.46  When the CFC subsequently distrib-
utes previously taxed income to the resident enterprise, there is no further CIT to the 
resident enterprise shareholder.47 A resident enterprise shareholder does not need to

42 Article 117 of the CIT Implementation Rules.
43 Article 77 of Guo Shui Fa [2009] No. 2.
44 Article 45 of the CIT Law; Article 118 of the CIT Implementation Rules.
45 Article 80 of Guo Shui Fa [2009] No. 2. 
46 Article 82 of Guo Shui Fa [2009] No. 2.  
47 Article 83 of Guo Shui Fa [2009] No. 2.
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treat its share of undistributed profi ts of a CFC as deemed dividend if it provides evi-
dence to prove that the CFC satisfi es one of the following conditions:   48

   (1)   Th e CFC is established in a non-low tax rate jurisdiction that is designated by 
the SAT;  

   (2)   Th e CFC’s income is mainly from active business operations; or  
   (3)   Th e annual profi t of CFC is no more than RMB5 million.

 According to item (2) above, the CFC provision seems to permit an operating CFC 
to keep active business profi t overseas; the deemed distribution rules should only be 
applicable to passive income that a CFC receives. As such, the CFC rules should not 
aff ect a foreign operating subsidiary that actively conducts business operations in a 
foreign country. When the operating subsidiary distributes profi ts to a foreign holding 
company, the resident enterprise parent may need to include the dividend income of 
the foreign holding company in the parent’s gross income. However, if the parent 
company can demonstrate that the non-repatriation of profi ts by the foreign holding 
company is for the business needs (e.g., investing in another operating subsidiary), the 
resident enterprise may not need to treat the undistributed profi ts as deemed dividends.

    9.4  General Anti-Avoidance Provision   

 Th e tax authorities are empowered to make a special adjustment if an enterprise carries 
out business arrangements without reasonable business purposes, resulting in reduction 
of its taxable income.49 “Without reasonable business purposes” refers to reducing, avoid-
ing, or deferring paying taxes as primary purposes.   50 Th e Implementation Rules for
Special Tax Adjustments provide administrative guidance concerning general anti- 
avoidance. According to the guidance, the tax authorities may initiate a general anti-
avoidance audit to enterprises with tax avoidance arrangements, including: (1) abuse 
of tax incentive; (2) abuse of tax treaties; (3) abuse of a company’s legal form; (4) tax 
avoidance through a tax haven; and (5) other arrangements without bona fi de commer-
cial purpose.   51

 When determining whether an enterprise has a tax avoidance arrangement, the tax 
authorities should carefully consider various factors based on the substance over form 
principle. Th ose factors include (1) the form and substance of the arrangement; (2) con-
clusion time and execution period of the arrangement; (3) the implementation method 

48 Article 84 of Guo Shui Fa [2009] No. 2. 
49 Article 47 of the CIT Law. 
50 Article 120 of the CIT Implementation Rules. 
51 Article 92 of Guo Shui Fa [2009] No. 2. 
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of the arrangement; (4) relationship between each step and part of the arrangement. 
(5) the changes in fi nancial performance of each party involved in the arrangement; and 
(6) tax consequences of the arrangement.   52 Th e tax authorities may redefi ne the nature
of a tax avoidance arrangement based on business substance, and revoke an enterprise’s 
tax benefi t obtained from the tax avoidance arrangement. Th e tax authorities may, for 
CIT purposes, disregard the existence of the enterprises without economic substance, 
particularly which are established in tax havens and result in tax avoidance of their related 
or unrelated parties.53

 When the tax authorities start a general anti-avoidance audit, it will send a Notice on 
Tax Audit to the enterprise in accordance with the provisions of the Law of Administration 
of Tax Collection and the Implementation Rules for Law of Administration of Tax 
Collection. Within 60 days of receiving a notice, the enterprise should provide docu-
ments to prove its arrangement has a bona fi de commercial purpose. If the enterprise 
does not provide the documents within the period or the documents cannot prove its 
arrangement has a bona fi de commercial purpose, the tax authorities may send a Special 
Tax Audit Adjustment Notice to the enterprise and make a tax adjustment based on 
information already acquired.   54

 Law of Administration of Tax Collection authorizes the tax authorities to request 
information concerning a taxpayer from other entities or individuals when making an 
investigation of a taxpayer. Th e other entities and individuals are obligated to provide 
the tax authorities with true information and supporting documents concerning the tax 
payment of the taxpayer.55  When the tax authorities start a general anti-avoidance audit,
it may require the planner of the tax avoidance arrangement to provide relevant docu-
ments and materials in accordance with the Law of Administration of Tax Collection.56

Th e tax regulations do not provide a defi nition regarding the planner of tax arrangement. 
Perhaps the planner would include entities and individuals within the enterprise or 
the enterprise group as well as outside the organization, such as professional service fi rms 
advising the enterprise on the arrangement. General anti-avoidance audits and adjust-
ments must be reported level-by-level to the SAT for approval.57

52 Article 93 of Guo Shui Fa [2009] No. 2.
53 Article 94 of Guo Shui Fa [2009] No. 2. 
54 Article 95 of Guo Shui Fa [2009] No. 2.
55 Article 57 of the Law of Administration of Tax Collection. 
56 Article 96 of Guo Shui Fa [2009] No. 2.
57 Article 97 of Guo Shui Fa [2009] No. 2. 
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       Income tax treaties are agreements composed of a set of mutual adjustments and 
concessions between the tax laws of two countries. Hong Kong and Macau are two 
special administrative regions of China. However, they are tax jurisdictions separate 
from the Mainland of China. Th e tax arrangements between the Mainland of China and 
those regions have the same nature as tax treaties. In this book, any general discussions of 
tax treaties will include such tax arrangements. 

 Income tax treaties are concerned in the main with double taxation. Th ey generally 
determine the extent of taxation imposed by each of the treaty countries or regions on 
transactions aff ecting both countries or regions. Tax treaties mainly provide relief for 
double taxation in the form of reduction or exemption of taxation for residents of one 
country on certain types of income from the other. Tax treaties commonly also provide 
procedures for mutual agreement and information exchange between the treaty countries.     

    10.1  Legal Authority and Interpretations of Tax Treaties   

 Th e authority to approve treaties is vested in the Standing Committee of NPC.   1  Th e trea-
ties between China and foreign countries have the same legal authority as domestic law. 

1  Article 67 of Constitution 
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            10  
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Th e CIT Law specifi cally provides that where the provisions of a tax treaty are diff erent 
from the provisions of the CIT Law, the provisions of the treaty will prevail.   2  

 In spite of authority of provisions of tax treaties over those of the CIT Law, the inter-
pretations of treaty provisions are oft en a challenge. Th e SAT sometimes issues tax circu-
lars interpreting the eligibility and requirements for application of specifi c treaty 
provisions. Th ose interpretations may not necessarily be the same as those of treaty part-
ners. One example of inconsistent treaty interpretations by treaty parties is to how to 
count a six-month period for the purpose of determining a permanent establishment 
under the tax arrangement between the Mainland of China and Hong Kong. Th e current 
tax arrangement came into eff ect in the Mainland of China on January 1, 2007. On 
April 4, 2007, the SAT issued Guo Shui Han [2007] No. 403, interpreting some provi-
sions of the tax arrangement. With respect to a permanent establishment for provision 
of services, Article 5 of the tax arrangement then provided that a permanent establish-
ment includes the furnishing of services by an enterprise from one party in the agreement 
to the other party for a period or periods aggregating more than six months within any 
twelve-month period. According to the SAT’s interpretation in Guo Shui Han [2007] 
No. 403, where an enterprise of Hong Kong provides services for a particular project in 
the Mainland of China, the number of months between the month that an employee of 
the Hong Kong enterprise fi rst arrives on the mainland to provide services on the project 
and the month that an employee fi nishes the project and leaves the mainland would be 
regarded as the number of months for the purpose of the six-month calculation. If there 
is a consecutive period of thirty days where no employee of the Hong Kong enterprise 
is in China for the project, one month may be deducted from the total. Hong Kong 
Inland Revenue Department had diff erent interpretation of the same provision of the tax 
arrangement in Departmental Interpretation and Practice Notes No. 44. Hong Kong 
considered that the term “month” to be a period of thirty days. In counting whether a 
Mainland enterprise has furnished services in Hong Kong for a period or periods aggre-
gating more than six months within any twelve-month period, Hong Kong would add 
together the time periods that services have been provided in Hong Kong by the Mainland 
enterprise directly or through its employees (irrespective of the length of the time period) 
within any twelve-month period. If the cumulative number of days during the time period 
within that twelve-month period exceeds 180 days, Hong Kong would consider that the 
Mainland enterprise has a permanent establishment in Hong Kong. Subsequently, the 
SAT and Hong Kong Inland Revenue Department signed the second protocol to the tax 
arrangement. According to the second protocol, Article 5 of the tax arrangement is 
amended to replace “6 months” with “183 days.” 

 Th e consistent interpretation of Article 5 of the tax arrangement between the Mainland 
of China and Hong Kong concerning the time period for permanent establishment has 

2  Article 58 of the CIT Law. 
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been achieved by amending the tax arrangement itself. Unfortunately, diff erent views of 
treaty provisions from diff erent treaty countries more oft en will not lead to similar solu-
tion. Many tax circulars concerning treaty application are not country specifi c. China 
may impose specifi c conditions for eligibility for certain type of treaty benefi ts (not ben-
efi ts under one specifi c treaty). Treaty interpretations and implementation were a relevant 
weak area in China tax administration. Th ere are not a lot of written authorities on treaty 
interpretations. Th e lack of experience of tax authorities in many local areas sometimes 
results in diff erent interpretations in treaty applications. In recent years, especially since 
the eff ectiveness of the CIT Law on January 1, 2008, China has made signifi cant eff orts 
to strengthen the administration of treaty application. However, it appears that the focus 
is on anti-avoidance. Most recently circulars concerning tax treaties seem to make it more 
diffi  cult for non-resident companies to obtain tax treaty benefi ts. 

 Commentaries have been written on the Organisation for Economic Co-operation 
and Development (OECD) Model Treaty’s provisions that are very helpful in interpret-
ing treaties. China is not a member of OECD, and OECD commentaries are not binding 
authorities. However, some SAT offi  cials oft en look at OECD commentaries as a refer-
ence when giving their personal opinions in the interpretations of treaty provisions. 
Accordingly, OECD commentaries can be presented to support a position on the appli-
cation of a treaty provision even though the tax authorities may not necessarily agree on 
such interpretations.     

    10.2  Treaty Network   

 In 1983, China concluded its fi rst double taxation treaty with Japan. Since then, the 
number of income tax treaties and arrangements has increased such that China has agree-
ments with 91 countries and regions as of October 31, 2010. Th e table below lists the 
countries that have concluded double taxation treaties and regions that have concluded 
tax arrangements with China as well as the status of those treaties and arrangements. 

       List of China Double Taxation Treaties Enforced  
  Country (region)  Signed on  Entered into force on  Applicable since  
 Albania  September 13, 2004  July 28, 2005  January 1, 2006  
 Algeria  November 6, 2006  July 27, 2007  January 1, 2008  
 Armenia  May 5, 1996  November 28, 1996  January 1, 1997  
 Australia  November 17, 1988  December 28, 1990  January 1, 1991  
 Austria  April 10, 1991  November 1, 1992  January 1, 1993  
 Azerbaijan  March 17, 2005  August 17, 2005  January 1, 2006  
 Bahrain  May 16, 2002  August 8, 2002  January 1, 2003  
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3

3  Th e former Czechoslovak Socialist Republic is divided into Czech Republic and Slovak Republic. On December 
18, 1992, Czech Republic notifi ed China that they would assume the treaties between China and former 
Czechoslovak. According to Guo Shui Fa Zi [1993] No. 68, before the eff ectiveness of a new tax treaty, the 
residents of Czech Republic may enjoy treatments under the double taxation treaty between China and former 
Czechoslovak on a reciprocal basis. On August 28, 2009, China and Czech Republic signed an income tax 
treaty, which is pending for ratifi cation. 

       List of China Double Taxation Treaties Enforced (Continued)  
  Country (region)  Signed on  Entered into force on  Applicable since  
 Bangladesh  September 12, 1996  April 10, 1997  China: January 1, 

1998 Bangladesh: 
July 1. 1998  

 Barbados  May 15, 2000  October 27, 2000  January 1, 2001  
 Belarus  January 17, 1995  October 3, 1996  January 1, 1997  
 Belgium  April 18, 1985  September 11, 1987  January 1, 1988  
 Brazil  August 5, 1991  January 6, 1993  January 1, 1994  
 Brunei  September 21, 2004  December 29, 2006  January 1, 2007  
 Bulgaria  November 6, 1989  May 25, 1990  January 1, 1991  
 Canada  May 12, 1986  December 29, 1986  January 1, 1987  
 Croatia  January 9, 1995  May 18, 2001  January 1, 2002  
 Cuba  April 13, 2001  October 17, 2003  January 1, 2004  
 Cyprus  October 25, 1990  October 5, 1991  January 1, 1992  
 Czech Republic   3   June 11, 1987  December 23, 1987  January 1, 1988  
 Denmark  March 26, 1986  October 22, 1986  January 1, 1987  
 Egypt  August 13, 1997  March 24, 1999  January 1, 2000  
 Estonia  May 12, 1998  January 8, 1999  January 1, 2000  
 Finland  May 12, 1986  December 18, 1987  January 1, 1988  
 France  May 30, 1984  February 21, 1985  January 1, 1986  
 Georgia  June 22, 2005  November 10, 2005  January 1, 2006  
 Germany  June 10, 1985  May 14, 1986  Tax on interest and 

royalties: July 1, 1985 
 Others: January 1, 1985  

 Greece  June 3, 2002  November 1, 2005  January 1, 2006  
 Hong Kong SAR  August 21, 2006  December 8, 2006  Mainland: January 1, 

2007 
 Hong Kong: April 1, 

2007  
 Hungary  June 17, 1992  December 31, 1994  January 1, 1995  
 Iceland  June 3, 1996  February 5, 1997  January 1, 1998  
 India  July 18, 1994  November 19,1994  January 1, 1995  

 Continued 
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       List of China Double Taxation Treaties Enforced (Continued)  
  Country (region)  Signed on  Entered into force on  Applicable since  

 Indonesia  November 7, 2001  August 25, 2003  January 1, 2004  
 Iran  April 20, 2002  August 14, 2003  January 1, 2004  
 Ireland  April 19, 2000  December 29, 2000  China: January 1, 2001 

 Ireland: April 6. 2001  
 Israel  April 8, 1995  December 22, 1995  January 1, 1996  
 Italy  October 31, 1986  November 14, 1989  January 1, 1990  
 Jamaica  June 3, 1996  March 15, 1997  January 1, 1998  
 Japan  September 6, 1983  June 26, 1984  January 1, 1985  
 Kazakhstan  September 12, 2001  July 27, 2003  January 1, 2004  
 Korea, Rep. of  March 28, 1994  September 27, 1994  January 1, 1995  
 Kuwait  December 25, 1989  July 20, 1990  January 1, 1989  
 Kyrgyzstan  June 24, 2002  March 29, 2003  January 1, 2004  
 Laos  January 25, 1999  June 22, 1999  January 1, 2000  
 Latvia  June 7, 1996  January 27, 1997  January 1, 1998  
 Lithuania  June 3, 1996  October 18, 1996  January 1, 1997  
 Luxembourg  March 12, 1994  July 28, 1995  January 1, 1996  
 Macau SAR  December 27, 2003  December 30, 2003  January 1, 2004  
 Macedonia  June 9, 1997  November 29, 1997  January 1, 1998  
 Malaysia  November 23, 1985  September 14, 1986  January 1, 1987  
 Malta  February 2, 1993  March 20, 1994  January 1, 1995  
 Mauritius  August 1, 1994  May 4, 1995  January 1, 1996  
 Mexico  September 12, 2005  March 1, 2006  January 1, 2007  
 Moldova  June 7, 2000  May 26, 2001  January 1, 2002  
 Mongolia  August 26, 1991  June 23, 1992  January 1, 1993  
 Morocco  August 27, 2002  August 16, 2006  January 1, 2007  
 Netherlands  May 13, 1987  March 5, 1988  January 1, 1989  
 New Zealand  September 16, 1986  December 17, 1986  January 1, 1987  
 Nigeria  April 15, 2002  March 21, 2009  January 1, 2010  
 Norway  February 25, 1986  December 21, 1986  January 1, 1987  
 Oman  March 25, 2002  July 20, 2002  January 1, 2003  
 Pakistan  November 15, 1989  December 27, 1989  Pakistan: July 1, 1990 

 China: Withholding 
Tax January 1, 1990; 
others January 1, 
1990  

 Papua New Guinea  July 14, 1994  August 16, 1995  January 1, 1996  
 Philippines  November 18, 1999  March 23, 2001  January 1, 2002  

  



Treaty Network  271

4

4  Th e former Czechoslovak Socialist Republic is divided into Czech Republic and Slovak Republic. On December 
18, 1992, Slovak Republic notifi ed China that they would assume the treaties between China and former 
Czechoslovak. According to Guo Shui Fa Zi [1993] No. 68, before the eff ectiveness of a new tax treaty, the resi-
dents of Slovak Republic may enjoy treatments under the double taxation treaty between China and former 
Czechoslovak on a reciprocal basis. 

       List of China Double Taxation Treaties Enforced (Continued)  
  Country (region)  Signed on  Entered into force on  Applicable since  
 Poland  June 7, 1988  January 7, 1989  January 1, 1990  
 Portugal  April 21, 1998  June 7, 2000  January 1, 2001  
 Qatar  April 2, 2001  October 21, 2008  January 1, 2009  
 Romania  January 16, 1991  March 5, 1992  January 1, 1993  
 Russia  May 27, 1994  April 10, 1997  January 1, 1998  
 Saudi Arabia  January 23, 2006  September 1, 2006  January 1, 2007  
 Seychelles  August 26, 1999  December 17, 1999  January 1, 2000  
 Singapore  July 11, 2007  September 18, 2007  January 1, 2008  
 Slovak Republic   4   June 11, 1987  December 23, 1987  January 1, 1988  
 Slovenia  February 13, 1995  December 27, 1995  January 1, 1996  
 South Africa  April 25, 2000  January 7, 2001  January 1, 2002  
 Spain  November 22,1990  May 20. 1992  January 1, 1993  
 Sri Lanka  August 11, 2003  May 22, 2005  January 1, 2006  
 Sudan  May 30, 1997  February 9, 1999  January 1, 2000  
 Sweden  May 16, 1986  January 3, 1987  January 1, 1987  
 Switzerland  July 6, 1990  September 27, 1991  January 1, 1990  
 Tajikistan  August 27, 2008  March 28, 2009  January 1, 2010  
 Th ailand  October 27, 1986  December 29, 1986  January 1, 1987  
 Trinidad and Tobago  September 18, 2003  May 22, 2005  Withholding tax: 

June 1, 2005 Others: 
January 1, 2006  

 Tunisia  April 16, 2002  September 23, 2003  January 1, 2004  
 Turkey  May 23, 1995  January 20, 1997  January 1, 1998  
 Ukraine  December 4, 1995  October 18, 1996  China: January 1, 

1997 Ukraine: 
CIT - January 1; 
other taxes - 
December 17, 1996  

 United Arab Emirates  July 1, 1993  July 14, 1994  January 1, 1995  
 United Kingdom  July 26, 1984  December 23, 1984  January 1, 1985  
 United States  April 30, 1984  November 21, 1986  January 1, 1987  

 Continued 
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5

  China and Nepal signed a double taxation treaty on May 14, 2001. As of October 31, 
2010, the treaty is still pending approval by both countries.     

    10.3  Resident   

 Th e bases of taxing power over an enterprise by a country under domestic laws are 
oft en the residence of the enterprise as well as the source of the income received. 
Where activities of an enterprise involve two countries, both countries may have the right 
to tax the income derived from such activities under domestic laws of the countries. 
To eliminate double taxation, one country may give up some of the taxes it would other-
wise impose on income derived by residents of another country under a tax treaty. As 
such, residence is a crucial provision of a tax treaty that determines whether an enterprise 
is entitled to treaty benefi ts extended by other country. 

 Most China tax treaties include the following paragraph with respect to resident of 
an enterprise: 

 For the purposes of this Agreement, the term “resident of a Contracting State” 
means any person who, under the laws of that Contracting State, is liable to tax 
therein by reason of his domicile, residence, place of head offi  ce, place of manage-
ment or any other criterion of a similar nature.   

 “Liable to tax” does not mean “pay tax.” A person may be considered liable to tax even 
if the country does not in fact impose tax. For example, foundations or charitable organi-
zations may be exempted from tax in a country, but they are exempt only if they meet all 
of the requirements for exemption specifi ed in the tax laws. Th ey are, thus, subject to the 

5  Th e double taxation treaty is between China and former the Federal Republic of Yugoslavia, which consisted of 
the former Socialist Republic of Serbia and Socialist Republic of Montenegro. On February 4, 2003, former the 
Federal Republic of Yugoslavia was replaced by former Serbia and Montenegro. On June 3, 2006, Montenegro 
declared its independence. Th ere is no tax treaty signed between China and Montenegro and Serbia. 

       List of China Double Taxation Treaties Enforced (Continued)  
  Country (region)  Signed on  Entered into force on  Applicable since  

 Uzbekistan  July 3, 1996  July 3, 1996  January 1, 1997  
 Venezuela  April 17, 2001  December 23, 2004  January 1, 2005  
 Vietnam  May 17, 1995  October 18, 1996  January 1, 1997  
 Yugoslavia   5   March 21, 1997  January 1, 1998  January 1, 1998  

  (Sources: SAT).  
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tax laws of a country. China generally will consider them liable to tax and therefore resi-
dents for tax treaty purposes.   6  As an exception, “liable to tax” is not expressly stated as a 
requirement for a Hong Kong resident under the tax arrangement between the Mainland 
of China and Hong Kong. According to the tax arrangement, a resident of Hong Kong 
includes any legal entity incorporated in the Hong Kong Special Administration Region, 
or outside of the Hong Kong Special Administration region but with the administration 
and control activities in Hong Kong.   7  

 Whether an enterprise is a tax resident of a country or region is determined by the law 
of that country or region. To apply for benefi ts in China under a double tax treaty, an 
applicant should prove that taxpayer is a resident of the applicable treaty country or 
region. Th e applicant generally is required to provide a resident certifi cate issued by the 
competent authority of the treaty country or region. Th e SAT collects, updates, and for-
wards the samples of resident certifi cates of treaty countries and regions to local tax 
authorities from time to time. If a local tax authority fi nds the resident certifi cate pro-
vided by an applicant diff erent from the sample, or otherwise has any doubt, the local tax 
authority is required to confi rm the information through the SAT.   8  A taxpayer that is 
certifi ed as a resident of a treaty country by the competent authority of the country may 
not necessarily entitle the taxpayer to the tax benefi ts in China under the tax treaty. 
Under the defi nition of residence in most treaties, and under applicable domestic tax 
laws, it would be possible for an enterprise to be considered as resident of more than one 
country. For example, a company can be considered a resident of a foreign country by 
reason of incorporation under the law of that foreign country. Th e company may also be 
considered as a resident enterprise of China by the reason of place of eff ective manage-
ment in China. Where a taxpayer is considered a resident of both a foreign country and 
China, the tie-breaking rule provided in the tax treaty should apply. Many China treaties 
provide that if an enterprise is a resident in both contracting states, the enterprise will be 
deemed to be a resident only in the place of eff ective management or the place of head 
offi  ce; while other treaties would require a mutual agreement to solve the confl ict. 

 If a resident enterprise of Country A has an establishment in Country B, China 
will not consider the establishment as resident of Country B, rather the establishment is 
part of resident of Country A and the treaty between China and Country A should apply. 

6  Article 4(1) the Interpretations of Provisions of Agreement between the Government of the People’s Republic 
of China and the Government of the Republic of Singapore for the Avoidance of Double Taxation and the 
Prevention of Fiscal Evasion with Respect to Taxes on Income and Its Protocols, issued via Guo Shui Fa [2101] 
No. 75 and issued by the SAT on July 26, 2010.  

7  Article 4(1)(b)(3) of Agreement between the Mainland of China and the Hong Kong Special Administration 
Region for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on 
Income. 

8  Th e Notice on Printing the Samples of Resident Certifi cates of Some Countries and Regions, Guo Shui Han 
[2009] No. 395, issued by the SAT on July 24, 2009. 
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If Country A does not have a tax treaty with China, domestic law (rather than the tax 
treaty between China and Country B) will apply.   9  

 A diffi  cult question arises in applying tax treaties to partnerships. Th e CIT Law 
does not apply to domestic partnerships.   10  A domestic partnership is not a taxpayer; 
rather each partner of a partnership is a taxpayer.   11  Th e fi scally transparent treatment does 
not apply to a foreign partnership. Where a foreign partnership conducts business 
in China, the partnership in practice oft en is treated as corporation for CIT purposes; 
the foreign partnership, rather than each partner, is subject to CIT in China. If a foreign 
country treats a partnership as a taxable entity and the partnership is a resident of 
the foreign country, the foreign partnership should be entitled to the benefi ts under 
the tax treaty between China and the foreign country. However, if a foreign partnership 
is not “liable to tax” and is treated as fi scally transparent by the foreign country, the 
foreign partnership most likely will not be able to produce a resident certifi cate of 
that country. In such a situation, it is most likely that the partnership will not be able 
to avail of the treaty benefi t. It is not clear under the existing tax rule where a foreign 
partnership is fi scally transparent under the treaty country law, whether partners of 
the partnership are entitled to the treaty benefi ts. Furthermore, it is not clear that if a 
partnership is formed in a treaty country A and a partner of the partnership is a resident 
of treaty country B, whether the treaty between China and country B is applicable to the 
partner.     

    10.4  Benefi cial Owner   

 To be eligible for some treaty benefi ts, a taxpayer not only must be a resident of the treaty 
country, but also must be a “benefi cial owner” of the income items. Th e “benefi cial 
owner” requirement typically is only applicable to the recipient who is the benefi cial 
owner of the dividends, interest, or royalties. 

 On October 27, 2009, the SAT issued a circular   12  that provides guidelines for determi-
nation of a “benefi cial owner” in the application of those tax treaty provisions. According 
to the circular, a “benefi cial owner” is a person who has ownership of and control over an 
income or the rights and assets generating the income. A benefi cial owner, which can be 
an individual, a company, or any other group, is generally engaged in substantial business 
activities. An agent or a conduit company is not a benefi cial owner. Th e circular defi nes 
a “conduit company” as a company that is set up for the purpose of the avoidance or 

9  Article 4(1) of Guo Shui Fa [2101] No. 75.  
10  Article 1 of the CIT Law. 
11   Article 1 of Cai Shui [2008] No. 159. 
12  Notice on Interpretation and Determination of “Benefi cial Owner” under Tax Treaties, Guo Shui Han [2009] 

No. 601, issued by the SAT on October 27, 2009. 
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reduction of tax, or the transfer or accumulation of profi ts. Th is type of company merely 
registers in a country in order to satisfy a legally required organization form; it does not 
conduct substantial business activities such as production, trading, and management. 
In determining the status of a “benefi cial owner,” the term should not be understood 
merely from the perspectives of technical sense or domestic law; rather, the status should 
be determined in its context and in light of the object and purposes of the tax treaty (i.e., 
avoiding double taxation and the prevention of fi scal evasion and avoidance) and based 
on the principle of substance over form and the analysis of actual facts and circumstances. 
Th e SAT lists the following factors, which are not in favor of positive determination of a 
“benefi cial owner”:  

   (1)   Th e applicant is obligated to pay or distribute the income in full or a majority 
portion thereof (e.g., 60 percent or more) to residents of a third country or 
region within a prescribed time period (e.g., within 12 months aft er receiving 
the income);  

   (2)   Th e applicant has no or almost no business activities other than holding the 
rights or assets that generate the income;  

   (3)   If the applicant is a company, the assets, operation scale, and personnel of the 
applicant are small in size or amount, which does not match the amount of 
income;  

   (4)   Th e applicant has no or almost no right to control or dispose of the income or 
the rights or assets generating the income and assumes no or little risk;  

   (5)   Th e contracting country (region) does not tax the income, or the eff ective tax 
rate is very low;  

   (6)   Th e lender to a loan agreement that generates interest income has another loan 
agreement or deposit contract with a third party; the amount, interest rate, and 
the time of conclusion with respect to the third-party contract is similar to 
those of the fi rst loan agreement; and  

   (7)   Th e licensor to an agreement on copyright, patent, and technology licensing or 
transfer has a contract to license or transfer those from a third party.     

 When a taxpayer applies for tax relief under a treaty, it should provide the information 
relevant to the factors listed above that proves that it is a benefi cial owner. Th e tax author-
ities should determine whether the applicant is a benefi cial owner by analyzing the above 
factors relevant to the income. If necessary, they may confi rm the information relevant 
to the identifi cation of a benefi cial owner through information exchange with a treaty 
country. 

 Th e above interpretation of “benefi cial owner” is part of China’s eff ort to crack down 
on treaty shopping by non-resident enterprises. Th e enforcement of the rule will make it 
very diffi  cult for multinational companies to enjoy the China treaty benefi t merely by 
setting up a holding company in a favorable treaty country or region. However, it is not 
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clear whether, in the case where a non-resident enterprise is not a “benefi cial owner” of 
income, the tax authorities will adopt a look-through approach to the shareholders of the 
conduit company. If so, the authorities would apply the applicable tax treaty to the share-
holders, or they might simply treat the non-resident enterprise as a non-treaty country 
resident. Th e withholding tax rate on dividends, interest, and royalty derived by a non-
resident enterprise under China domestic law and regulations currently is 10 percent, 
which is the same as the rate limitation under many China tax treaties. When a lower 
treaty rate is denied because of a conduit company, the result most likely will be the same 
regardless of whether the benefi cial owner is a resident of a country that has a tax treaty 
providing 10 percent withholding tax rate limitation or that has no treaty with China. 
As such, this issue is rarely tested in practice.     

    10.5  Permanent Establishment   

 Th e main use of the concept of a permanent establishment is to determine the right of 
a contracting State to tax the business profi ts of an enterprise of another contracting 
State. Under China tax treaties, China cannot tax the profi ts of an enterprise of a treaty 
country unless the enterprise carries on its business through a permanent establishment 
in China.    

    10.5.1  definition   

 A “permanent establishment” in China under China tax treaties is a fi xed place of busi-
ness through which the business of an enterprise of a treaty country is wholly or partly 
carried out, including (1) a place of management; (2) a branch; (3) an offi  ce; (4) a factory; 
(5) a workshop; and (6) a mine, an oil or gas well, a quarry, or any other place of extrac-
tion of natural resources. In interpreting Article 5 of the China-Singapore tax treaty, the 
SAT sets forth the following characteristics of a permanent establishment:   13   

   (1)   Th ere must be a place of business. Th ere is no limitation on size and scope (e.g., 
machine, storage, or stall) in this regard. Th e place can be owned or rented and 
can be used for one or more purposes. It can be a corner of a market, a part of a 
long-term rented warehouse, or it can be a space within another enterprise. As 
long as there is a space at the enterprise’s disposal, the place is a place of business 
of the enterprise.  

13  Article 5(1) of Guo Shui Fa [2010] No. 75. 
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   (2)   Th e place of business must be “fi xed” with a certain degree of permanence 
in time. A fi xed place of business includes a fi xed place for registered business 
such as an offi  ce or branch. It also includes an offi  ce used for provision of 
services in a contracting country such as a hotel room rented for a long term. 
“Fixed” is relative to other areas. For example, if an offi  ce rents diff erent rooms 
(i.e., no one fi xed room) in a hotel, the hotel can be treated as a fi xed place. Th e 
fi xed place of business must be relatively permanent, rather than temporary, in 
time. However, a temporary interruption or pause of business should not aff ect 
the permanent nature. Furthermore, if a place of business is established for a 
temporary purpose and if the place actually exists for a period of time beyond 
temporary, such place can retroactively constitute a permanent establishment. 
On the other hand, if a place of business is set up as permanent, but it actually 
exists for only a short period of time due to special reasons (e.g., early liquida-
tion due to failure of investment), the place can be considered as a permanent 
establishment from its inception.  

   (3)   Th e enterprise must carry on its business, wholly or partly, through the place 
of business. Th e “business” includes not only production and operation activi-
ties, but also the activities of non-profi t organizations. Th e carrying on of busi-
ness “through” the place of business is broadly interpreted. If a foreign enterprise 
signs contracts with customers in China and the contracts are performed by 
a place of business in China, the foreign enterprise is considered carrying 
on business through the place. Furthermore, if the place makes substantial 
contributions to the customer relationship between a foreign enterprise and 
a Chinese enterprise, the foreign enterprise can also be considered carrying on 
business through the place even if the contract is signed by the two enterprises 
directly.         

    10.5.2  work site of construction, assembly, and installation   

 A permanent establishment includes a building site, a construction, assembly or installa-
tion project, or supervisory activities in connection therewith, but only where such site, 
project, or activities continue for a period of time as specifi ed in a tax treaty, commonly 
six months within any twelve-month period. Th e determination of permanent establish-
ment for this type of engineering activity is only based on the time period prescribed 
in the applicable tax treaty. Th e time period is computed starting from the fi rst day 
of implementation of a contract (including preparation work) and ending on the date 
that the work (including trial operation) is complete and the project is delivered for 
service. If those activities continue for more than the time specifi ed in the tax treaty, the 
activities should constitute a permanent establishment of the enterprise in China. Th e 
supervisory activities in connection with construction, assembly, or installation projects 
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include a general contractor’s supervisory work with respect to work performed by a 
subcontractor as well as the supervisory work performed by an independent project 
supervision enterprise. Th e time period for the general contractor’s supervisory activities 
is the same as the whole project. Th e independent supervisory work is treated as a 
separate project in counting the time period for permanent establishment purpose. If 
a foreign enterprise undertakes two or more projects at one work site in China (i.e., 
those projects commercially or geographically constitute an integrated part of one whole 
project), the time period for each project should not be separately counted, rather the 
period should start from the commencement of the fi rst project and end on the comple-
tion of the last project. Th e time for construction site, engineering project, and relevant 
supervisory work should be counted on a continuing basis; the time of pause of work 
(e.g., due to the lack of equipment and materials or bad weather) should not be sub-
tracted in computing the time period. If a main contractor subcontracts part of work 
to a subcontractor, the time of the subcontractor should be treated as part of the time 
for the main contractor in determining whether the main contractor has a permanent 
establishment in China. Such time inclusion will not aff ect separate determination of 
permanent establishment of the subcontractor with respect to the work performed by the 
subcontractor.   14      

    10.5.3  provision of services   

 A permanent establishment includes the furnishing of services, including consultancy 
services, by a foreign enterprise through employees or other personnel engaged by the 
foreign enterprise for such purpose, but usually only where such activities continue within 
China for a certain period of time. Th e “other personnel engaged by a foreign enterprise” 
refers to the individuals who are engaged by the enterprise and perform services under 
the control and direction of the enterprise.   15  Th e “services” here refer to professional 
services such as engineering, technical, management, design, training, and consulting, 
including, for example: (1) the technical supervision, assistance, and consulting services 
for the implementation of an engineering project (not including specifi c implementation 
and operations); (2) the provision of services in relation to use and improvement of tech-
nology, management processes, project feasibility study, and selection of designed plan; 
and (3) the professional services in the operations and management of enterprises.   16  
Th e time threshold for a permanent establishment for this type of services varies in 

14  Article 5(3)(i) of Guo Shui Fa [2010] No. 75. 
15  Article 5(3)(ii)(1) of Guo Shui Fa [2010] No. 75. 
16  Article 5(3)(ii)(2) of Guo Shui Fa [2010] No. 75. 
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 diff erent tax treaties. Th e table below summarizes those specifi c periods provided in 
China tax treaties:  

 When counting the months or days for such determination of permanent establish-
ment under this treaty provision, the activity period or periods during a testing period for 
the same project or a connected project should be aggregated. If an enterprise undertakes 
several projects that are commercially related and continued, these projects are treated as 

         

  For a period or periods aggregating 
more than 

 Country or Region  

 6 months  Kuwait  
 6 months within any 12 month period  Australia, Austria, Azerbaijan, Bangladesh, 

Barbados, Belgium, Brazil, Brunei, Bulgaria, 
Canada, Czech Republic, Slovak Republic, 
Denmark, France, Germany, Iceland, 
Indonesia, Italy, Japan, Korea, Luxembourg, 
Malaysia, Morocco, Netherlands, New 
Zealand, Norway, Papua New Guinea, 
Philippines, Poland, Portugal, Romania, 
Saudi Arabia, Spain, Sweden, Switzerland, 
Trinidad and Tobago, United States, and 
Vietnam  

 183 days  India  
 183 days within any 12-month period  Finland, Hong Kong SAR, Macau SAR, 

Singapore, Sri Lanka, Tajikistan, and Th ailand  
 8 months  Malta  
 9 months  Oman  
 9 months within any 12-month period  Albania  
 12 months  Armenia, Hungary, Kazakhstan, Kyrgyzstan, 

Slovenia, and Turkey  
 12 months within any 24-month period  Croatia, Cuba, Cyprus, Egypt, Israel, Jamaica, 

Mauritius, Seychelles, South Africa, 
and Sudan  

 18 months  Belarus, Mongolia, Russia, and Ukraine  
 24 months  United Arab Emirates  
 Not specifi ed  Algeria, Bahrain, Estonia, Georgia, Greece, Iran, 

Ireland, Laos, Latvia, Lithuania, Macedonia, 
Mexico, Moldova, Nigeria, Pakistan, Qatar, 
Tunisia, United Kingdom, Uzbekistan, 
Venezuela, and Yugoslavia  



280  Income Tax Treaties

“connected.” Whether projects are connected depends on the facts and circumstances. 
Th e following factors should be considered:   17   

   (1)   Whether those projects are included in a master contract.  
   (2)   If those projects are covered by diff erent contracts, whether those contracts are 

signed by the same or related enterprises; whether the implementation of the 
fi rst project is the prerequisite condition for the implementation of the second 
project.  

   (3)   Whether the nature of those projects is the same.  
   (4)   Whether those projects are performed by the same people.     

 Once the activity continues for more than the period specifi ed in a tax treaty, the 
whole project is a permanent establishment. For example, the China-Singapore tax 
treaty provides for 183 days within any 12-month period. Suppose a Singapore company 
undertakes a consulting project in China for several years and its employees visit China 
from time to time. If the employees stay in China for more than 183 days in a 12-month 
period, the whole project is a permanent establishment even if the stay of the company’s 
 employees is no more than 183 days in any other 12-month periods.   18      

    10.5.4  preparatory and auxiliary activities   

 Th e tax treaties usually exclude the following activities from permanent establishment:  

   (1)   Th e use of facilities solely for the purpose of storage, display, or delivery of 
goods or merchandise belonging to the foreign enterprise;  

   (2)   Th e maintenance of a stock of goods or merchandise belonging to the foreign 
enterprise solely for the purpose of storage, display or delivery;  

   (3)   Th e maintenance of a stock of goods or merchandise belonging to the foreign 
enterprise solely for the purpose of processing by another enterprise;  

   (4)   Th e maintenance of a fi xed place of business solely for the purpose of pur-
chasing goods or merchandise, or of collecting information, for the foreign 
enterprise;  

   (5)   Th e maintenance of a fi xed place of business solely for the purpose of carrying 
on, for the foreign enterprise, any other activity of a preparatory or auxiliary 
character;  

   (6)   Th e maintenance of a fi xed place of business solely for any combination of 
the activities mentioned in sub-paragraphs (1) through (5), provided that the 

17  Article 5(3)(ii)(3) of Guo Shui Fa [2010] No. 75. 
18  Article 5(3)(ii)(4) of Guo Shui Fa [2010] No. 75. 
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overall activity of the fi xed place of business resulting from this combination is 
of a preparatory or auxiliary character.     

 Th e activities of “preparatory or auxiliary” usually have the following characters:   19   

   (1)   No independent business activities are performed in the place; the activities 
performed do not constitute essential part of the enterprise’s business activities 
as a whole.  

   (2)   Th e activities are only those listed in the treaty provision and are performed 
only for the enterprise and not for any other enterprises.  

   (3)   Th e responsibility is limited to the nature of routine services and does not 
include the function of directly generating business profi ts.     

 In some situations, even if a place meets the above “preparatory or auxiliary” require-
ment in form, the tax authorities may consider the place as a permanent establishment 
based on its business substance. In interpreting the China-Singapore tax treaty, the 
SAT lists the following situations as examples:   20   

   (1)   A Singapore company’s main business is to provide procurement services to 
its customers; the company charges fees for such services. Th e company has 
a representative offi  ce in China solely for the purpose of purchasing goods for 
the company. Because the nature of activities of the representative offi  ce is the 
same as the business of the company’s headquarters in Singapore, the activities 
of the representative offi  ce are not preparatory or auxiliary.  

   (2)   A Singapore company established a fi xed place in China for the repairs and 
maintenance of equipment sold to its customers in China or the delivery of 
parts to its customers in China. As the activities in China are essential part 
of services provided by the company to its customers, those activities are not 
preparatory or auxiliary.  

   (3)   A Singapore company established a representative offi  ce in China for business 
promotion activities. Th e promotion activities are not only for the company 
itself but also for other enterprises. In this situation, the activities of the repre-
sentative offi  ce are not preparatory or auxiliary.     

 Additionally, where the activities carried through a place of business include both 
preparatory and auxiliary activities that do not constitute a permanent establishment 
and other activities which constitute a permanent establishment, the place is a permanent 

19  Article 5(4) of Guo Shui Fa [2010] No. 75. 
20  Article 5(4) of Guo Shui Fa [2010] No. 75. 
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establishment and CIT will be imposed on the combined income from both types of 
activities.     

    10.5.5  conclude contracts by non-independent agent   

 Where a person, other than an independent agent, is acting on behalf of a foreign 
enterprise from a treaty country and has exercised and habitually exercises in China, 
an authority to conclude contracts in the name of the foreign enterprise, that foreign 
enterprise will be deemed to have a permanent establishment in China with respect 
to any activities that person undertakes for the foreign enterprise, unless the activities of 
such person are limited to those of the preparatory or auxiliary nature specifi ed in the 
tax treaty. 

 A non-independent agent can be an individual, an offi  ce, a company, or any other 
form of organization. Such non-independent agent is not necessarily an employee 
or division of the enterprise. It does not need a formal authorization from the enterprise. 
It is not necessarily a resident of China; it does not have to have a place of business 
in China. Th e “authority to conclude contracts in the name of the enterprise” includes 
not only signing contracts in the name of the enterprise but also the conclusion of con-
tracts that are binding on the enterprise even if those contracts are not actually in the 
name of the enterprise. Th e “authority to conclude contracts” covers not only signing 
contracts but also a participation in negotiation of contract terms. As such, if an agent 
has negotiated detailed contract terms in China and those terms are binding the enter-
prise, the agent is considered as exercising the authority to conclude contracts even if the 
contract itself is actually signed in another country. However, contracts must be those 
related to the business of enterprise. If an agent enters into only the contracts concerning 
internal aff airs of the enterprise, the authority to conclude those contracts alone should 
not constitute a permanent establishment of the enterprise. For example, an agent hires 
employees in the name of the enterprise to assist the agent in serving the enterprise; such 
activities alone would not constitute a permanent establishment. Th ere is no uniform 
standard for “habitually exercise”; the determination of “habitually exercises” depends 
on the nature of the contracts, the business of the enterprise, and the frequency of exercis-
ing the authority by the agent. In some situations, because of the nature of business, 
the enterprise may not have a large number of transactions, but concluding a contract 
may need substantial time, such as sale of aircraft , ship, or other high value products. 
If an agent fi nds a buyer in China for this type of enterprise, and participates in sale con-
tract negotiations, his conclusion of only one contract should be suffi  cient to constitute 
“habitually exercises.”   21      

21  Article 5(5) of Guo Shui Fa [2010] No. 75. 
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    10.5.6  independent agent   

 An enterprise of a treaty country will not be deemed to have a permanent establish-
ment in China merely because it carries on business in China through a broker, general 
commission agent, or any other agent of an independent status, provided that such 
persons are acting in the ordinary course of their business. However, when the activities 
of such an agent are devoted wholly or almost wholly on behalf of that enterprise, he 
will not be considered an agent of an independent status in determining the perma-
nent establishment of the foreign enterprise in China if it is shown that the transac-
tions between the agent and the foreign enterprise were not made under arm’s-length 
conditions. 

 In order not to constitute a permanent establishment of a principal enterprise, an 
independent agent must satisfy two conditions.   22  

 Th e fi rst condition is that the agent must be independent of the enterprise both legally 
and economically. In determining this independency, the tax authorities will consider the 
following factors:  

   (1)   Th e independence of commercial activities of the agent. Where the agent’s 
commercial actives for the enterprise are subject to detailed instructions or to 
comprehensive control by the enterprise, such agent generally cannot be 
regarded as independent of the enterprise.  

   (2)   Who bears the risk of the commercial activities performed by the agent? If such 
risk is borne by the enterprise and not by the agent, the agent generally cannot 
be regarded as independent.  

   (3)   Number of principals represented by the agent. If the activities of agent are 
performed wholly or almost wholly on behalf of only one enterprise over a 
relevant long period of time, it is likely that the agent is not independent.  

   (4)   Th e degree of reliance of the enterprise on special skill and knowledge of 
the agent. Generally speaking, an independent agent has special skill and 
knowledge to conduct commercial activities independently, and does not rely 
on the assistance of the enterprise. On the contrary, the enterprise usually 
uses the special skill and knowledge of the agent to expand its business or sell 
its products.     

 Th e second condition is that the agent must act in the ordinary course of its business, 
rather than conduting the business commercially belong to the enterprise, when acting 
on behalf of the enterprise. For example, a commission agent sells the goods or merchan-
dise of the enterprise in its own name; such sale is the ordinary course of a commission 

22  Article 5(6) of Guo Shui Fa [2010] No. 75. 
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agent business. However, if the agent also habitually acts as an agent who has the author-
ity to conclude contracts on behalf of the enterprise and those activities are beyond the 
ordinary course of its commission agent business, the agent will not be regarded as inde-
pendent agent.     

    10.5.7  relationship between parent and subsidiary   

 China tax treaties generally recognize that the existence of a subsidiary company does 
not, in and of itself, constitute that subsidiary a permanent establishment of its parent 
company. For the purpose of taxation, such a subsidiary constitutes an independent legal 
entity. Even the fact that the trade or business carried on by the subsidiary is managed 
by the parent company does not constitute the subsidiary a permanent establishment of 
the parent. However, due to the existence of a special relationship between the parent 
and subsidiary in economic activities, there are complicated business and personnel 
exchanges between the parent and subsidiary. In such situations, in determining whether 
the activities of a parent company in its subsidiary constitute a permanent establishment 
of the parent in the subsidiary’s country, the tax authorities will look at the following 
areas:   23   

   (1)   At the request of the subsidiary company, the parent company seconds person-
nel to the subsidiary. Th ose personnel are employed by the subsidiary. Th e sub-
sidiary has control over the work of those employees. Th e parent company is 
not responsible for the work of the employees and the risk involved; those 
responsibilities and risks are borne by the subsidiary company. In those circum-
stances, the activities of those people should not constitute a permanent estab-
lishment of the parent company in the subsidiary’s country; the compensation 
to those secondees, regardless of whether they are paid by the subsidiary directly 
or via the parent company, should be deductible expenses for the subsidiary.  

   (2)   Where the parent company assigns its personnel to its subsidiary, and the 
personnel are working for the parent company, it should be determined 
whether the activities of the personnel constitute a permanent establishment of 
the parent in the subsidiary’s country according to the criteria discussed in 
Chapter 10.5.1 - 10.5.3. Th e assignees may be considered working for the parent 
company if one of the following conditions is met:  
   (i)   Th e parent company has control over those people and bears risk and 

responsibility;  
   (ii)   Th e number of people and qualifi cations are decided by the parent 

 company;  

23  Article 5(7) of Guo Shui Fa [2010] No. 75. 
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   (iii)   Th e compensation to those people are borne by the parent company; or  
   (iv)   Th e parent earns profi ts by sending those people to work at the 

 subsidiary.       

 In such situations, when the subsidiary pays service fees to the parent, the subsid-
iary may deduct such as expenses only aft er a determination that the fees are reason-
able  according the arm’s-length principle. If the activities constitute a permanent 
establishment of the parent company in the subsidiary country, the parent company 
should be subject to CIT on the service fee received from the subsidiary in the subsidiary 
country.  

   (3)   If the subsidiary has exercised and habitually exercises an authority to conclude 
contracts in the name of the parent company, and the subsidiary satisfi es 
the conditions of non-independent agent, the subsidiary will constitutes a 
permanent establishment of the parent company.          

    10.6  Dividends, Interest, and Royalties   

 China tax treaties generally give the right of both China and the other contracting 
country to tax dividends, interest, and royalties paid by a Chinese enterprise to a resident 
of the contracting country. Th is potential double taxation is eliminated or mitigated 
through the agreed limitation of withholding tax rate as provide in the treaty articles 
concerning dividends, interest, and royalties and the treaty article on elimination of 
double taxation. Th e following table summarizes the withholding tax rate limitation 
on dividends, interest, and royalties paid or payable to a resident of another country 
who is a benefi cial owner of such income. Th e treaty rate should be read as a limitation 
rather than an actual rate. Currently, withholding tax rate on the income derived by a 
non-resident enterprise that is not connected with a permanent establishment of the 
non-resident enterprise in China is 10 percent. As such, if the treaty rate is higher than 
10 percent, this domestic rate should be applicable to dividends, interest, and royalties 
paid by a China resident enterprise to a resident of the treaty country  

       Treaty Withholding Tax Rates  
  Country (region)  Dividends  %   Interest       %   Royalties       %   
 Albania  10  10  10  
 Algeria  10, 5       7  10  
 Armenia  10, 5       10  10  

 Continued 
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       Treaty Withholding Tax Rates (Continued)  
  Country (region)  Dividends  %   Interest       %   Royalties       %   

 Australia  15  10  10  
 Austria  10, 7       10, 7       10, 6  
 Azerbaijan  10  10  10  
 Bahrain    5  10  10  
 Bangladesh  10  10  10  
 Barbados  10, 5       10  10  
 Belarus  10  10  10  
 Belgium  10  10  10, 6  
 Brazil  15  15  25, 15       
 Brunei    5  10  10  
 Bulgaria  10  10  10, 7  
 Canada  15, 10       10  10  
 Croatia    5  10  10  
 Cuba  10, 5      7.5    5  
 Cyprus  10  10  10  
 Czechoslovakia  10  10  10  
 Denmark  10  10  10, 7  
 Egypt    8  10    8  
 Estonia  10, 5      10  10  
 Finland  10, 5  10  10, 7  
 France  10  10  10, 6  
 Georgia  10, 5, 0       10    5  
 Germany  10  10  10, 7  
 Greece  10, 5       10  10  
 Hong Kong SAR  10, 5         7    7  
 Hungary  10  10  10  
 Iceland  10, 5       10  10, 7  
 India  10  10  10  
 Indonesia  10  10  10  
 Iran  10  10  10  
 Ireland  10, 5       10  10, 6  
 Israel  10  10, 7       10, 7  
 Italy  10  10  10, 7  
 Jamaica    5  7.5  10  
 Japan  10  10  10  
 Kazakhstan  10  10  10  
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24

24  China and Malta signed a new double taxation treaty on October 22, 2010. Th e full text of the treaty has not 
been released to the public at the time of completion of manuscript of this book. According to Worldwide 
Tax Daily, October 26, 2010, under the new treaty, withholding tax rate on dividends paid by a Chinese com-
pany to a Malta resident who owns at least 25 percent of the Chinese company will be reduced to 5 percent and 
withholding tax rate on royalties will be reduced to 7 percent.   http://services.taxanalists.com  .  

       Treaty Withholding Tax Rates (Continued)  
  Country (region)  Dividends  %   Interest       %   Royalties       %   

 Korea, Republic of  10, 5       10  10  
 Kuwait    5    5  10  
 Kyrgyzstan  10  10  10  
 Laos    5    5 (in Laos) 

10(in China) 
 5 (in Laos) 

10(in China)  
 Latvia  10, 5       10  10  
 Lithuania  10, 5       10  10  
 Luxembourg  10, 5       10  10, 6  
 Macau SAR  10  10, 7       10  
 Macedonia    5  10  10  
 Malaysia  10  10  15, 10       
 Malta   24   10  10  10  
 Mauritius    5  10  10  
 Mexico    5  10  10  
 Moldova  10, 5       10  10  
 Mongolia    5  10  10  
 Morocco  10  10  10  
 Netherlands  10  10  10,6  
 New Zealand  15  10  10  
 Nigeria  7.5  7.5  7.5  
 Norway  15  10  10  
 Oman    5  10  10  
 Pakistan  10  10  12.5  
 Papua New Guinea  15  10  10  
 Philippines  15, 10       10  15, 10       
 Poland  10  10  10,7  
 Portugal  10  10  10  
 Qatar  10  10  10  
 Romania  10  10    7  
 Russia  10  10  10  

 Continued 

http://services.taxanalists.com
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       Treaty Withholding Tax Rates (Continued)  
  Country (region)  Dividends  %   Interest       %   Royalties       %   

 Saudi Arabia    5  10  10  
 Seychelles    5  10  10  
 Singapore  10, 5       10, 7       10, 6  
 Slovak Republic  10  10  10  
 Slovenia    5  10  10  
 South Africa    5  10  10, 7  
 Spain  10  10  10, 6  
 Sri Lanka  10  10  10  
 Sudan    5  10  10  
 Sweden  10, 5       10  10, 7  
 Switzerland  10  10  10, 6  
 Tajikistan  10, 5         8    8  
 Th ailand  20,15       10  15  
 Trinidad and Tobago  10, 5       10  10  
 Tunisia    8  10  10, 5       
 Turkey  10  10  10  
 Ukraine  10, 5       10  10  
 United Arab Emirates    7    7  10  
 United Kingdom.  10  10  10, 7  
 United States  10  10  10, 7  
 Uzbekistan  10  10  10  
 Venezuela  10, 5       10, 5       10  
 Vietnam  10  10  10  
 Yugoslavia    5  10  10  

   (a)  Treaties commonly provide for a tax exemption on interest paid to government and certain institutions designated by 
government. Reference should be made to the individual tax treaties.  
   (b)  Th e lower rate on royalties applies for the use of or right to use any industrial, commercial, or scientifi c equipment.  
   (c)  Th e lower rate applies to dividends paid by a company and received by a company owning at least 25 percent of the 
capital or voting right, or shareholding of the paying company. Reference should be made to the individual tax treaties.  
   (  d  )  0 percent applies to dividends paid by a company (not a partnership) and received by a company owning at least 50 
percent of the shareholding of the paying company or investment amounting to EUR2 million; 5 percent applies to 
dividends paid by a company (not a partnership) and received by a company owning at least 10 percent of the 
shareholding of the paying company or investment amounting to EUR100,000.  
   (e)  Th e lower rate applies where the benefi cial owner of the dividend is a company that owns at least 10 percent of capital, 
voting stock, or shareholding of the paying company. Reference should be made to the individual tax treaties.  
   (f )  Th e lower rate applies to interest paid to banks or fi nancial institutions.  
   (g)  Th e higher rate applies to trademarks.  
   (h)  Th e higher rate applies to royalties for copyright of literary or artistic work including cinematography, fi lms, or tapes for 
radio or television broadcasting.  
   (i)  Th e lower rate applies to technical or economic studies or for technical assistance.  
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 A number of tax treaties provide a lower withholding tax rate such as fi ve percent 
on dividends. Under some of those treaties, the lower withholding tax rate is available to 
the benefi cial owner of dividends where the benefi cial owner directly holds at least 
certain percentage (usually 25 percent or 10 percent) of capital of the company paying 
dividends. In this situation, (1) the benefi cial owner must be a company, (2) the percent-
age ownership of capital is the direct ownership of both equity and voting right of a resi-
dent company, and (3) such company must own such required percentage of ownership 
all the time during a consecutive 12-month period prior to a dividend date.   25  Such divi-
dend date is the date that tax liability or withholding tax obligation arises under domestic 
law. If the dividend is paid out of profi ts generated from the period prior to the 12-month 
period, whether the benefi cial owner of dividend owned the required percentage of 
equity during the profi t-generating period would not be considered.   26  Generally speak-
ing, the percentage of ownership is the owner’s share in registered capital. Additionally, a 
loan will be considered as capital if income on the loan has been treated as dividend (e.g., 
under the thin capitalization rule).   27  Furthermore, if a taxpayer undertakes a transaction 
or arrangement whose primary purpose is to obtain treaty benefi t, such transaction or 
arrangement should not constitute the reason for treaty benefi ts and the tax authorities 
can deny such benefi ts.   28  

 Whether a payment is a dividend or interest should be determined based on the prin-
ciple of substance over form. Interest on a debt instrument generally is not treated as a 
dividend. However, if the lender actually bears the risks of the borrowing company, the 
interest can be regarded as a dividend. Th e following factors should be considered in 
determining whether a lender shares the risk of the company:   29   

   (1)   the loan very heavily outweighs any other contribution to the enterprise’s 
capital and is substantially unmatched by redeemable assets;  

   (2)   the creditor will share in any profi ts of the company;  
   (3)   repayment of the loan is subordinated to claims of other creditors or to the 

payment of dividends;  
   (4)   the level or payment of interest would depend on the profi ts of the company;  
   (5)   the loan contract contains no fi xed provisions for repayment by a defi nite date.     

 “Royalties” as used in the royalty article of a tax treaty has broad meanings, which 
include the payments of any kind received as a consideration for the use of, or the right to 

25  Article 3 of the Notice on the Relevant Issues of the Application of Dividend Article of Double Taxation 
Agreements, Guo Shui Han [2009] No. 81, issued by the SAT on February 20, 2009. 

26  Article 10(2)(ii) of Guo Shui Fa [2010] No. 75. 
27  Article 10(2)(i) of Guo Shui Fa [2010] No. 75. 
28  Article 4 of Guo Shui Han [2009] No. 81. 
29  Article 10(3) of Guo Shui Fa [2010] No. 75. 
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use, any copyright of literary, artistic, or scientifi c work including cinematography, fi lms, 
or tapes for radio or television broadcasting, or any patent, trademark, design or model, 
plan, secret formula or process, for the use of, or the right to use, industrial, commercial 
or scientifi c equipment, or for information concerning industrial, commercial, or scien-
tifi c experience. Under this broad defi nition, the royalties not only cover the income 
from the licensing arrangement but also the equipment rental income. However, as the 
SAT clarifi es, the article does not apply to income derived from the use of immovable 
properties.   30  Th e “information concerning industrial, commercial or scientifi c experi-
ence” refers to proprietary technologies. Proprietary technologies generally refer to the 
information that is not disclosed to public and is necessary for the duplication of a prod-
uct or a production process.   31  Royalties on licensing proprietary technologies usually 
involve the permission to use such information by a licensee where the licensor usually 
does not participate in the implementation of the technology and does not guarantee 
the result of such implementation. Th e licensed technology usually exists, but such tech-
nology may also include that which is subsequently developed based on the needs of 
the licensee and the use of which is subject to the confi dential and restriction provisions 
of the licensing contract.   32  In determining whether a fee is considered a service fee or 
royalty for the purpose of application of a treaty royalty article, the SAT provides the 
following guidance:  

   (1)   If the service provider applies technology or know-how during the course of 
provision of services without transferring the technology or know-how, the 
income from the services is not considered “royalties.” However, if certain 
intellectual property is formed during the services, and the service provider 
owns the intellectual property, while the service recipient only has a right to use 
the service outcome, the income for the services will be treated as royalties.   33   

   (2)   If the technology provider provides support or supervision through its person-
nel and receives service fees in connection with the transfer or licensing 
of the technology, such service fees will be treated as royalties regardless 
of whether the service fees are included in the total price of technology or 
separately charged. However, if the services performed by those personnel of 
the technology provider constitute a permanent establishment in China, the 
business profi t article of the tax treaty should apply to the service fees. If a 
taxpayer cannot accurately allocate the profi ts attributable to the permanent 

30  Article 1 of the Notice on the Relevant Issues of the Application of Royalty Article of Double Taxation 
Agreements, Guo Shui Han [2009] No. 507, issued by the SAT on September 14, 2009 and eff ective on 
October 1, 2009. 

31  Article 2 of Guo Shui Han [2009] No. 507. 
32  Article 3 of Guo Shui Han [2009] No. 507. 
33  Article 4 of Guo Shui Han [2009] No. 507. 
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establishment, the tax authorities may make such determination in accordance 
with the principle of permanent establishment profi t allocation under the tax 
treaty.   34   

   (3)   Th e following items or compensation are not royalties and should be service 
activities:   35   
   (i)   Th e compensation for aft er-sales services for sales of goods;  
   (ii)   Th e compensation for warranty services provided by a seller to a buyer 

within warranty period of a product;  
   (iii)   Th e fees received by professional fi rms and individuals for professional 

services such as engineering, management, and consulting services; and  
   (iv)   Other similar types of compensation prescribed by the SAT.       

 Th e business profi t article of tax treaty generally should apply to the above services 
except for a special provision in a tax treaty such as the technical fees provision of the tax 
treaty between China and the United Kingdom. 

 Where a licensor sends personnel to China and provides services in connection with 
its licensing, if the time of services provided in China meets the threshold of a permanent 
establishment under an applicable tax, the business profi t article should apply to the ser-
vices in connection with the permanent establishment. If the services do not constitute 
or are not connected with a permanent establishment, the royalty article should apply.   36  
If a licensee in China pays licensing fees including service fees before services are pro-
vided and it cannot be determined whether the service will constitute a permanent estab-
lishment, the royalty article will apply to the fees; if it is subsequently determined that the 
services are connected with a permanent establishment, the fees will be taxed in accor-
dance to business profi t article and tax previously paid on such service under royalty 
article will be adjusted accordingly.   37  Guo Shui Han [2009] No.507 applies on and aft er 
October 1, 2009. If a technology transfer contract was signed before October 1, 2009 
and is implemented through a date aft er October 1, 2009, Guo Shui Han [2009] No. 507 
should apply to the service fees where tax has not been paid. In determining a permanent 
establishment, time incurred for services in China should be accounted. However, no 
adjustment will be made if CIT on service fee for the prior to October 1, 2009 has been 
paid in accordance with royalty article.   38  

 Th e royalty article of a tax treaty applies to the benefi cial owner of royalties who is a 
resident of the treaty country. If a resident of Country A has a permanent establishment 

34  Article 5 of Guo Shui Han [2009] No. 507. 
35  Article 6 of Guo Shui Han [2009] No. 507. 
36  Article 1 of the Notice on the Implementation of Relevant Articles of Double Taxation Agreement, Guo Shui 

Han [2010] No. 46, issued by the SAT on January 26, 2010. 
37  Article 2 of Guo Shui Han [2010] No. 46. 
38  Article 3 of Guo Shui Han [2010] No. 46. 
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in Country B and the permanent establishment receives royalties from China, the tax 
treaty between Country A and China should apply. Th e permanent establishment of 
a foreign company in China is treated similarly to a China resident for application of 
royalty article of a tax treaty. Th us, if a permanent establishment of a foreign company 
in China pays royalties to a resident of a treaty country, the royalty article of the tax 
treaty between China and the foreign country should apply to the royalties. However, 
a permanent establishment of a China resident enterprise in a foreign country is not a 
resident of the foreign country; the royalty article of the tax treaty between China and 
the foreign country is not applicable to the permanent establishment.   39  Similarly, if a 
bank is a China resident enterprise, a non-legal person branch established by the bank in 
a foreign country is China resident; the interest article of a tax treaty between China and 
the country where the bank is established does not apply to the interest income derived 
by the branch from China regardless of whether such interest is paid by a China resident 
or a permanent establishment of a foreign resident.   40      

    10.7  Capital Gains   

 Th e capital gains article in tax treaties provides the right of contracting countries to 
impose tax on gains on disposal of assets. Th e article may prohibit a contracting country 
from imposing tax on certain transactions. However, the article does not provide a tax 
rate; once a country is allowed to tax a transaction under a tax treaty, whether the country 
will actually impose such tax and the amount of tax imposed depends on the domestic 
law of the country. Th is section summarizes the right of China to impose CIT on the 
disposal of assets by resident enterprises of treaty countries and regions under China tax 
treaties. 

 China may impose 10 percent CIT on the gains on disposal of properties derived by 
a non-resident enterprise from China. Tax treaties limit China’s ability to exercise this 
right in certain transactions. Th e tax treaties between China and most countries and 
regions classifi ed capital gains into six categories. 

 Th e fi rst category is immovable property. If a non-resident enterprise owns an 
immovable property situated in China, China will have the right to impose CIT on the 
gains derived by the non-resident from the alienation of immovable property. Th e term 
“immovable property” is defi ned by the laws of a contracting State in which the property 
in question is situated. Th e immovable property article of many tax treaties provides that 
the term shall in any case include property accessory to immovable property, livestock, 

39  Article 7 of Guo Shui Han [2009] No. 507. 
40  Article 2 of the Notice of Issues on the Withholding of Enterprise Income Tax on Interest Income 

Derived from China by Bank Branches Outside China, Guo Shui Han [2010] No. 266, issued by the SAT on 
June 2, 2010.  
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and equipment used in agriculture and forestry, rights to which the provisions of general 
law respecting landed property apply, including usufruct of immovable property and 
rights to variable or fi xed payments as consideration for the working of, or the right to 
work, mineral deposits, sources and other natural resources. Land in China generally is 
owned by the State; an enterprise may own a land use right for a defi ned period. A land 
use right owned by an enterprise, other than real estate investment projects, is typically 
classifi ed as intangible assets according to China Accounting Standards for Enterprises. 
For treaty application purpose, the land use right is treated as immovable property in 
practice. 

 Th e second category is movable property as part of a permanent establishment. If 
the movable property is part of the business property of a permanent establishment of a 
non-resident enterprise in China, China may impose CIT on gains from the alienation 
of such movable property derived by the non-resident enterprise. China may also tax 
such gains where the non-resident enterprise disposes of the permanent establishment 
(alone or together with the whole enterprise). Accordingly, if a foreign company from 
a treaty country has a permanent establishment in China and the foreign company 
disposes of its whole business, China can tax the foreign company on gains from the 
alienation of the permanent establishment. However, it is not clear if, instead of disposal 
of business of the foreign company, the owner of the foreign enterprise sells shares of 
the foreign enterprise, whether the permanent establishment in China should be con-
sidered to be disposed of “together with the whole enterprise.” Th ere are no written 
 interpretations from Chinese tax authorities on the matter. OECD commentary suggests 
that this paragraph may not be applicable to capital gains from the elimination of a 
participation in an enterprise.   41  It is not clear whether a sale of interest in a Chinese 
partnership is within this category. As a foreign enterprise is only allowed to invest in a 
Chinese partnership from March 1, 2010, further guidance from the SAT is needed. 

 Th e third category is the means of international transportation. Where a non-resident 
enterprise of a treaty country transfers ships, aircraft , or land vehicles operated in interna-
tional traffi  c or movable property pertaining to the operation of such ships, aircraft , 
or land vehicles, China cannot tax gains on such transfers; only the treaty country can 
tax such gains. Th ere is no offi  cial written interpretation of this provision from the 
Chinese tax authorities. According to OECD commentaries, this provision applies where 
the enterprise that alienates the property operates the boats, ships or aircraft  itself, 
whether for its own transportation activities or when leasing the boats, ships, or aircraft  
on charter, fully equipped, manned and supplied.   42  According to this interpretation, 
where a resident enterprise of a treaty country operates ships and aircraft  in international 

41  OECD Committee on Fiscal Aff airs, Model Tax Convention on Income and on Capital, condensed version 
July 2008, p. 203. 

42   Id . 
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transportation (i.e., between China and the foreign country), only the foreign treaty 
country has the right to tax the gains on such disposition, even if the ships or aircraft  are 
located in China at the time of disposition. However, this provision will not protect an 
owner of ships or aircraft  who leases the ships or aircraft  to an operator. For example, if 
an owner of an aircraft  leases the aircraft  to a Chinese airline and the owner sells the air-
craft  while the aircraft  is operated by the Chinese lessee, this provision does not apply. In 
such situations, the determination has to be made whether the owner has a permanent 
establishment in China and whether the aircraft  is part of the assets of the permanent 
establishment, if any. If the aircraft  is not related to a permanent establishment of the 
owner, then the owner may be protected by other property provision as discussed in sixth 
category below. 

 Th e fourth category is shares in a land-rich company. If the property of a company 
consists directly or indirectly principally of immovable property situated in China and if 
a non-resident enterprise transfers shares of the capital stock of the company, China usu-
ally has the right to tax the gains from such transfer. In interpreting the capital gains 
article of the China-Mexico double taxation agreement, the SAT reviews that the term 
“consists …  principally of immovable property” means more than 50 percent of assets of 
the company are in real estate.   43  Th e protocol of the China-Hong Kong tax arrangement 
provides that “principally” means no less than 50 percent of asset value.   44  According to 
the SAT, the China-Hong Kong protocol should be tentatively understood as applicable 
to the situation where greater than 50 percent of the book value of the company assets 
has consisted in immovable property at some time during the period where the stock-
holder has held stock in the company.   45  Th e SAT also provided that the interpretation of 
China-Hong Kong tax arrangement can apply to the identical articles of other double 
taxation agreements provided that those articles have not been interpreted diff erently 
previously.   46  Subsequent to the SAT’s interpretation of China-Hong Kong tax arrange-
ment, China and Hong Kong signed a second protocol. Th e second protocol reinterprets 
the article as follows: at least 50 percent of company assets are immovable property at any 

43  Article 5 of the Notice on the Interpretation of Certain Articles of Double Taxation Agreement between the 
Governments of China and Mexico and Its Protocol, Guo Shui Han [2007] No. 131, issued by the SAT on 
January 28, 2007.  

44  Article 2 of Protocol of the Arrangement between the Mainland of China and the Hong Kong Administration 
Region for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with respect to taxes on 
Income. 

45  Article 7 of the Notice on the Interpretation and Implementation of Certain Articles of the Arrangement 
between the Mainland of China and the Hong Kong Administration Region for the Avoidance of Double 
Taxation and the Prevention of Fiscal Evasion with respect to taxes on Income, Guo Shui Han [2007] No. 403, 
issued by the SAT on April 4, 2007. 

46  Article 14 of Guo Shui Han [2007] No. 403. 
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time within the three years before the stockholder transfers the company’s stock.   47  In the 
letters of exchange between the competent authorities of the Mainland of China and 
Hong Kong concerning the second protocol, the representatives of both parties agree 
that the percentage of assets usually should be measured based on the book value of the 
company at each tax year end.   48  Th e SAT further confi rmed this position in a subsequent 
circular concerning the implementation of the second protocol.   49  Although the determi-
nation of a land-rich company based on year-end book does not directly apply to other 
tax treaties, such measurement can be used as a reference in the application of similar 
treaty provisions. In some tax treaties, the category of shares in a land-rich company is 
not separately provided and only the resident country can tax gains not specifi ed in the 
treaties. By default, China may not tax such gains on disposition of a land-rich com-
pany by a resident of a treaty country. However, some of those treaties have been renego-
tiated and amended. For example, China-Barbados tax treaty contained such a provision 
that such gains are only taxed in the resident country.   50  However, China and Barbados 
signed a protocol to the China-Barbados tax treaty on February 10, 2010. Th e protocol 
amended the fourth paragraph of the capital gains article of the tax treaty. According 
to the protocol, gains derived by a resident of Barbados from the alienation of shares 
deriving more than 50 percent of their value directly or indirectly from immovable 
property situated in China may be taxed in China.   51  Th is protocol became eff ective on 
June 9, 2010 and is implemented from January 1, 2011.   52  In considering the percentage 
of asset value directly or indirectly from immovable property, a look-through rule 
should apply. Th e SAT provides an example in interpreting the China-Singapore treaty. 

47  Article 4 of the Second Protocol of the Arrangement between the Mainland of China and the Hong Kong 
Administration Region for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with 
respect to taxes on Income, signed on January 30, 2008.  

48  Letters between Wang Xiaoping, Director of the International Taxation Department of the SAT and Alice 
LAU MAK Yee-Ming, Commissioner of the Inland Revenue Department of Hong Kong Special Administrative 
Region on September 11, 2007, see Guo Shui Fa [2008] No. 70, issued by the SAT on July 10, 2008 and eff ective 
on June 11, 2008.  

49  Article 2 of the Notice on the Relevant Issues Concerning the Implementation of the Second Protocol of the 
Arrangement between the Mainland of China and the Hong Kong Administration Region for the Avoidance 
of Double Taxation and the Prevention of Fiscal Evasion with respect to taxes on Income, Guo Shui Han 
[2008] No. 685, issued by the SAT on July 19, 2008.  

50  Article 13 of Agreement between the Government of Barbados and the Government of the People’s Republic 
of China for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on 
Income. 

51  Article 5 of Protocol to the Agreement between the Government of Barbados and the Government of the 
PRC for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on 
Income. 

52  Notice Concerning the Eff ectiveness and Implementation of Protocol to the Agreement between the 
Government of Barbados and the Government of the PRC for the Avoidance of Double Taxation and the 
Prevention of Fiscal Evasion with Respect to Taxes on Income, Guo Shui Fa [2010] No. 64, issued by the SAT 
on June 28, 2010. 
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A Singapore company A owns 20 percent of Chinese company B, which in turn owns 
80 percent of Chinese company C. B’s asset value is 100 including 40 in real estate. 
C’s asset value is 100 including 90 in real estate. In determining whether more than 
50 percent B’s asset in immovable property under the China-Singapore treaty, the total 
asset of B will include its share of asset of C (100  +  100 x 80 %  = 180); the real estate value 
will be 112 (40  +  90 x 80 % ). As such, the value of real estate is 62 percent (112/180) of the 
total assets.   53  

 Th e fi ft h category is a transfer of shares of a company by a 25-percent shareholder. Some 
China tax treaties contain a threshold of 25-percent of ownership in a resident company. 
According to this type of treaty provision, if a non-resident enterprise owns 25 percent or 
more of shares of a China resident company, China will impose CIT on the gains from 
the alienation of shares of the China resident company. Th ere are two questions that 
oft en arise on the determination of the 25 percent ownership. Th e fi rst question is whether 
a 25-percent owner of a treaty country is taxable in China on sales of its shares in more 
than one transaction. For example, Enterprise A is a resident of a country with a tax treaty 
including this 25-percent shareholding provision. A owns 40 percent of shares of a 
Chinese resident company. A sells half of its shares in the Chinese company and then sells 
the remaining shares six months later. On the second sale, A owns only 20 percent of 
the Chinese company. Th e SAT interpreted this provision in the China-Hong Kong 
tax arrangement as once a shareholder owns 25 percent, it is always considered as a 
25-percent shareholder.   54  Subsequently, the Mainland of China and Hong Kong signed 
the second protocol, which amended the provision. According to the amended provision, 
the Mainland of China has the right to tax on capital gains if a Hong Kong resident 
directly or indirectly owns 25 percent or more of shares of a Mainland company any 
time within 12 months prior to the transfer of such shares.   55  Th e second question is 
whether any rule of attribution applies in computing the 25-percent ownership. Suppose 
Company A owns 100 percent of Company B and Company C. Each of Company B 
and Company C owns 20 percent of Company D. Company A, Company B, and 
Company C are residents of a treaty country with a 25-percent ownership provision and 
Company D is a Chinese resident company. If Company B sells its 20 percent shares 
of Company D, can China tax gains on the share transfer? Although Company B owns 
less than 25 percent of Company D, the Chinese tax authority most likely will view 
Company B as indirectly owning more than 25 percent. Several recent China tax treaties 

53  Article 13(4) of Guo Shui Fa [2010] No. 75. 
54  Article 7 of Guo Shui Han [2007] No. 403. 
55  Article 5 of the Second Protocol of the Arrangement between the Mainland of China and the Hong Kong 

Administration Region for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with 
respect to taxes on Income; also see Article 3 of Guo Shui Han [2008] No. 685. 
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or amendments to treaties provide “directly and indirectly owns 25 percent.”   56  Th is shows 
the intention of China to assert its right to tax gains on the transfer of shares of a Chinese 
company where a treaty country resident directly or indirectly owns 25 percent or more 
of shares of the Chinese company within any time during a 12-month period prior to 
the transfer. A conclusion cannot be reached that this rule applies to all similar treaty 
provision; however, reference can clearly be made in application of other treaties with 
a 25-percent threshold provision. Consider the case in which a Hong Kong individual 
owns two Hong Kong companies. Th e fi rst Hong Kong company owned 15.6 percent of 
a Chinese listed company in Fuzhou, China; the second Hong Kong company owned an 
additional 22.49 percent of the Chinese company. Th e fi rst Hong Kong company sold 
some shares of the Chinese company on the stock exchange. Th e tax authority in Fuzhou 
considered that the fi rst Hong Kong company directly and indirectly owned more 
than 25 percent of Chinese company and therefore imposed tax on the share sales.   57  
Subsequently, in interpreting China-Singapore tax treaty, the SAT provides that a 
Singapore resident’s “direct and indirect ownership” in a Chinese company includes the 
following situations:   58   

   (1)   Th e equity of the Chinese company directly owned by the Singapore resident;  
   (2)   Th e equity of the Chinese company indirectly owned by the Singapore resident 

through any company or a chain of companies that the Singapore resident owns 
equity; and  

   (3)   Th e equity directly owned by any member of a group that has signifi cant 
economic relationship with the Singapore resident. Such members of group 
include (i) a person who has identical interest with individual Singapore 
resident (e.g., direct family members and agent), (ii) an individual or a com-
pany that directly owns 100 percent of the Singapore enterprise resident, and 
(iii) a company directly or indirectly 100 percent owned by the individual or 
enterprise in (i) and (ii).     

 Th e sixth category is all other properties. Some China tax treaties include a provision 
that exempts China tax on gains from the alienation of any property, other than that 

56  Article 13(5) of the Arrangement between the Mainland of China and the Hong Kong Administration Region 
for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with respect to taxes on Income; 
Article 13(5) of the Agreement between the Government of Mauritius and the Government of the People’s 
Republic of China for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with Respect to 
Taxes on Income; Article 13(5) of the Agreement between the Government of the People’s Republic of China 
and the Government of Republic of Singapore for the Avoidance of Double Taxation and the Prevention of 
Fiscal Evasion with Respect to Taxes on Income. 

57  China Daily Tax News, June 30, 2010, p 1. 
58  Article 13(5) of Guo Shui Fa [2010] No. 75. 



298  Income Tax Treaties

specifi cally mentioned in other paragraphs of the capital gains article, derived by a resi-
dent in a treaty country; such gains can be taxed only in the treaty country where the 
transferor is a resident. Where a tax treaty does not have such a provision, the Chinese tax 
authorities view that China has the right to tax gains in practice. Instead of the six para-
graphs found in the capital gains article, some China tax treaties have fewer paragraphs. 
In this situation, the last paragraph usually is the catchall paragraph. A number of 
tax treaties in this category give China the right to tax gains on the alienation of other 
property arising in China. 

 Two questions oft en arise in implementation of this category. Th e fi rst question is 
what is the “other property,” which is not mentioned in the other paragraphs of the treaty 
article. For example, paragraph fi ve of the article provides that China may tax gains on 
the disposal of shares of a Chinese company where the non-resident transferor from the 
other treaty country owns 25 percent of capital of the Chinese company. What happens 
if the transferor owns less than 25 percent of capital of the Chinese company? Literally 
reading this paragraph, one could reach a conclusion that China has the right to tax on 
gains on the transfer of shares by a less-than-25 percent non-resident as those shares 
are not mentioned in the other paragraphs of the treaty article. If this conclusion were 
correct, the article would not need to distinguish the alienator who owns 25 percent or 
more of capital from less-than-25 percent alienators. One view is that “other property” 
means property other than the category property mentioned in the other paragraphs. As 
paragraph fi ve mentions, shares of companies other than those whose property consists 
directly or indirectly principally of immovable property, shares, regardless of whether 
owned by a 25-percentowner or not, are consider mentioned in other paragraphs and 
therefore should be covered by paragraph six. Reading paragraph six in this way will reach 
a conclusion that China should not have the right to tax the gains derived by an alienator 
from the other treaty country who owns less than 25 percent of capital of the Chinese 
company. 

 Th e second question is what constitutes “arising in China.” Th e treaties do not provide 
detailed guidance in this regard. Chinese tax authorities will look at China domestic law 
in determining whether gains arise in China. For example, a transfer of shares of a Chinese 
company from a non-resident to another non-resident might be considered as a transac-
tion outside China under the domestic law of the other treaty country; under Chinese 
law, however, the income would be sourced to the place of the transferred entity and the 
gains will be considered arising in China. 

 Th e table below summarizes the capital gains articles of China tax treaties based on 
the above categories of properties. Th e table below shows whether China has right to 
tax gains derived by a resident of a treaty country (region) on the alienation of property 
situated in China or shares of a Chinese company or the gains on the alienation of 
other property arising in China. In this summary, it is assumed that the alienator is not a 
resident of China. Th e terms used in the table have the following meanings: 

 “Y” = China has right to tax; 
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 “N” = only the resident country (region) of alienator, the head offi  ce of the alienator, 
or the place of management of the alienator has the right to tax and China does not; 

 “Y25-” = China has right to tax if the alienator owns at least 25 percent of Chinese 
company.      

         

   Country  

 1 
 Immovable 
property 

 2 
 Movable 
property as 
part of 
permanent 
establishment 

 3 
 Means of 
international 
transportation 

 4 
 Shares 
in a 
land-rich 
company 

 5 
 Shares of 
company in 
China other 
than “4” left  

 6 
 Other 
properties 
(gains 
arising in 
China)  

 Albania  Y  Y  N  Y  N  
 Algeria  Y  Y  N  Y  N  
 Armenia  Y  Y  N  N  
 Australia  Y  Y  N  Y  Y  
 Austria  Y  Y  N  Y  Y  Y  
 Azerbaijan  Y  Y  N  Y  N  
 Bahrain  Y  Y  N  Y  Y25  N  
 Bangladesh  Y  Y  N  N  
 Barbados  Y  Y  N  Y  Y25  N  
 Belarus  Y  Y  N  N  
 Belgium  59    Y  Y  N  Y  Y25  Y  
 Brazil  Y  Y  N  Y  
 Brunei  Y  Y  N  N  
 Bulgaria  Y  Y  N  Y  Y25  MA  60    
 Canada  Y  Y  N  Y  Y  
 Croatia  Y  Y  N  Y  Y25  N  
 Cuba  Y  Y  N  N  
 Cyprus  Y  Y  N  Y  Y25  N  

 Continued 
5960

59  China and Belgium signed a new income tax treaty on October 7, 2009, which is pending for ratifi cation of 
both countries. Th e pending treaty makes an exception to China’s right to tax on gains derived by a Belgium 
resident that is a direct or indirect 25-percent owner (Category 4). Th is exception is the shares in which there 
is substantial and regular trading on a recognized stock exchange provided that the total of the shares alienated 
by the resident during the fi scal year in which the alienation takes place does not exceed 5 percent of the quoted 
shares. Th e pending treaty also changes “Y” to “No” for Category 6. 

60  Double taxation on gains from capital, other than those mentioned in categories 1, 2, 3, 4 and 5, both 
Contracting States shall settle the question by mutual agreement. 
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61

61  Th e former Czechoslovak Socialist Republic is divided into Czech Republic and Slovak Republic. Czech 
Republic has assumed the treaty between China and former Czechoslovak until a new treaty is signed and 
comes into eff ect. Th e information in the table is based on the treaty between China and former Czechoslovak. 
On August 28, 2009, China and Czech Republic signed an income tax treaty, which is pending for ratifi cation. 
According to the pending treaty Category 5 will be replaced by “Y” and Category 6 will be replaced by “N.”  

   Country  

 1 
 Immovable 
property 

 2 
 Movable 
property as 
part of 
permanent 
establishment 

 3 
 Means of 
international 
transportation 

 4 
 Shares 
in a 
land-rich 
company 

 5 
 Shares of 
company in 
China other 
than “4” left  

 6 
 Other 
properties 
(gains 
arising in 
China)  

 Czech 
Republic  61   

 Y  Y  N  Y  Y25  Y  

 Denmark  Y  Y  N  Y  
 Egypt  Y  Y  N  Y  Y25  N  
 Estonia  Y  Y  N  Y  N  
 Finland  Y  Y  N  Y  Y25  N  
 France  Y  Y  N  Y  Y25  Y  
 Georgia  Y  Y  N  N  
 Germany  Y  Y  N  Y  
 Greece  Y  Y  N  Y  N  
 Hong Kong 

SAR 
 Y  Y  N  Y  Y25  N  

 Hungary  Y  Y  N  Y  Y  
 Iceland  Y  Y  N  Y  Y25  N  
 India  Y  Y  N  Y  Y  
 Indonesia  Y  Y  N  Y  N  
 Iran  Y  Y  N  Y  N  
 Ireland  Y  Y  N  Y  N  
 Israel  Y  Y  N  Y  N  
 Italy  Y  Y  N  Y  Y25  Y  
 Jamaica  Y  Y  N  Y  Y25  N  
 Japan  Y  Y  N  Y  
 Kazakhstan  Y  Y  N  Y  N  
 Korea, 

Republic of 
 Y  Y  N  Y  N  

 Kuwait  Y  Y  N  N  
 Kyrgyzstan  Y  Y  N  Y  Y25  N  
 Laos  Y  Y  N  Y  Y25  N  
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62

62  Capital gains article of Nigeria treaty does not contain “other property” paragraph. Article 22 of Nigeria treaty 
provides that items of income of a resident of a Contracting State, wherever arising, not dealt with in the fore-
going Articles of this Agreement shall be taxable only in that State. Accordingly, China should not have the 
right to tax. 

   Country  

 1 
 Immovable 
property 

 2 
 Movable 
property as 
part of 
permanent 
establishment 

 3 
 Means of 
international 
transportation 

 4 
 Shares 
in a 
land-rich 
company 

 5 
 Shares of 
company in 
China other 
than “4” left  

 6 
 Other 
properties 
(gains 
arising in 
China)  

 Latvia  Y  Y  N  Y  N  
 Lithuania  Y  Y  N  Y  N  
 Luxembourg  Y  Y  N  Y  Y25  N  
 Macau SAR  Y  Y  N  Y  Y25  N  
 Macedonia  Y  Y  N  Y  Y25  N  
 Malaysia  Y  Y  N  Y  Y  
 Malta  Y  Y  N  Y  Y25  N  
 Mauritius  Y  Y  N  Y  Y25  N  
 Mexico  Y  Y  N  Y  Y  N  
 Moldova  Y  Y  N  Y  Y25  N  
 Mongolia  Y  Y  N  Y  Y25  N  
 Morocco  Y  Y  N  Y  N  
 Netherlands  Y  Y  N  Y  
 New Zealand  Y  Y  N  Y  
 Nigeria  Y  Y  N    62    
 Norway  Y  Y  N  Y  Y25  Y  
 Oman  Y  Y  N  Y  Y25  N  
 Pakistan  Y  Y  N  Y  Y25  Y  
 Papua New  
 Guinea 

 Y  Y  N  Y  Y25  N  

 Philippines  Y  Y  N  Y  N  
 Poland  N  Y  
 Portugal  Y  Y  N  Y  N  
 Qatar  Y  Y  N  Y  Y25  N  
 Romania  Y  Y  N  Y  Y25  Y  
 Russia  Y  Y  N  Y  Y25  N  
 Saudi Arabia  Y  Y  N  Y  Y25  N  
 Seychelles  Y  Y  N  Y  Y25  N  

 Continued 
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6364

65

63  Th e former Czechoslovak Socialist Republic is divided into Czech Republic and Slovak Republic. Slovak 
Republic has assumed the treaty between China and former Czechoslovak until a new treaty is signed and 
comes into eff ect. Th e information in the table is based on the treaty between China and former 
Czechoslovak.  

64  China has right to tax on gains derived from China and holding period for one year or less. 
65  Capital gains article of United Arab Emirates treaty does not contain the “other property” paragraph. 

Article 22 of the treaty, provides that items of income of a resident of a Contracting State, wherever arising, not 

   Country  

 1 
 Immovable 
property 

 2 
 Movable 
property as 
part of 
permanent 
establishment 

 3 
 Means of 
international 
transportation 

 4 
 Shares 
in a 
land-rich 
company 

 5 
 Shares of 
company in 
China other 
than “4” left  

 6 
 Other 
properties 
(gains 
arising in 
China)  

 Singapore  Y  Y  N  Y  Y25  N  
 Slovak 

Republic  63   
 Y  Y  N  Y  Y25  Y  

 Slovenia  Y  Y  N  N  
 South Africa  Y  Y  N  Y  Y25  N  
 Spain  Y  Y  N  Y  Y25  Y  
 Sri Lanka  Y  Y  N  Y  Y25  N  
 Sudan  Y  Y  N  Y  Y25  N  
 Sweden  Y  Y  N  Y  Y25  Y  
 Switzerland  Y  Y  N  Y  N  
 Tajikistan  Y  Y  N  Y  N  
 Th ailand  Y  Y  N  Y  
 Trinidad and 

Tobago 
 Y  Y  N  N  

 Tunisia  Y  Y  N  N  
 Turkey  Y  Y  N  Y  Y 1Yr  64    
 Ukraine  Y  Y  N  Y  Y25  N  
 United Arab 

Emirates 
 Y  Y  N  Y    65    

 United 
Kingdom 

 N  Y  

 United States  Y  Y  N  Y  Y25  Y  
 Uzbekistan  Y  Y  N  Y  Y25  N  
 Venezuela  Y  Y  N  N  
 Vietnam  Y  Y  N  Y  Y25  N  
 Yugoslavia  Y  Y  N  Y  N  
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    10.8  Elimination of Double Taxation   

 An enterprise may be liable for tax on the same income or capital in more than one juris-
diction. A resident enterprise of China is subject to CIT on the worldwide income of the 
enterprise; the enterprise may also be subject to tax in another country or region because 
of doing business in or with the other country or region. On the other hand, a resident 
enterprise of a foreign country is liable for CIT on income derived from China; the 
enterprise may also be liable for tax on the same income in its home country. Tax treaties 
provide for a method of elimination of double taxation. 

 Most China tax treaties adopt the principle of credit. Under this principle, where 
a resident of China derives income from another treaty country, the amount of tax on 
that income payable in the other treaty country in accordance with the provisions of 
the tax treaty, may be credited against the Chinese tax imposed on the Chinese resident. 
Th e amount of the credit, however, cannot exceed the amount of the Chinese tax on 
that income computed in accordance with the taxation laws and regulations of China. 
Similarly, where a resident of a treaty country derives income from China, which, in 
accordance with the provisions of the tax treaty is taxed in China, the treaty country will 
allow Chinese tax paid as a credit against the income tax of the treaty country. Where the 
income is dividends paid to a resident of a country by a resident company of another 
country, some China tax treaties allow indirect tax credit for underlying tax paid by the 
dividend-paying company. However, to be eligible for the indirect credit, the tax treaties 
require a minimum of percentage (e.g., 10 percent) of participation of the dividend-
receiving company in the dividend-paying company. 

 Th e credit principle under tax treaties agrees with the foreign tax credit rule under 
China domestic tax law. For foreign tax credit computations and claims, see Chapter 9.2. 
Th e claim of tax credit for CIT paid in China by a resident of a treaty country in its home 
country is implemented through domestic law and regulations of the treaty country. 
Some countries may have a credit system similar to that of China. Some countries may 
exempt tax on off shore income (e.g., income from China) under domestic law; in such 
situations, the credit principle adopted in the tax treaty is generally not applicable in 
those countries because those countries do not impose tax on the income. 

 Some China tax treaties provide deemed tax credit or sparing tax credit, which will 
allow a resident of a contracting State to claim tax credit for the amount of tax that has 
been exempted by another contracting State. Developing countries oft en provide tax 
incentives to attract investments or promote economic development. For example, a 
country may provide an income tax exemption for a period of time. Under the sparing tax 
credit provision, the resident country of an enterprise will allow the enterprise claim tax 

dealt with in the foregoing Articles of this Agreement shall be taxable only in that State. Accordingly, China 
should not have the right to tax. 
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credit for the tax that would have been paid if the tax incentive had not been available. 
Th is means that the enterprise may claim a foreign tax credit even though it has not 
actually paid foreign tax. Th e sparing tax credit provision is contained in some tax 
treaties between China and developed countries for the benefi t of China. Some tax 
treaties between China and developing countries contain mutual benefi t sparing credit 
provision. Please also see Chapter 9.2.6.     

    10.9  Non-Discrimination   

 Th is article deals with the elimination of tax discrimination against nationals and enter-
prises of one contracting State in another contracting State, in certain circumstances. 
Applying this article contained in a tax treaty between China and a foreign country, 
China is prohibited from treating the nationals of the foreign treaty country less favor-
ably than Chinese nationals in the same circumstances. Th e article also requires that the 
taxation on a permanent establishment that an enterprise of a contracting State has in the 
other contracting State shall not be less favorably levied in that other contracting State 
than the taxation levied on enterprises of that other contracting State carrying on the 
same activities. A permanent establishment of a foreign company in China is subject to 
a 25-percent CIT under the CIT Law, the same tax rate applicable to a Chinese resi-
dent enterprise. Th e same tax rate treatment for the permanent establishments of non-
resident enterprises and resident enterprises is consistent with the treaty article of 
non-discrimination. Th e deemed profi t method that has been commonly adopted by the 
Chinese tax authorities to assess CIT of a permanent establishment of a foreign company 
may be viewed as a tax treatment diff erently from that for a resident enterprise because 
the latter is generally assessed on an actual profi t basis and various cost and expenses 
are allowed. A foreign company can request that CIT on its permanent establishment 
be assessed on an actual basis. If the tax authorities do not ground such request and the 
foreign company believes that the deemed profi t method is discriminatory, the foreign 
company can seek remedy through the mutual agreement procedures discussed in 
Chapter 10.10 below. 

 Th e non-discrimination article forbids a contracting State from giving less favorable 
treatment to an enterprise, the capital of which is owned or controlled, wholly or partly, 
directly or indirectly, by one or more residents of the other contracting State. Applying 
this provision to China, the resident enterprises owned or controlled, wholly or partly, by 
the residents of a foreign treaty country cannot be treated less favorably than the resident 
enterprises owned by Chinese residents. Th is provision, however, does not apply to a 
withholding tax imposed on dividends paid to non-resident enterprises because this 
paragraph only applies to resident enterprises and the taxpayers of such withholding tax 
are non-resident enterprises. Accordingly, a diff erent tax treatment for dividends (i.e., 
CIT exemption on dividends paid by a resident enterprise to another resident enterprise; 
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10 percent withholding tax on dividends paid by a resident enterprise to a non-resident 
enterprise) is not considered a violation of this non-discrimination provision.     

    10.10  Mutual Agreement Procedures   

 Th is article provides for mutual agreement procedures for resolving diffi  culties arising 
out of the application of a tax treaty between China and a treaty country or region. 
Where an enterprise considers that the actions of one or both of contracting states result 
or will result for it in taxation not in accordance with the provisions of the tax treaty, 
it may, irrespective of the remedies provided by the domestic law of those contracting 
states, present its case to the competent authority of the country or region of which it 
is a resident. Th e case must be presented within three years from the fi rst notifi cation of 
the action resulting in taxation not in accordance with the provisions of the tax treaty. 
Th e competent authorities shall endeavor by mutual agreement to resolve the situation of 
taxpayers subjected to taxation not in accordance with the provisions of the tax treaty. 
Th e article authorizes the competent authorities to communicate with each other directly. 
It would therefore not be necessary to go through diplomatic channels. To facilitate 
reaching a mutual agreement, the competent authorities may meet for an oral exchange 
of opinions. 

 Th e mutual agreement procedure does not exclude any action pursuing a remedy under 
domestic law. A taxpayer can simultaneously seek a remedy under domestic law and 
attempt to resolve the situation through the mutual agreement procedure.     

    10.11  Exchange of Information   

 Double taxation agreements contain an article of exchange of information. According 
to this article, the competent authorities of treaty countries shall exchange such informa-
tion as is necessary for carrying out the provisions of the tax treaty, in particular for the 
prevention of evasion of taxes covered by the tax treaty. As such, China can request the 
information of a taxpayer or related parties from the competent authority of its treaty 
partner; vice versa, China is obligated to provide the information upon the request of the 
competent authority of a treaty country or region. Th e article concerning an exchange 
of information request includes the provision that a contracting State must keep the 
information received from another contracting State confi dential. Th e contracting 
State can disclose the information only to persons or authorities (including courts 
and administrative bodies) involved in the assessment or collection of, the enforcement 
or prosecution in respect of, or the determination of appeals in relation to, the taxes cov-
ered by the tax treaty. Such persons or authorities shall use the information only for such 
purposes. Th ey may disclose the information in public court proceedings or in judicial 
decisions. 
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 In spite of the provision of exchange of information, a contracting State is not obli-
gated to (1) carry out administrative measures at variance with the laws and the adminis-
trative practice of that or of the other contracting State; (2) supply information that is 
not obtainable under the laws or in the normal course of the administration of that or of 
the other contracting State; and (3) supply information that could disclose any trade, 
business, industrial, commercial or professional secret or trade process, or information, 
the disclosure of which would be contrary to public policy. 

 In addition to the provision of exchange of information in double taxation agree-
ments, China has signed Tax Information Exchange Agreements with Argentia, Bahamas, 
Bermuda, the British Virgin Islands, Guernsey, Isle of Man, and States of Jersey, respec-
tively. Under a Tax Information Exchange Agreement, the competent authorities of the 
contracting States shall provide assistance through exchange of information that is fore-
seeably relevant to the administration and enforcement of the domestic laws of the con-
tracting states concerning taxes covered by the agreement. Such information includes 
information that is foreseeably relevant to the determination, assessment, verifi cation 
and collection of such taxes, the recovery and enforcement of tax claims, and the investi-
gation or prosecution of tax matters. Accordingly, the Tax Information Exchange 
Agreement allows China to obtain various kinds of information that are relevant to a tax 
investigation conducted by the Chinese tax authorities, including the information relat-
ing to bank accounts or the benefi cial ownership of companies or trusts. 

 To implement the treaty provision concerning tax information exchange, the SAT 
issued the Rules and Procedures for International Tax Information Exchange.   66  Th e 
exchange of information is generally limited to (1) the exchange with the countries 
that have an eff ective tax agreement with an information exchange provision; (2) for 
the categories of tax covered by the tax treaty that are primarily those in the nature of 
income and property; (3) concerning the residents of one or both contracting states; 
and (4) within the territory that the contracting states have eff ective tax jurisdiction.   67  
Th e tax circular classifi es tax information exchange into six categories.   68  

 Th e fi rst category is information exchange on request. Th is refers to the situation where 
the competent authority of a contracting State asks for specifi c questions in connection 
with a specifi c case and requests that the competent authority of another contracting 
State provide relevant information and assist in investigation, including obtaining, inves-
tigating, or confi rming the information, documentation, and records, concerning the 
identity of companies or individuals, the receipt or payment of purchase price, expenses, 
property transfer, or the use of property that is related to tax payment. 

66  Th e Rules and Procedures for International Tax Information Exchange, Guo Shui Fa [2006] No. 70, issued by 
the SAT on June 12, 2006 and eff ective on June 12, 2006. 

67  Article 8 of Guo Shui Fa [2006] No. 70. 
68  Article 7 of Guo Shui Fa [2006] No. 70. 
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 Th e second category is automatic information exchange. Th is refers to the systematic 
and periodic transmission of bulk taxpayer information by the source country to the 
residence country concerning various categories of income. Th ose categories of income 
primarily include interest, dividends, royalties, salary and wages, various allowances, 
bonus, pension, commission, service fees, the income on the transfer of properties, and 
business income. 

 Th e third category is spontaneous information exchange. Th is refers to the provision 
of information by the competent authority of a contracting State to the competent 
authority of another contracting State that is foreseeably relevant to the other contract-
ing State and that has not been previously requested. When the competent authority of 
a contracting State obtains certain information during the enforcement of domestic law 
and believes that such information can assist the competent authority of the other con-
tracting State in implementing the tax treaty, the competent authority of the fi rst con-
tracting State may provide such information on its own initiative to the competent 
authority of the other contracting State. Th is type of information includes the facts 
and documents relevant to tax payments of companies and individuals concerning the 
receipt or payment of transaction price and expenses, property transfer, or the provision 
of property for use. 

 Th e fourth category is simultaneous tax examination. Th is refers to the situation where 
the competent authorities of contracting States examine, simultaneously and indepen-
dently, each on its own territory, the tax aff airs of a taxpayer or a group of taxpayers in 
which they have a common or related interest, and for which they exchange any relevant 
information obtained according to a simultaneous tax examination agreement. 

 Th e fi ft h category is the visit of an authorized representative. Th is refers to a tax exami-
nation abroad. According to an agreement between two contracting states, the competent 
authority of a contracting State, upon the consent of the competent authority of another 
contracting State, may send its tax examination offi  cials to visit the other State and obtain, 
examine and confi rm tax information within the tax jurisdiction of the other State. 

 Th e sixth category is industry-wide exchange of information. Th is refers to the investiga-
tion, study, analysis, and exchange of information of a particular industry by the competent 
authorities of contracting States. Th is type of information exchange concerns a whole eco-
nomic sector and not taxpayers in particular, which can be the operating models, fi nancing 
patterns, pricing models, and the methods of tax evasion of a particular industry. 

 Th e SAT may decline to provide the information requested by the competent author-
ity of a contracting State in one of the following situations:   69   

   (1)   Th e information is not relevant to tax collection;  
   (2)   Th e information requested is not pertinent;  

69  Article 9 of Guo Shui Fa [2006] No. 70. 
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    (3)   Th e information request is not signed by the competent authority or autho-
rized representative of a contracting State;  

    (4)   Th e information is outside the scope of persons, categories of tax, and terri-
tory as provided in the tax treaty;  

    (5)   Where a contracting State requests for information for the implementation of 
domestic law of the State, the provision of the country’s domestic law confl icts 
with the provision of tax treaty;  

    (6)   Th e provision of information would damage the national interest of China;  
    (7)   Th e provision of information may result in disclosure of commercial secrecy;  
    (8)   Th e provision of information may result in a discrimination against the 

nationals or residents of China;  
    (9)   Th e information cannot be obtained through normal administrative proce-

dures in accordance with laws and regulations of China;  
   (10)   Th e information can be obtained by the contracting State through normal 

administrative procedures and with eff orts within the contracting State; and  
   (11)   Other situations that the SAT believes do not comply with the provision of 

exchange of information of tax treaty.     

 Where a tax bureau at provincial level or below needs the assistance of the competent 
authority of a contracting State in obtaining information for the implementation of 
the tax treaty or the domestic law involving the categories of tax relevant to the tax treaty, 
the tax bureau may request for an exchange of information. Such a request should be 
submitted to the SAT level-by-level. Th e request may include the following:   70   

   (1)   Obtaining or confi rming the existence of books and records that are retained 
by the other party of a transaction or a foreign branch and the other party or 
foreign branch is located in the contracting State;  

   (2)   Obtaining or confi rming the existence of the bank account number, amount of 
transaction, and payment records for a transaction between a taxpayer and a for-
eign company where the fi nancial institution is located in the contracting State;  

   (3)   Obtaining or confi rming the existence of the tax fi ling made by a party to a 
transaction where such party is located in the contracting State;  

   (4)   Obtaining the basic information about a taxpayer or another party to a 
 transaction with the taxpayer, or information related to an income received 
by the taxpayer where the information is located in the contracting State. Such 
information includes the actual address and resident status of an individual or 
a company, the registered address of a company, the shareholding information 
of a company;  

70  Article 11 of Guo Shui Fa [2006] No. 70. 
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    (5)   Th e confi rmation of the authenticity and legality of information relevant to 
tax that has been provided by a taxpayer;  

    (6)   Th e confi rmation of the relation between a taxpayer and its related enterprises 
in the contracting State and obtaining the basic information of such related 
enterprises, including the contracts, the articles of the association, fi nancial 
statements, tax returns, the audit report of the certifi ed public accountant 
of the related enterprises that are not listed on a stock exchange, and the infor-
mation on transactions between the taxpayer and the related enterprises;  

    (7)   Obtaining the nature and amount of dividends, interest, royalties, proceeds 
from property transfer, allowances, bonuses, commissions, or other income 
items that were received by a taxpayer from the contracting State or paid by 
the taxpayer to the contracting State;  

    (8)   Confi rming the authenticity of the price and amount of a transaction between 
a taxpayer and a company in the contracting State;  

    (9)   Confi rming the authenticity of income or expenses reported by a taxpayer;  
   (10)   Confi rming the authenticity and legality of tax paid in the contracting State; 

and  
   (11)   Obtaining other information that is necessary for tax audit or tax administra-

tion collection and that may be retained in the contracting State.     

 Th e information obtained in tax information exchange from a contracting State can be 
used as a basis for tax collection in China. Such information can also be presented to the 
court in tax litigation. However, if the competent authority of a contracting State 
expressly requests that a prior consent be required for the use of information in litigation, 
such matter should be handled by the SAT with the competent authority of the contract-
ing State through mutual agreement procedures.   71  Furthermore, if a tax case is involved 
in criminal prosecution and the court needs to use the information obtained from a 
contracting State as evidence for a criminal off ense where the competent authority of a 
contracting State expressly requires a prior consent for this use of information, then the 
tax authority should inform the court and report to the SAT and the SAT will consult 
with the competent authority of the contracting State to determine the scope and degree 
of use of the information.   72  

 Tax information is treated as confi dential information. Th e information can be classi-
fi ed into three levels based on the degree of secrecy, “confi dential,” “very confi dential,” 
and “strictly confi dential.” Tax information generally should be classifi ed as “confi den-
tial.” Where the information is related to a tax evasion, a tax fraud, or other acts seriously 
violating tax law, or where the competent authority of a contracting State has special 

71  Article 13 of Guo Shui Fa [2006] No. 70. 
72  Article 15 of Guo Shui Fa [2006] No. 70. 
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requirements for confi dentiality, such information should be classifi ed as “very confi den-
tial.” Where the tax information includes important State secrets, the disclosure of which 
would harm national security or very important State interests, such information should 
be classifi ed as “strictly confi dential.”   73  Generally speaking, the confi dential periods for 
“confi dential,” “very confi dential,” and “strictly confi dential” information are ten years, 
twenty years, and thirty years, respectively.   74  Th e tax authorities may notify a relevant 
taxpayer, a withholding agent, or other relevant parties of the purpose of information 
exchange, the source of information, and the content of information; they may also pro-
vide the above information to the government offi  ce or personnel who are in charge of 
administration of tax covered by the tax treaty. Th e tax authorities should inform the 
agency or personnel receiving information of the obligation to keep information confi -
dential. However, a tax authority cannot, without the approval of the SAT, provide the 
information to the taxpayer, withholding agent or other relevant party if the taxpayer, 
withholding agent, or other relevant party is suspected of committing a tax crime and the 
provision of information would aff ect the case investigation, or if the contracting State 
requires that the source and content of information should not be disclosed to the tax-
payer, withholding agent, or the other relevant party.   75  When the information is used as 
evidence in litigation, the tax authority may request of the court that the evidence not be 
produced in a public hearing in accordance with the Law of Administrative Procedures.   76  
Unless otherwise provided in an applicable tax treaty, the tax authorities cannot forward 
or disclose the information obtained from exchange to other agencies or personnel who 
are not related to tax administration. If the State audit department, discipline inspection 
agencies, and the departments against fi nancial crimes require relevant tax information, 
the tax authorities may provide the information to those agencies only upon the approval 
of the SAT.   77  Th e tax authorities cannot disclose the source and content of tax informa-
tion in a written tax document such as a notice, public notice, a decision on tax treat-
ment, and a decision on tax penalty.   78      

    10.12  How to Obtain Treaty Benefi ts   

 For a long period of time, China had fl exible procedures for claims for treaty benefi ts. 
Th e SAT issued a form for the claims for tax exemption or reduction of tax rate under 
tax treaties; some circulars provided the requirements for resident certifi cates issued by 

73  Article 17 of Guo Shui Fa [2006] No. 70. 
74  Article 18 of Guo Shui Fa [2006] No. 70. 
75  Article 27 of Guo Shui Fa [2006] No. 70. 
76  Article 28 of Guo Shui Fa [2006] No. 70. 
77  Article 29 of Guo Shui Fa [2006] No. 70. 
78  Article 30 of Guo Shui Fa [2006] No. 70. 
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competent authorities of treaty countries. However, there was a lack of specifi c proce-
dures for the claims for treaty benefi ts. Th e practice varied in diff erent locations. Tax 
authorities in many locations sometimes allowed the application of a treaty provision 
without formal resident certifi cation, and instead based their decisions on information 
from documents such as business license and contracts. In August 2009, the SAT issued 
Administrative Measures for Claims for Tax Treaty Benefi ts by Non-residents (Trial 
Implementation),   79  which provided guidelines for application, fi ling, and review proce-
dures for claims for tax exemption or reduced tax rates under double taxation treaties. 
Th e measures apply to the tax liabilities occurred on or aft er October 1, 2009. It also 
applies to a tax liability that occurred prior to October 1, 2009 and for which the claim 
for treaty benefi ts is made on or aft er October 1, 2009. Th e Measures govern the imple-
mentation of all tax treaty benefi t claims except for those provided under international 
transportation provisions of tax treaties.    

    10.12.1  claims for treaty benefits for dividend, interest, royalty, 
and gains on transfer of properties   

 To enjoy a tax exemption or reduced tax rate under treaty provisions concerning divi-
dends, interest, royalty, and gains on transfer of properties, a non-resident must apply to 
and obtain specifi c approval of the relevant tax authorities for such benefi ts. A taxpayer 
must submit the following documents to the tax authority:   80   

   (1)   An application form, Non-resident’s Claim for Treatment under Double 
Taxation Agreement (for Approval). Th e form includes the taxpayer’s basic 
information and the information concerning the transaction for which the 
taxpayer claims treaty benefi t, including the type of income, tax withholding 
agent information, applicable treaty provision, reasons for enjoying treatment 
under the treaty, and a disclosure as to whether the transaction is a related party 
transaction.  

   (2)   Personal Information of Non-residents Claiming Treatment under Double 
Taxation Agreement, a form that requires various information concerning 
qualifi cation of resident status. Th e taxpayer must provide specifi c legal basis 
for its claim for treaty benefi ts. For an enterprise taxpayer, it is also required to 
disclose the nature of business, description of major projects and business in the 
treaty country for the last year, the total amount of gross income arising in the 
treaty country in the past year, the number of employees in the treaty country, 

79  Administrative Measures for Claims for Tax Treaty Benefi ts by Non-residents (Trial Implementation), Guo 
Shui Fa [2009] No. 124, issued by the SAT on August 24, 2009 and eff ective on October 1, 2009. 

80  Article 9 of Guo Shui Fa [2009] No. 124. 
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and all direct or indirect 10-percent shareholders of the taxpayer. Th e taxpayer 
also needs to disclose transactions with and payments to related parties in 
jurisdictions other than China and the taxpayer’s resident country (claimed 
treaty country) with respect to payment for transactions on loans, franchise 
and licensing, provision of technical or managerial services, and property 
alienation.  

   (3)   A resident certifi cate issued by the competent authority of treaty country or 
region. Th e resident certifi cate must be dated on or aft er January 1 of the year 
immediately prior to the year of application.  

   (4)   Documents that evidence the taxpayer’s right to the payment such as property 
ownership certifi cate, contract, agreement, payment voucher, or certifi cate 
issued by an intermediary or notary agent.  

   (5)   Other documents which may be required by the tax authorities in relation to 
claim for treatment under double taxation agreement.     

 If a taxpayer previously provided some of the above documents to tax authorities, the 
taxpayer does not need to resubmit the same documents. However, the taxpayer must 
state the offi  ce name of the tax authorities that previously accepted the document and the 
time of acceptance.   81  Th is exemption for fi lings with a tax authority is only available if 
the documents were previously provided to the same tax bureau in charge. For the appli-
cation for treaty benefi t with diff erent tax bureaus in charge, the documents should be 
submitted to the tax bureaus separately.   82  Th e application can be made before a payer 
makes a payment to the non-resident. If a non-resident who is eligible for treaty benefi ts 
paid tax at the normal rate according to domestic law, the non-resident may apply for 
treaty benefi ts and claim a tax refund within three years from the date of tax payment.   83  

 A non-resident should submit the application to the tax authority in charge, which 
generally is the district, county, or city tax bureau in charge of the payer. However, not 
all of those tax bureaus have the right to approve an application for treaty benefi ts. Tax 
bureaus at provinces, municipalities, autonomous regions, and the cities specifi cally 
designated in the State plan can designate certain tax bureaus as approval authorities 
within their jurisdictions based on the availability of resources and work loans within 
their jurisdictions.   84  . If a tax bureau in charge is not an authorized bureau, it will forward 
the application to the authorized tax bureau. An authorized tax bureau may delegate a 
lower level tax bureau to investigate and confi rm relevant information. If the application 

81  Article 9 of Guo Shui Fa [2009] No. 124. 
82  Article 3 of Supplemental Notice on Relevant Issues Concerning Administrative Measures for Claims for Tax 

Treaty Benefi ts by Non-residents (Trial Implementation), Guo Shui Han [2010] No. 290, issued by the SAT on 
June 21, 2010. 

83  Article 21 of Guo Shui Fa [2009] No. 124. 
84  Article 8 of Guo Shui Fa [2009] No. 124. 
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materials submitted by a taxpayer are not accurate or is incomplete, the tax authority 
should notify the taxpayer; the taxpayer should be allowed to make correction or provide 
additional information.   85  However, the tax authority can decide not to accept the appli-
cation if the taxpayer cannot provide necessary information within ninety days of the tax 
authority’s notice without proper reasons.   86  An authorized tax bureau should approve or 
reject the application within a prescribed review period. Th e review period is twenty 
working days if the approval authority is a tax bureau at district and county level, thirty 
working days if the approval authority is a tax bureau at prefecture and city level, and 
forty working days if the approval authority is a tax bureau at provincial level. If the tax 
authority cannot make a decision within the above review period, it can extend the review 
period an additional ten working days upon the approval of the tax bureau head and 
upon the delivery of a written notice to the taxpayer. If the tax bureau has not issued a 
written notice to the taxpayer within the allowed review period, including extension of 
time, the bureau is deemed to have approved the treaty benefi t claim.   87  If an authorized 
tax bureau is not able to determine whether the non-resident can enjoy a treaty benefi t, it 
may notify the taxpayer in writing of temporarily not granting treaty benefi ts and reasons 
therefor. In such situations, the tax bureau must report it to the higher-level tax bureau 
and, if necessary, commence mutual agreement or information exchange procedures with 
the relevant treaty country or region.   88  

 An approval for treaty benefi t item is valid for three calendar years (i.e., the remaining 
period of current year plus following two following calendar years) for the same non-
resident and same type of benefi t under the same tax treaty.   89  For example, if a foreign 
company receives an approval for a reduced withholding tax rate on a dividend payment 
made by a resident enterprise under a tax treaty, the foreign company can enjoy the 
reduced rate for subsequent dividend payments from the same resident enterprise within 
the valid period without additional application. However, the foreign company must 
separately apply for the enjoyment of reduced tax rate if it receives dividends from another 
resident enterprise. Similarly, if a foreign company obtains approval for reduced tax rate 
on interest on a loan paid by a resident enterprise, the benefi t approved only applies 
to the interest on the same loan within the valid period. Th e foreign company must 
separately apply for treaty benefi ts for interest income if it subsequently makes addi-
tional loans to the same resident enterprise. For royalties, the approved benefi t only 
applies to the royalty payments under the same licensing agreement. In addition to the 
initial application and approval, during the implementation of a treaty benefi t approval, 

85  Article 14 of Guo Shui Fa [2009] No. 124. 
86  Article 15 of Guo Shui Fa [2009] No. 124. 
87  Article 16 of Guo Shui Fa [2009] No. 124. 
88  Article 17 of Guo Shui Fa [2009] No. 124. 
89  Article 10 of Guo Shui Fa [2009] No. 124. 
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the taxpayer or withholding agent must fi le a form, Report of Implementation of 
Non-resident’s Treatment Upon Approval under Double Taxation Agreement, to report 
the actual implementation status.   90      

    10.12.2  claims for benefits under other treaty provisions   

 To enjoy treaty benefi ts other than those for dividend, interest, royalty, and gains 
on transfer of properties, a non-resident does not need to obtain a specifi c approval. 
However, prior to a tax liability at the time of tax fi ling, the non-resident or a withhold-
ing agent must fi le an information reporting form, Non-resident’s Claim for Treatment 
under Double Taxation Agreement, together with a resident certifi cate issued by the 
competent authority of treaty country or region and other documents that may be required 
by the tax authorities.   91  Th e resident certifi cate must be dated on or aft er January 1 of the 
year immediately prior to the year of fi ling. 

 According to China tax treaties, the business profi ts of a foreign enterprise from a 
treaty country generally will not be taxable in China unless the foreign enterprise has a 
permanent establishment in China and the business profi ts are derived from the perma-
nent establishment. A “permanent establishment” is a fi xed place of business through 
which the business of an enterprise of a treaty country is wholly or partly carried on. For 
the provision of services by a foreign enterprise in China, the foreign enterprise will 
be considered having permanent establishment in China if the service activates by the 
foreign enterprise through employees or other personnel engaged by the foreign enter-
prise continue within China for a certain period of time. Most treaties provide for a 
period or periods aggregating more than six months within any twelve-month period. 

 Many foreign companies from treaty countries provide services in China, which may 
include undertaking engineering or installation projects, performing technical service 
contracts, and providing various consulting services. According to Guo Shui Fa [2009] 
No. 124, the claims for benefi ts under treaty provisions concerning business profi ts and 
permanent establishment do not require an approval and are only required for fi ling 
of the above information with the tax authority in charge. However, a tax certifi cate 
is required for remittance of foreign exchange of more than USD30,000. If a foreign 
company claims for tax exemption because its activities do not constitute a permanent 
establishment in China, the tax authority in charge most likely will conduct a substantial 
review of fi ling documents for treaty benefi t claim before issuing a tax clearance certifi -
cate. As it is not clear how to count for the six-month (or more number of months in 
some treaties) period under the current tax law and regulations, it may not be easy for 
the tax authorities to agree to the non-permanent establishment position of the foreign 

90  Article 18 of Guo Shui Fa [2009] No. 124. 
91  Articles 11 and 12 of Guo Shui Fa [2009] No. 124. 
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company in some situations. Accordingly, it may be diffi  cult to implement “merely fi ling 
for records” as provided in the tax circular in those situations.     

    10.12.3  record retention, examination, and penalties   

 If a taxpayer has enjoyed tax treaty benefi ts, the taxpayer and withholding agent must 
maintain documents and records in relation to the treaty benefi t claims for at least ten 
years.   92  Taxpayers and withholding agents are required to report if the information fi led 
changes subsequently. If such change does not aff ect a taxpayer’s continuing to enjoy the 
treatment under the applicable treaty, the taxpayer can continue to do so. If the change 
of information aff ects its claim for treatment under the applicable tax treaty, the tax-
payer should re-apply or re-fi le according to Guo Shui Fa [2009] No. 124. If the change 
of information results in ineligibility for treaty benefi t, the taxpayer should stop claiming 
for the treaty benefi t and pay tax in accordance with domestic law and regulations.   93  

 Th e tax authorities may randomly select taxpayers (for both approved cases and 
information fi ling cases) for review and reconfi rmation of eligibility of treaty benefi ts. 
Th e scope of review includes (1) whether the non-resident obtained the tax benefi t by 
not disclosing relevant information or providing false information; (2) whether a non-
resident correctly performed its obligations when treaty application conditions change; 
(3) whether a non-resident has enjoyed treaty benefi ts without proper application or 
fi ling; (4) whether the approval authority has appropriately carried out its duty of approval 
and the whether the approval is correct; and (5) whether there are other non-compliance 
issues.   94  

 If the tax authority in charge fi nds that a non-resident has enjoyed treaty benefi ts 
without performing the appropriate obligations, it should make a decision to not allow 
the resident to enjoy the treaty benefi ts if one or more of the following situations exist:   95   

   (1)   Th e non-resident has not applied for the benefi ts in accordance with Guo Shui 
Fa No. 124 or, although the non-resident applied, the tax authority has not 
approved or has been deemed to approve the application, and the taxpayer has 
not complied the notice of tax authority to correct its position within the 
period specifi ed by the tax authority without justifi able reasons;  

   (2)   Th e non-resident has not fi led a report for claiming the benefi ts in accordance 
with Guo Shui Fa No. 124, and the taxpayer has not complied the notice of tax 

92  Article 22 of Guo Shui Fa [2009] No. 124. 
93  Article 20 of Guo Shui Fa [2009] No. 124. 
94  Article 24 of Guo Shui Fa [2009] No. 124. 
95  Article 27 of Guo Shui Fa [2009] No. 124. 
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authority to make a correction within the period specifi ed by the tax authority 
without justifi able reasons;  

   (3)   Th e non-resident has not provided relevant documents in accordance with 
Guo Shui Fa No. 124, and the taxpayer has not complied the notice of tax 
authority to make a correction within the period specifi ed by the tax authority 
without justifi able reasons;  

   (4)   Th e taxpayer has not provided supplemental information as required by the tax 
authority within the period specifi ed by the tax authority without justifi able 
reasons;  

   (5)   Due to the change of circumstances, the non-resident should have stopped 
enjoying treaty benefi ts;  

   (6)   Upon the investigation and confi rmation by the tax authority, other situations 
that the resident should not have enjoyed treaty benefi ts.     

 In the above situations, the non-resident will be required to pay additional tax in 
accordance domestic law without treaty benefi ts. Late payment charge and penalties 
may also be imposed. For a failure to fi le necessary application and/or documents, the 
tax authority can impose a fi ne of not more than RMB 2,000; in a serious case, a fi ne of 
RMB 2,000 to RMB 10,000.   96  If false information is provided in application or informa-
tion fi ling, the tax authority may impose a fi ne equal to 50 percent to 500 percent of tax 
underpaid.   97  Th e tax authority may also impose on the withholding agent a fi ne equal 
to 50 percent to 300 percent of tax under-withheld.   98  In situations (1) through (4) above, 
the non-resident may, within three years of the settlement of additional tax, fi le necessary 
application and document and make necessary correction action as required by the tax 
authority. Aft er the tax authority confi rms that the non-resident is eligible for treaty 
benefi ts, the non-resident will regain the eligibility for treaty benefi ts. In such situation, 
the non-resident can obtain a refund of tax paid in excess of amount in accordance with 
the applicable tax treaty; however, the late payment charge, penalty, and interest are not 
refundable.   99                                                                                                                                                                                                                           

96  Article 32 of Guo Shui Fa [2009] No. 124; Article 62 of the Law of Administration of Tax Collection. 
97  Article 34 of Guo Shui Fa [2009] No. 124; Article 63 of the Law of Administration of Tax Collection. 
98  Article 34 of Guo Shui Fa [2009] No. 124; Article 69 of the Law of Administration of Tax Collection. 
99  Article 28 of Guo Shui Fa [2009] No. 124. 
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    11.1  General Principle

 “Transfer pricing” is a term of art referring to the prices charged for transactions between 
related parties. Prices charged for transactions between unrelated parties aft er bargain-
ing are commonly referred as to arm’s-length prices. Transfer pricing rules require that 
the transactions between related parties be conducted on the arm’s-length basis. Th e 
main objective of the transfer pricing rule is to prevent taxpayers from shift ing profi ts 
from a high-tax jurisdiction to a low-tax jurisdiction. Th e CIT Law authorizes the tax 
authorities to make adjustments using reasonable methods if a business transaction 
between an enterprise and a related party does not comply with the arm’s-length princi-
ple, thus reducing the taxable income or revenue of the enterprise or the related party.   1

“Th e arm’s-length principle” refers to the principle of adopting fair market prices and 
business norms for transactions carried out between non-related parties.   2 Th e Law of 
Administration of Tax Collection also authorizes the tax authorities to make the 
tax adjustment for related party transactions not in compliance with the arm’s-length 

1 Article 41 of the CIT Law.
2 Article 110 of the CIT Implementation Rules.
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principle.   3  On January 8, 2009, the SAT issued the Implementation Rules for Special 
Tax Adjustments (Trial Implementation).4  Th e rules have provided more detailed
guidance on the special tax adjustments, including, among others, transfer pricing, 
advanced pricing arrangements, and cost sharing agreements. Th e rules replace several 
tax circulars on transfer pricing previously issued and are retroactively eff ective from 
January 1, 2008. 

 Unlike transfer pricing rules in some other countries, China transfer pricing rules 
apply not only to cross-border transactions but also to transactions within China. Due to 
various tax incentives available under the CIT Law and the CIT Implementation Rules, 
the eff ective tax burdens of enterprises within China may be diff erent. Th e application 
of transfer pricing rules to the transactions between related parties within China is to 
prevent enterprises from artifi cially moving profi ts from high-tax burden enterprises to 
low-tax burden enterprises.

    11.2  Related Parties   

 Th e CIT Implementation Rules and the Implementation Rules for the Law of 
Administration of Tax Collection of the PRC5 broadly defi ne related parties.   6  Th e SAT 
further defi nes the related parties in the Implementation Rules for Special Tax 
Adjustments.7 According to these regulations, an enterprise is a related party to another 
enterprise, organization, or individual if one of the following conditions is met:  

   (1)   One party directly or indirectly owns at least 25 percent of the equity of 
another party, or a third party directly or indirectly owns at least 25 percent of 
both parties. In computing the indirect ownership, if a party owns 25 percent 
or more of an intermediate holding enterprise that in turn holds equity of 
another party, the full percentage of ownership of the intermediate holding 
enterprise in the other party is considered as the percentage of ownership of 
the party in the other party. For example, assume Company A owns 25 percent 

3 Article 36 of the Law of PRC on Administration and Collection of Tax, adopted by the Standing Committee 
of the NPC on September 4, 1992, amended by the Standing Committee on February 28, 1995 and April 28, 
2001. 

4 Guo Shui Fa [2009] No. 2.
5 State Council Order [2002] No.362, issued by the State Council on September 7, 2002 and eff ective on 

October 15, 2002. 
6 Article 109 of the CIT Implementation Rules; Article 51 of State Council Order [2002] No.362. 
7 Article 9 of Guo Shui Fa [2009] No. 2. 
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of Company B and Company B owns 25 percent of Company C, Company A 
will considered as owning 25 percent of Company C even though the actual 
indirect ownership of Company A in Company C is only 6.25 percent. Under 
this attribution rule, Company A and Company C are related parties.  

   (2)   One party takes a loan from another party (other than an independent fi nancial 
institution) in an amount equal to or more than 50 percent of the borrower’s 
actual paid-in capital, or 10 percent or more of the total debt is guaranteed by 
another party (other than an independent fi nancial institution).  

   (3)   At least half of the senior management personnel (including directors and 
managers) or at least one senior member of the board of directors who may 
control the board of one party is appointed by another party, or at least half 
of the senior management personnel (including directors and managers) or at 
least one senior member of the board of directors who may control the board 
of both parties is appointed by the same third party. “Managers” are not defi ned. 
Th ey should be senior management personnel rather than mid-level managers 
of enterprises. In practice, people commonly treat the president/general 
manager, vice president/deputy general manager, chief accountant, and other 
senior management personnel in the same level of as senior management of the 
enterprise.

   (4)   At least half of the senior management personnel (including directors 
and managers) of one party are also senior management of another party, or 
at least one senior member of the board of directors who may control the 
board of one party is also a senior member of the board of directors of another 
party.  

   (5)   Th e normal operation of production or business of one party is dependent 
on the industrial property or proprietary technology licensed by another 
party.  

   (6)   Th e sales or supplies of one party are primarily controlled by another party.
   (7)   Th e provision or receipt of services is principally controlled by another 

party.  
   (8)   One party has substantial control over the production, operation, and trading 

activities of another party, or both parties have other types of related benefi cial 
interest, including one party and the main shareholder of another party having 
common economic interest even though the shareholding presentment require-
ment of item 1 above is not satisfi ed, as well as family relations.

 Such broadly defi ned related parties have made many transactions subject to the 
transfer pricing rules. In practice, the tax authorities may not necessarily look at all 
the conditions above to identify related parties all the time, but the broad defi nition 
does give the tax authorities the power to make transfer pricing investigations on many 
transactions.     
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    11.3  Types of Transactions Covered   

 China transfer pricing rules cover a broad range of related party transactions. Th e 
Implementation Rules for Special Tax Adjustments lists four categories of related party 
transactions,   8  including:  

   (1)   Th e purchase, sale, transfer, and use of tangible assets. Th is category of 
transactions includes the purchase, sale, transfer, or lease of buildings and 
structures, and the means of transportation, machinery and equipment, tools, 
commodities, and products.

   (2)   Th e transfer and use of intangible assets. Th is category of transactions covers 
the transfer of ownership of land-use rights, copyrights, patents, trademarks, 
customer lists, distribution channels, brands, trade secrets, know-how, and 
industrial property such as industrial designs and utility models. Th is cate-
gory also covers the transactions for use of these intangibles, such as licensing 
activities.

   (3)   Financing. Th is category of transactions includes all kinds of long-term and 
short-term loans, guarantees, and all types of interest bearing advance pay-
ments and deferred payments.

   (4)   Th e provision of services. Th is category of transactions includes all kinds 
of services such as market survey, marketing, management, administration, 
technical, maintenance, design, consulting, agency, scientifi c research, legal, 
and accounting.

    11.4  Transfer Pricing Methodologies   

 Th e transfer pricing regulations prescribe various methods that can be used by the Chinese 
tax authorities when assessing whether related party transactions are in  compliance with 
the arm’s-length standard. Th ese methods include the Comparable Uncontrolled Price 
Method (CUP), the Resale Price Method (RPM), the Cost-Plus Method (CPLM), the 
Transactional Net Margin Method (TNMM), the Profi t Split Method (PSM), and other 
methods consistent with the arm’s length principle. Th e tax regulations do not give prior-
ity to any of the methods. Th e selection of a reasonable method should be based on 
a comparability analysis of major factors of a transaction such as the characteristics of 
assets and services, the function and risk of the transaction parties, contract terms, the 
economic environment, and business strategies. According to the Implementation Rules 

8 Article 10 of Guo Shui Fa [2009] No. 2. 
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for Special Tax Adjustments, these methods are usually applicable to the following types 
of related party transactions:

 Th e following sections outline the details of various transfer pricing methods as 
provided by the transfer pricing regulations.

    11.4.1  comparable uncontrolled price method   

 CUP refers to the pricing method based on a price for identical or similar business 
transactions conducted between non-related parties.9 According to the OECD transfer
pricing guidelines, the CUP method compares the price charged for property or ser-
vices transferred in a controlled transaction to the price charged for property or services 
transferred in a comparable uncontrolled transaction in comparable circumstances. 
If there is any diff erence between the two prices, this may indicate that the conditions 
of the commercial and fi nancial relations of the related parties are not arm’s-length, and 
that the price in the uncontrolled transaction may need to be substituted for the price 
in the controlled transaction. Th e CUP method requires a high degree of comparability 
of products and functions. Comparability analysis should be made in examining the 
diff erences in the characteristics of the transacted properties and services, in the contrac-
tual terms and economic environment between the related party transactions and unre-
lated party transactions.   10  Th e transfer pricing regulations provide those diff erences that
should be considered for diff erent types of transactions.

 For the purchase, sale, or transfer of tangible properties, the diff erences should be 
considered in four areas. Th e fi rst area is the process of the purchase, sale or transfer. 
Th is mainly includes the time and venue of the transaction, the terms of delivery, proce-
dures of delivery, terms of payment, quantity of the transaction, and time and venue of 

9 Article 111(1) of the CIT Implementation Rules.
10 Article 23 of Guo Shui Fa [2009] No. 2. 

  Method

Purchase,
sales, or 
transfer of 
tangible assets

 Use of tangible
assets

Transfer or use 
of intangible 
assets  Financing 

 Provision 
of services

 CUP √  √ √  √  √
 RPM √ 
 CPLM √  √  √  √
 TNMM √  √ √  √
 PSM √  √ √  √
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aft er-sale services. Th e second area is the stage of the purchase, sale or transfer. Th is mainly 
includes the stages of manufacturing, wholesale, retail, and export. Th e third area consists 
of the products, and mainly includes the name, brand, specifi cations, models, function, 
structure, appearance, and packaging,. Th e fourth area is the environment of the transac-
tion, which mainly includes local customs, consumer preferences, the degree of political 
stability, and the fi scal, tax, and foreign exchange policies.   11

 For the use of tangible assets, the diff erences should be considered in three areas. Th e 
fi rst area includes the functions, specifi cations, models, confi gurations, types, and method 
of depreciation of the assets. Th e second area encompasses the time, duration, and 
 location of using the assets as authorized in the transaction. Th e third area involves the 
investment expenditures and maintenance costs of the asset owner in relation to the 
assets.   12

 For the transfer or use of intangible assets, the diff erences should be considered in 
two areas. Th e fi rst area consists of the types, usage, applicable industries, and expected 
benefi ts of the intangible assets. Th e second area consists of the development costs, terms 
of transfer, exclusivity, the degree and duration of protection by applicable laws and regu-
lations of relevant countries, the costs and expenses of transfer, the functions and risks, 
and the substitutability of the intangible assets, etc.   13

 For fi nancing, the diff erences should be considered in the amount, types of currency, 
duration, guarantee, the credit rating of the borrower, the terms of payment, and the 
methods of interest calculation.   14

 For the provision of services, the diff erences should be considered in the nature of the 
service, technical requirements, professional profi ciencies, responsibilities assumed, 
forms and terms of payment, and direct and indirect costs.   15

 Th e CUP method is generally the most reliable measure of the arm’s-length results if 
transactions are identical or if only minor, readily quantifi able diff erences exist. Th e CUP 
method is applicable to all types of related party transactions. However, it is oft en  diffi  cult 
to fi nd comparable transactions between unrelated third parties since minor diff erences 
in the property transferred in the related and unrelated party transactions can have a 
material aff ect on price even though the business activities associated with the transac-
tions are suffi  ciently similar to generate the same overall profi t margin.

11 Article 23(1) of Guo Shui Fa [2009] No. 2.
12 Article 23(2) of Guo Shui Fa [2009] No. 2. 
13 Article 23(3) of Guo Shui Fa [2009] No. 2. 
14 Article 23(4) of Guo Shui Fa [2009] No. 2.
15 Article 23(5) of Guo Shui Fa [2009] No. 2. 
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    11.4.2  resale price method 

 RPM refers to the pricing method based on the resale price at which the goods purchased 
from related parties are sold to non-related parties minus the gross margin derived from 
identical or similar transactions.   16  Th e arm’s-length purchase price in RPM is computed
in the following formula:17

Arm’s length purchase price 
Resaleaa price to unrelated parties=

× ( )1 Gross margin of comparable unrelated party transaction1((
Gross margin of comparable unrelated party transaction

Gr= oss profit of comparable unrelated party transactiono

Net÷ sales of compaaa rable unrelated party transaction 100%×

 RPM also depends on the comparability of functions performed. It may become less 
reliable when there are diff erences between the controlled and uncontrolled transactions 
and the parties to the transactions, and those diff erences have a material eff ect on the 
attribute being used to measure the arm’s-length conditions. Th erefore, the  comparability 
analysis should be made by examining the diff erences between the related party transac-
tions and unrelated party transactions in functional and risk profi les, contractual terms, 
and other factors that might impact the gross margin. Th ese factors include sales, 
 marketing and service functions; inventory risk; value and useful life of machinery and 
equipment; value and use of intangible property, retail, or sales channels; business 
 experiences; accounting treatments; and management effi  ciency. Where there are  material
diff erences between the related party transaction and unrelated party transaction, 
 reasonable adjustments to gross margin should be made to account for such diff erences. 
If a reasonable adjustment is infeasible, other reasonable transfer pricing methods should 
be used. RPM is usually applicable to situations where resellers do not provide materially 
value-added processing such as change of shape, function, structure, and trademark of 
products, but only conduct simple processing activities or pure resale of goods.   18

    11.4.3  cost-plus method 

 CPLM refers to the pricing method based on cost-plus reasonable expenses and 
profi t margin.   19  Under CPLM, the arm’s-length price for related party transaction is the

16 Article 111(2) of the CIT Implementation Rules. 
17 Article 24 of Guo Shui Fa [2009] No. 2.
18 Article 24 of Guo Shui Fa [2009] No. 2.
19 Article 111(3) of the CIT Implementation Rules. 
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 reasonable cost of the related party transaction plus the gross profi t of a comparable 
 unrelated party transaction. Th e formula is as follows:20

Arm’s-length price 
Reasonable cost of related party transa= ctionc

× ( )Cost plus a g of comparable unrelated pa ty t a sact1 iCost plus margin of comparable unrelated party transact+ ioii n

Cost-plus margin of comparable unrelated party transaction
 Gross profit of comparable unrelated party transaction=

Cost of Good Sold of comparable unrelated party transacaa÷ tiont × 100%

 CPLM also depends on comparability of functions performed. Under the OECD 
transfer pricing guidelines, for the purposes of CPLM, an unrelated party transaction 
is comparable to a related party transaction only if the diff erences, if any, between the 
transactions being compared or between the enterprises undertaking those transaction 
do not materially aff ect the cost-plus margin or reasonably accurate adjustments can be 
made to eliminate the material eff ects of such diff erences. China transfer pricing rules 
take a similar approach. Th e tax regulations require that the comparability analysis should 
be made by examining the diff erences between the related party transactions and unre-
lated party transaction in functional and risk profi le, contractual terms, and other factors 
that might impact the cost-plus margin, such as manufacturing, processing, installation, 
and testing functions, market and foreign exchange risk, the value and useful life of 
machinery and equipment, the use and value of intangible property, business experiences, 
accounting treatments, and management effi  ciency. Where there are material diff erences 
between the related party transaction and unrelated party transaction, reasonable adjust-
ments to the cost-plus margin should be made to account for such diff erences. If a reason-
able adjustment is infeasible, other reasonable transfer pricing methods should be used. 
CPLM is usually applicable to the purchase/sale, transfer, and use of tangible properties 
between related parties, the provision of services by related parties, and related party 
fi nancing.   21

    11.4.4  transaction net margin method   

 TNMM refers to the method whereby the profi t is based on the net profi t level achieved 
from identical or similar business transactions conducted between unrelated parties.22

20 Article 25 of Guo Shui Fa [2009] No. 2.
21 Article 25 of Guo Shui Fa [2009] No. 2.
22 Article 111(4) of the CIT Implementation Rules.
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Th e profi t level indicators include return on assets, return on sales, full cost-plus rate   23 , 
Berry Ratio,24  and so forth.   25

 Th e tax regulations require that the comparability analysis should be made by examin-
ing the diff erences between the related party transactions and unrelated party transaction 
in functional and risk profi les, economic environment, and other factors that might 
impact the operating profi t, such as functions performed, risks assumed, assets employed, 
industry and market condition, business scale, economic cycle, product life cycle, and the 
allocation of cost, expenses, earnings, and assets among transactions, accounting treat-
ments, and management effi  ciency. Where there are material diff erences between the 
related party transaction and unrelated party transaction, reasonable adjustments to 
operating profi t should be made to account for such diff erences. If a reasonable adjust-
ment is infeasible, other reasonable transfer pricing methods should be used. TNMM is 
usually applicable to the purchase/sale, transfer, and use of tangible properties between 
related parties, the related party transfer of intangibles, and the provision of services by 
related parties.   26

    11.4.5  profit split method   

 PSM refers to the method whereby the consolidated profi t or loss of an enterprise and its 
related parties are split based on reasonable criteria.   27  PSM requires that the profi t be 
allocated to each related party according to the respective contribution of the party. 
Th ere are two types of PSM, general profi t split method and residual profi t split method. 
Th e general profi t split method splits profi t among related parties according to the 
 functions performed, risk assumed, and assets employed by each entity in the related 
party transactions. Th e residual profi t split method will fi rst identify the residual profi t 
by deducting routine profi t for each related party from the total consolidated profi t; then 
the residual profi t will be allocated according to each party’s contribution to the residual 
profi t. When applying PSM, special attention should be paid to investigating the 
 functions performed, risk assumed, and assets employed by each related party, allocation 
of cost, expense, earnings, and assets between related parties involved in the transaction, 
accounting treatments, and reliability of the information and assumptions used to 
 evaluate the contribution of each related party to the residual profi t. PSM is usually 

23 Full cost-plus rate = Operating profi t before fi nancial expenses/(Cost of good sold  +  Selling expenses  +  G&A 
expenses) .

24 Berry Ratio = Gross profi t/(Gross profi t–Operating income before fi nancial expenses). 
25 Article 26 of Guo Shui Fa [2009] No. 2. 
26 Article 26 of Guo Shui Fa [2009] No. 2.
27 Article 111(5) of the CIT Implementation Rules.
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applied in cases where the related party transaction is highly integrated and it is diffi  cult 
to evaluate the operating result in isolation.28

    11.5  Reporting and Contemporaneous Documentation

    11.5.1  annual filing 

 Th e CIT Law requires that when an enterprise fi les its annual CIT return, it submit a 
form for annual reporting of related party transactions along with its annual CIT return.   29

Th e form, Annual Report for Related Party Transactions for Enterprise,30 comprises nine 
forms. An enterprise is required to list each related party, including name, taxpayer 
 identifi cation number, country, address, legal representative, and the type of related party 
(e.g., by ownership, the control of board or management, the control of sales) with which 
the enterprise has had transactions for the fi ling year. Th e enterprise is also required to 
report each category of related party transactions, including product purchase, product 
sales, service income, service expenses, purchase of intangibles, sales of intangibles, sales 
of fi xed assets, purchase of fi xed assets, interest income, interest expenses, and various 
other payments to or from related parties. Th e enterprise also needs to disclose detailed 
information of equity investment in each foreign enterprise including the income 
 statement and balance sheet of invested foreign enterprise.     

    11.5.2  contemporaneous documentation   

 Enterprises are required to prepare and maintain contemporaneous documents regarding 
related party transactions for each taxable year.   31  However, enterprises that meet one of 
the following conditions are exempted from preparing contemporaneous documents:32

   (1)  Th e annual amount of related party purchase and sales is no more than RMB200 
million and the annual amount of other related party transactions is no more 
than RMB40 million. For contract processing activities, the amount of  purchase 
and sales is calculated based on the import and export customs declaration 
prices. For related party fi nancing, the amount of transaction is the amount of 
interest received and paid. Th e determination of the amount of related party 

28 Article 27 of Guo Shui Fa [2009] No. 2.
29 Article 43 of the CIT Law.
30 Guo Shui Fa [2008] No. 114, issued by the SAT on December 5, 2008.
31 Article 114 of the CIT Implementation Rules; Article 13 of Guo Shui Fa [2009] No. 2.
32 Article 15 of Guo Shui Fa [2009] No. 2. 



Reporting and Contemporaneous Documentation  327

transaction for this purpose excludes the amount covered by cost sharing agree-
ment or advance price agreement eff ective in that year; 

   (2)  Related party transactions are covered under eff ective advance pricing agree-
ment; or

   (3)  An enterprise with foreign equity interest of 50 percent or lower and the related 
party transactions only incur among enterprises within China.

 Th e Implementation Rules for Special Tax Adjustments provide detailed requirements 
for contemporaneous documentation on related party transactions. Th e documents 
required mainly include the following:   33

   (1)  Organizational structure. Th e documentation regarding organizational 
structure should include: (1) the organizational structure of the group that the 
enterprise is affi  liated with, and the shareholding structure of the group; (2) the 
development and change of relationships between the enterprise and its related 
parties; (3) the information of related parties with which the enterprise 
conducted transactions, including the name, legal representative, directors and 
senior management personnel, registered address and place of actual business 
of the related enterprises, and the name, nationality, residency, and family 
members of the related individuals, identifying the parties that had direct 
infl uence on the pricing of the related party transactions; and (4) the income 
tax information of each related party, including types of tax, tax rates, and 
eligible tax incentives.  

   (2)  Overview of business operations. Th e documentation regarding business 
operations of the enterprise should include: (1) the summary of the business 
of the enterprise, including an overview of development of the enterprise, 
industry brief, business strategy, the major economic and legal issues aff ecting 
the enterprise and the industry such as industry policies and restrictions, and 
the group supply chain and the position of the enterprise in the supply chain; 
(2) the composition of the main business of the enterprise, the revenue of the 
main business and its percentage in the enterprise’s total revenue, and the profi t 
of the main business and its percentage of the total profi ts of the enterprise; 
(3) the analysis of position of the enterprise within the industry and the analysis 
of relevant market competition environment; (4) the internal organizational 
structure of the enterprise, the information concerning functions performed, 
risks assumed, and assets employed by the enterprise and related parties in 
related party transactions. A form, Functional and Risk Analysis for Enterprise, 
should be completed accordingly; and (5) the group’s consolidated fi nancial 

33 Article 14 of Guo Shui Fa [2009] No. 2. 
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statements which may be subsequently prepared according to the fi scal year of 
the group but should be prepared and included no later than December 31 
following the related party transaction year.

   (3)  Related party transactions. Th e information of related party transactions 
should include: (1) the types, participants, timing, amount, settlement cur-
rency, and contractual terms of the related party transactions; (2) the transac-
tion model, any changes during the year, and the reasons for such change; (3) 
the  operational fl ows of related party transaction, including information fl ow, 
fl ow of goods, and cash fl ow of each step of the transaction and the fl ow com-
parison between related party transactions and unrelated party transactions; 
(4) the intangible assets involved in related party transactions and their impact 
on pricing; (5) the copies of contracts for related party transactions and a 
description of contract implementation status; (6) an analysis of major eco-
nomic and legal factors that impact the pricing for related party transactions; 
and (7) the allocation of  revenues, costs, expenses, and profi ts between related 
party transactions and unrelated party transactions. If these cannot be directly 
allocated, a reasonable apportionment can be made and the percentage of 
apportionment and reasons should be provided. A form, Annual Financial 
Analysis on Related Party Transactions for Enterprises, should be completed 
accordingly.

   (4)  Comparability analysis. Comparability analysis should include: (1) factors 
considered in the comparability analysis, including the characteristics of assets 
and services involved in the transaction, the functions performed and risks 
assumed by each party to the transaction, contract terms, economic environ-
ment, and business strategies; (2) the information concerning functions 
 performed, risks assumed, and assets employed by comparable enterprises; 
(3) the descriptions of comparable transactions including, for example, for 
tangible assets: the physical characteristics, quality, and effi  cacy of the assets; 
for fi nancing activities: interest rates, amount of fi nancing, currency, duration, 
guarantees, credit ratings, terms of repayment, and methods of interest compu-
tation; for services: the nature and extent of services; for intangibles: the types 
of assets and forms of transaction, and the right and benefi ts of using the intan-
gible assets acquired from the transaction; (4) the source, selection criteria and 
rationale for the comparable information; and (5) adjustments to comparable 
data and the reasons for such adjustments.

   (5)  Transfer pricing methods. Th e documentation regarding the selection and 
application of transfer pricing methods should include: (1) the selection of 
transfer pricing method and the reasons for such selection; if an enterprise 
selects the profi t-based method, it must explain its contribution to group 
overall profi t or residual profi t; (2) how comparable data can support the 
selection of transfer pricing method; (3) the assumptions and judgments made 
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in determining the price or profi ts of comparable uncontrolled prices or  profi ts; 
(4) the determination of the price and profi ts of comparable uncontrolled 
prices or profi ts by applying reasonable transfer pricing methods and the results 
of the comparability analysis and justifi cation that such determination is in 
compliance with the arm’s length principle; and (5) other information to 
support selected transfer pricing methods.     

 Enterprises should complete the contemporaneous documentation on or before May 
31 following the year in which the related party transactions take place.34  Th e completion 
of contemporaneous documentation for related party transactions for 2008, however, 
can be postponed to December 31, 2009.   35 Th e document should be prepared in Chinese.
If the original documents are in a foreign language, a Chinese translation should be 
 provided.36  Upon the request of tax authorities, an enterprise should submit the contem-
poraneous documents within twenty days.   37  Th e documents submitted to the tax author-
ities must be affi  xed with a corporate seal of the enterprise and signed by the legal 
representative of the enterprise or a person authorized by the legal representative. 
Th e source of cited information in the documents should be indicated.   38 Enterprises 
should retain the contemporaneous documentation for ten years from June 1 following 
the  transaction year.39  If an enterprise changes its tax registration or performs tax
de- registration due to a merger or de-merger, the surviving enterprises should maintain 
the pre- reorganization contemporaneous documentation.40

    11.6  Transfer Pricing Audit and Adjustment   

 Th e Implementation Rules for Special Tax Adjustments provide the procedures and 
requirements of transfer pricing investigations conducted by the tax authorities. According 
to the Implementation Rules for Special Tax Adjustments, the following enterprises will 
be key targets of transfer pricing audits:   41

   (1)  Enterprises that have a large volume or many types of related party transactions 
or have multiple types of related party transactions;  

34 Article 16 of Guo Shui Fa [2009] No. 2.
35 Article 116 of Guo Shui Fa [2009] No. 2.
36 Article 19 of Guo Shui Fa [2009] No. 2. 
37 Article 16 of Guo Shui Fa [2009] No. 2.
38 Article 17 of Guo Shui Fa [2009] No. 2. 
39 Article 20 of Guo Shui Fa [2009] No. 2. 
40 Article 18 of Guo Shui Fa [2009] No. 2.
41 Article 29 of Guo Shui Fa [2009] No. 2. 
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   (2)  Enterprises that report losses, marginal profi ts, or fl uctuating profi ts for 
extended periods;

   (3)  Enterprises whose profi t margins are lower than those of other enterprises in 
same industry;

   (4)  Enterprises whose profi t margins are obviously inconsistent with the functions 
performed and risk assumed;  

   (5)  Enterprises that transact with related parties established in tax havens;  
   (6)  Enterprises that fail to fi le or prepare required contemporaneous documenta-

tion; and
   (7)  Enterprises that are otherwise obviously not in compliance with the  arm’s-length 

principle.     

 Th e tax authorities may conduct desktop audits and fi eld audits. A desktop audit 
 usually is selected and conducted as part of daily tax collection and administration of the 
tax authorities. Th e desktop audit is to make an overall evaluation and analysis of an 
enterprise’s production and operational status and related party transactions mainly 
based on the enterprise’s historical annual tax returns, related party transactions report-
ing forms, and other tax related documents. Th e tax authorities may request that enter-
prises provide contemporaneous documents during desktop audits.   42 For a fi eld audit,
the tax authorities must issue formal Notice of Tax Audit to the taxpayer. Th e fi eld audit 
may include inquiry, review of accounting books and records, and on-site investigation.43

Th e tax authorities may, during a transfer pricing audit, request that the audited enter-
prise, related parties, and other parties that are relevant to the related party transactions 
provide information. Th e tax authorities may verify the information provided by the 
audited enterprise, related parties, and comparable enterprises through approaches such 
as fi eld investigation, assistance from other tax authorities via letter request, and  searching 
information from public sources. If overseas information is needed, the tax authorities 
may either initiate the information exchange procedures specifi ed in the relevant tax 
 treaties or investigate the collected relevant information through the overseas organiza-
tions of Chinese government. Th e tax authorities may request that the information 
related to overseas-related parties be notarized by public notary.44  Th e tax authorities
may use both public and non-public information when analyzing the related party 
 transactions.   45

 Where the related party transactions of an enterprise are proved to be in line with the 
arm’s length principle aft er an audit, the tax authorities should conclude the tax audit and 

42 Article 31 of Guo Shui Fa [2009] No. 2. 
43 Article 32 of Guo Shui Fa [2009] No. 2.
44 Article 36 of Guo Shui Fa [2009] No. 2. 
45 Article 37 of Guo Shui Fa [2009] No. 2. 
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issue a Notice on Special Tax Audit Conclusion to the enterprise.46 Where the tax audit 
reveals that an enterprise’s related party transactions are not in line with the arm’s-length 
principle and result in reduction of taxable revenue or taxable income, the tax authorities 
can make a transfer pricing adjustment. Th e tax authorities should fi rst propose a prelimi-
nary tax adjustment plan based on the calculation, evaluation, and comparability analysis 
made by the tax authorities. Th e tax authorities should then consult and discuss the 
 preliminary adjustment plan with the taxpayer. Where the enterprise disagrees on the 
 preliminary adjustment plan, it should provide further information during the period set by 
the tax authorities. Th e tax authorities will verify the information carefully and make timely 
deliberation and decision. Th e tax authorities then will issue a Preliminary Special Tax 
Audit Adjustment Notice. If the enterprise disagrees with the preliminary adjustment 
notice, it must inform the tax authorities in writing within seven days of receiving the 
notice. Th e tax authorities should negotiate and deliberate again aft er receiving the enter-
prise’s submission. If the enterprise does not submit the written reply within the time limit, 
the enterprise may be deemed to have agreed with the preliminary adjustment notice. 
Finally, the tax authorities will make a fi nal determination of fi nal adjustment and issue 
a Special Tax Audit Adjustment Notice to the enterprise.   47  Th e enterprise must pay the
tax and interests due within the specifi ed period aft er receiving the Special Tax Audit 
Adjustment Notice.   48 If the enterprise disagrees with the adjustment, it may proceed
with review and appeal process. Th e procedures of review and appeal are discussed in 
Chapter 15.

 Th e Implementation Rules for Special Tax Adjustments provide specifi c guidance to 
transfer pricing tax audit and adjustment for some special situations. Where the related
party transactions are between domestic parties with the same actual tax rate, in  principle, 
the tax authorities should not conduct a transfer pricing audit or make a transfer pricing 
adjustment, as long as the transaction does not directly or indirectly result in the  reduction 
of tax revenue as a whole.49  When the tax authorities analyze and evaluate an enterprise’s 
related party transactions, in principle the diff erence in operating profi t caused by 
 operating assets diff erences between the enterprise and the comparable enterprises should 
not be adjusted. If an adjustment is necessary, it must be reported to and approved by the 
SAT.   50  If an enterprise engages in processing manufacturing under the orders of related 
parties and does not perform functions such as operational decision making, product 
R&D, and sales, the enterprise should not bear the risks and losses associated with the 
wrong decisions, low capacity utilization, or sluggish sales, and should normally maintain 

46 Article 42 of Guo Shui Fa [2009] No. 2.
47 Article 43 of Guo Shui Fa [2009] No. 2. 
48 Article 44 of Guo Shui Fa [2009] No. 2.
49 Article 30 of Guo Shui Fa [2009] No. 2. 
50 Article 38 of Guo Shui Fa [2009] No. 2.
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a certain level of profi t. If such enterprise incurs loss, the tax authorities should select 
appropriate comparable prices or comparable enterprises to determine a profi t level based 
on economic analysis.51  Where payments between an enterprise and its related parties are
off set, the tax authorities will in principle restore the transactions and evaluate each 
related party transaction separately when conducting a comparability analysis and making 
adjustments.52  When the tax authorities analyzes and evaluates the profi tability of an
enterprise by using the quartile method, if the profi t level of the enterprise is lower than 
that the median of the range of profi tability established by comparable enterprises, in 
principle the tested enterprise’s profi t should be adjusted to a level not lower than the 
median of the range established by the comparable enterprises.   53

 If the tax authorities make a tax adjustment for an enterprise as a result of a transfer 
pricing audit, the enterprise will be placed on the watch list for a fi ve-year follow-up 
supervision period following the last adjustment year. During this follow-up supervision 
period, the enterprise is required to submit contemporaneous documentation for each 
year to the tax authorities on or before June 20 aft er each year-end. Th e tax authorities 
will analyze and evaluate the following key contents based on the contemporaneous 
 documents and tax fi ling information:

   (1)  Th e investment and business operation conditions of the enterprise and their 
changes;

   (2)  Th e changes in amount of tax reported by the enterprise;
   (3)  Th e changes in the result of business operations of the enterprise; and  
   (4)  Th e changes in related party transactions of the enterprise.     

 During the follow-up supervision period, if the transfer pricing of the enterprise is 
found abnormal, the tax authorities will communicate with the enterprise in time manner 
and request that the enterprise make self-adjustments, or conduct transfer pricing audit 
and adjustment.54.     

    11.7  Advance Pricing Arrangement (APA)

 An APA is a binding agreement between a taxpayer and the tax authorities to apply an 
agreed-upon transfer pricing methodology to specifi ed transactions between the  taxpayer 
and related parties. An APA is intended to resolve potential transfer pricing disputes in 
advance and to provide taxpayers with some certainty in planning their aff airs. Based on 

51 Article 39 of Guo Shui Fa [2009] No. 2.
52 Article 40 of Guo Shui Fa [2009] No. 2.
53 Article 41 of Guo Shui Fa [2009] No. 2. 
54 Article 45 of Guo Shui Fa [2009] No. 2.
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the number of jurisdictions involved, APAs can be classifi ed into three types: unilateral, 
bilateral, and multilateral. A unilateral APA refers to an arrangement solely between a 
taxpayer or taxpayers of a country and the tax administration of the country. A bilateral 
APA is based on the mutual agreement between the competent authorities of two tax 
administrations under the relevant treaty. A multilateral APA refers to the situation 
where there is more than one bilateral mutual agreement.

 Th e SAT has set forth procedures for obtaining an APA in the Implementation Rules 
for Special Tax Adjustments. An enterprise may apply for an APA if (1) its annual related 
party transactions total RMB40 million or more; (2) it has performed related party 
transaction fi lings in compliance with the law; and (3) it has prepared, maintained, and 
submitted contemporaneous documentation in accordance with the regulations.55  An
APA should be applied with the tax authorities at the level of city (with districts) and 
autonomous prefecture or above.56 If an APA involves tax authorities in two or more 
 diff erent provinces, autonomous regions, municipalities, or cities specifi cally designated 
in the state plan or involving both state tax bureaus and local tax bureaus, the SAT will 
organize and coordinate the negotiation and implementation of APA; the enterprise can 
express the intent of the APA in writing directly to the SAT.   57 An APA generally applies
to related party transactions occurring during the three to fi ve consecutive years aft er the 
year in which the formal APA application is fi led. Th e signing of an APA will not aff ect 
the tax authorities’ transfer pricing audit and adjustment of related party transactions for 
the years prior to the application fi ling. However, if the related party transactions in the 
fi ling year or prior years are the same or similar to those covered in the APA, the pricing 
principle and calculation method adopted in the APA can be retroactively applied to the 
fi ling year or prior years upon the approval of the tax authorities.   58  An APA automatically 
expires at the end of the APA term. Th e enterprise may apply for renewal of an APA 
ninety days prior to the expiration date of the APA.59  Both the tax authorities and the
enterprise should keep confi dential all the information obtained during the APA 
 process.   60  If the tax authorities and the enterprise fail to reach an APA, the non-factual 
information related to the enterprise such as proposals, reasoning, notions and  judgments 
obtained during the discussion and negotiation should not be used later in tax audits of 
the transactions covered by the aborted APA.61

55 Article 48 of Guo Shui Fa [2009] No. 2. 
56 Article 47 of Guo Shui Fa [2009] No. 2.
57 Article 58 of Guo Shui Fa [2009] No. 2.
58 Article 49 of Guo Shui Fa [2009] No. 2.
59 Article 57 of Guo Shui Fa [2009] No. 2.
60 Article 60 of Guo Shui Fa [2009] No. 2.
61 Article 61 of Guo Shui Fa [2009] No. 2.
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 An APA normally consists of six steps including pre-fi ling meetings, formal  application, 
review and evaluation, negotiations, the signing of agreement, and implementation and 
monitoring.62

 Step 1: Pre-fi ling agreement. 
 Prior to formally applying for an APA, an enterprise should request in writing for a 

pre-fi ling meeting. Upon such request, the tax authorities and the enterprise will conduct 
a meeting to discuss the feasibility of an APA. A pre-fi ling meeting may be conducted 
on an anonymous basis. Th e pre-fi ling discussions should cover (1) the tax years to be 
 covered by the APA; the related parties and the transactions to be covered in the APA; 
(3) the business operation of the enterprise in prior years; (4) the functional and risk 
analysis of related parties in the APA; (5) whether to retroactively apply the APA meth-
odologies to resolve issues in prior years; and (6) other issues that require explanation.63

 If an enterprise plans to apply for a bilateral or multilateral APA, the enterprise should 
make the pre-fi ling request to both the SAT and the tax authority in charge. Th e SAT will 
arrange for the pre-fi ling meeting. Th e discussions in a pre-fi ling meeting should cover, in 
addition to those for a pre-fi ling meeting of unilateral APA: (1) the status of pre-fi ling 
meeting applications to the competent tax authorities of corresponding country or region 
involved; (2) the historical business operations and related party transactions of the 
related parties which are relevant to the APA; and (3) Proposed pricing principle and 
calculation methods to be used in the APA submitted to the competent tax authorities of 
the treaty country.64

 If the tax authorities and the enterprise have reached an agreement through the 
 pre-fi ling meeting, the tax authorities will issue a Notice on Formal Negotiation of APA 
to the enterprise within 15 days of reaching such agreement. If no agreement is reached 
through the pre-fi ling meeting, the tax authorities should, within 15 days of the last 
 meeting, issue a Notice on Refusal of the Application of APA to deny the application, 
with an explanation included.65

 Step 2: Formal application
 Within three months aft er the enterprise has received the notice from the tax 

 authorities with respect to starting the formal APA negotiations, the enterprise should 
fi le a Formal APA Application to the tax authorities. For a bilateral or multilateral APA, 
the enterprise should submit both the Formal APA Application and the Application 
for Initiating Mutual Agreement Procedures to the SAT and the tax authorities in 
charge. Th e application should include: (1) a relevant group organizational chart and 
information about company structure, related parties relationships, and related party 

62 Article 46 of Guo Shui Fa [2009] No. 2. 
63 Article 50(1) of Guo Shui Fa [2009] No. 2. 
64 Article 50(2) of Guo Shui Fa [2009] No. 2.
65 Article 50(3) of Guo Shui Fa [2009] No. 2.
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transactions; (2) the fi nancial statements and information of products and assets 
 (including both intangible and tangible assets) of the enterprise for the prior three years; 
(3) the types of related party transactions involved and tax years to be covered by the 
APA; (4) the allocation of functions performed and risks assumed between each relevant 
related party and the basis of such allocations, such as establishments, personnel, expenses, 
and assets; (5) the applicable transfer pricing principles and calculation methods, the 
functional and risk analysis, comparability analysis and the critical assumptions that 
 support the proposed transfer pricing principles and calculation method; (6) market 
conditions including future trends and competition environment of the relevant  industry; 
(7) annual operation scale, profi t and loss forecasts, and business plans for the years to be 
covered by the APA; (8) the information of related party transactions and business 
 operations that are relevant to the APA and the fi nancial information such as profi t levels 
of such transactions and operations; (9) the issue of double taxation; and (10) any other 
related issues concerning relevant domestic and foreign laws and tax treaties.   66

 If the enterprise cannot submit the formal APA application within the three-month 
period for special reasons, the enterprise may request for an extension of time by fi ling 
an Extension for Submission of the Formal APA Application to the tax authorities. 
Th e special reasons include: (1) certain materials in particular need to be prepared; 
(2) there are technical issues to be addressed regarding materials to be submitted, such 
as translation; and (3) other non-subjective reasons. Th e tax authorities should issue a 
written replay on the extension request within 15 days of receiving the request. If the tax 
authorities have not replied within the prescribed period, the extension is deemed to be 
granted.   67

 Step 3: Review and evaluation 
 Within fi ve months of receiving a formal APA application, the tax authorities in charge 

will review and evaluate the APA application. During this review and evaluation, the tax 
authorities may request for additional information. If the tax authorities need more time 
for review and evaluation due to special reasons, the tax authorities will notify the enter-
prise through Notice on Extension for APA Evaluation. Th e extension should not be
longer than three months. Th e review and evaluation will mainly include the following:68

   (1)  Historical business operations. Th e tax authorities will analyze and evaluate 
documents and materials that refl ect the enterprise’s operational plan, future 
trends, and business scope with a focus on the feasibility analysis, investment 
budget and results, and decisions by the board of directors. Th e tax authorities 
will also conduct a comprehensive analysis of the relevant information that 

66 Article 51(1) of Guo Shui Fa [2009] No. 2. 
67 Article 51(2) of Guo Shui Fa [2009] No. 2.
68 Article 52 of Guo Shui Fa [2009] No. 2. 
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refl ects the enterprise’s operation performance, such as fi nancial statements and 
audit reports.  

   (2)  Functions and risks. Th e tax authorities will analyze and evaluate the respective 
functions performed by the enterprise and its related parties in supply, 
 production, transportation, sales, and R&D of intangible assets, and the risks 
assumed respectively with respect to inventory, credit, foreign exchange, and 
market.

   (3)  Comparable information. Th e tax authorities will analyze the domestic and 
overseas comparable pricing information provided by the enterprise to explain 
the material diff erences between the enterprise and the comparable enterprises, 
and adjustments should be made accordingly. If the tax authorities are unable 
to confi rm the reasonableness of the comparable transactions or operations, the 
tax authorities will ask the enterprise to provide additional documents to prove 
that the proposed transfer pricing principles and calculation method have fairly 
refl ected the related party transactions and the economic reality and can be 
supported by relevant fi nancial and operational data.  

   (4)  Critical assumptions. Th e tax authorities will analyze and assess the factors 
aff ecting the industry profi tability and the production of the enterprise and the 
degree of infl uence, and determine appropriate assumptions for the APA.

   (5)  Transfer pricing principles and calculation method. Th e tax authorities will 
analyze and evaluate whether and how the proposed transfer pricing principles 
and calculation method may be accurately applied to past, current, and future 
related party transactions and the fi nancial and operating results, and they are 
in compliance with the laws and regulations.  

   (6)  Expected range of arm’s-length price or profi t. Th e tax authorities will estimate 
the range of prices or profi t acceptable to both the tax authorities and the 
enterprise based on the further review and evaluation over the determined 
comparable price, profi t margin, and comparable transactions.     

 Step 4: Negotiations
 Within 30 days of forming the review and evaluation conclusions for a unilateral APA,

the tax authorities should start to negotiate with the enterprise. Aft er reaching consensus, 
the tax authorities should submit the draft  APA and evaluation report level-by-level to the 
SAT for its review and approval. For bilateral and multilateral APAs, the SAT will negoti-
ate with the competent tax authorities of the counterparty country or region, and the 
draft  APA will be prepared according to the negotiation memorandum if consensus can 
be reached. A draft  APA should mainly include the following provisions: (1) names, 
addresses, and relevant basic information about the related parties; (2) related party trans-
actions involved and years covered; (3) the comparable prices or transactions,  transfer 
pricing principles and calculation methods, and expected operating results adopted by 
the APA; (4) the defi nitions of terms related to the application of transfer pricing 
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 principles and calculation methods; (5) critical assumptions; (6) the obligations of the 
enterprise regarding annual reporting, maintenance of relevant records, and the notifi ca-
tion of change of assumptions; (7) validity of the APA and confi dentiality of the 
 documents and materials; (8) the responsibilities of both parties; (9) the amendment to 
the APA; (10) dispute resolution; (11) eff ective date; and (12) supplementary  provisions.69

 Step 5: Signing of agreement 
 For a unilateral APA, aft er the tax authorities and the enterprise have reached an 

 agreement on the draft  APA, the legal representatives or other persons authorized by the 
legal representatives of both sides will formally sign the APA. For bilateral or multilateral 
APA, aft er the SAT and the competent tax authorities of the counterparty country 
(or region) have reached an agreement on the draft  APA, the authorized representatives 
of the SAT and the corresponding competent tax authorities of other jurisdiction or 
 jurisdictions will formally sign the bilateral or multilateral APA. Th e local tax authorities 
in charge and the enterprise will sign the Implementation Agreement for Bilateral or 
Multilateral APA according to the bilateral or multilateral APA.70

 Upon the commencement of the formal negotiation, either the tax authorities or the 
enterprise may suspend or terminate the negotiation process before the APA is signed. 
For bilateral or multilateral APAs, the negotiation process may be suspended or termi-
nated subject to the consultation among tax authorities in charge of each side. If the 
negotiation process is terminated, the tax authorities and the enterprise will return all 
materials they received from each other during the negotiations.71

 Step 6: Implementation and monitoring 
 Th e tax authorities will establish a monitoring and administrative system to monitor the 

implementation of the APA. During the APA implementation period, the enterprise should 
keep complete documents, books, and records. Th e enterprise should provide the tax 
authorities with an annual report on the implementation of the APA within fi ve months of 
the tax year-end. Th e annual report should include a description of the operations and the 
status of compliance with the APA by the enterprise, including all the requirements of 
the APA. Th e annual report should also indicate whether the taxpayer wishes to revise or 
eff ectively terminate the APA. If there are certain  outstanding or forthcoming issues, the 
enterprise should explain such issues in the annual report in order to negotiate with the tax 
authorities regarding whether the APA should be revised or terminated.   72

 During the APA implementation period, the tax authorities will regularly (normally 
every half year) inspect the implementation by the enterprise. Th e inspection will cover: 
(1) whether the enterprise has abided by the terms and requirements of the arrangement; 

69 Article 53 of Guo Shui Fa [2009] No. 2. 
70 Article 54 of Guo Shui Fa [2009] No. 2. 
71 Article 55 of Guo Shui Fa [2009] No. 2. 
72 Article 56(1) of Guo Shui Fa [2009] No. 2. 
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(2) whether the materials and annual report provided by the enterprise for negotiating 
the APA refl ect the actual operations of the enterprise; (3) whether the materials and 
calculation method supporting the transfer pricing method are correct; (4) whether the 
critical assumptions are still valid; and (5) whether the application of the transfer pricing 
method by the enterprise is consistent with the critical assumptions. If the enterprise is 
found to have violations of the APA terms, the tax authorities will take necessary steps or 
even terminate the APA based on the circumstances. If the enterprise hides the facts 
or refuses to comply with the APA terms, the tax authorities should revoke the APA 
 retroactively to the fi rst year that the APA came into eff ect.   73

 During the APA implementation period, if the actual operating results of the  enterprise 
are outside of the range of expected prices or profi ts, upon approval by the immediate 
higher-level tax authorities, the tax authorities will adjust the enterprise’s operating results 
to ensure that the results are within the range of prices or profi ts as specifi ed in the 
 agreement. Under a bilateral or multilateral APA, the adjustments will ultimately be 
reported to the SAT for its review and approval.   74  During the APA implementation 
period, if there are any substantial changes aff ecting the APA, the enterprise should notify 
the tax authorities within thirty days of the occurrence of such changes. In the notifi ca-
tion, the enterprise should explain in detail the impact of the substantial changes on the 
APA and should also attach relevant supporting materials. If the enterprise cannot report 
in time due to non-subjective reasons, the enterprise may request for an extension for the 
notifi cation. Th e extension, however, will not exceed thirty days. Within sixty days aft er 
receiving the enterprise’s written request, the tax authorities will evaluate such a request 
and take necessary steps accordingly, including reviewing the changes, negotiating with 
the enterprise to revise the APA terms and relevant conditions, or, based on the extent of 
impact of such substantial changes on the implementation of the APA, take reasonable 
steps to revise or terminate the APA. Aft er the termination of the original APA, the tax 
authorities may re-negotiate and sign a new APA with the enterprise in accordance with 
the procedures and requirements of the regulations.75

 If the APA is jointly signed by the state tax bureau, local tax bureau, and the enterprise, 
the enterprise should submit the annual report and the report regarding substantial 
changes to both the state tax bureau and the local tax bureau. Th e state tax bureau and the 
local tax bureau will jointly inspect and review the implementation of the APA by the 
enterprise.   76  If an APA is negotiated and signed by the enterprise with the tax authorities,
as long as the enterprise abides by all the terms and requirements of the arrangement, 

73 Article 56(2) of Guo Shui Fa [2009] No. 2.
74 Article 56(3) of Guo Shui Fa [2009] No. 2. 
75 Article 56(4) of Guo Shui Fa [2009] No. 2.
76 Article 56(5) of Guo Shui Fa [2009] No. 2. 
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the state tax bureaus and the local tax bureaus of diff erent places should all implement the 
arrangement.   77

 In the implementation of the APA, if there is any disagreement between the tax 
authorities and the enterprise, both parties should try to resolve the disputes through 
negotiation. If the two parties cannot resolve their disputes through negotiation, the case 
may be brought to the tax authorities at the higher level; where a bilateral or multilateral 
APA is involved, the case should be submitted, level-by-level, to the SAT, and should 
be coordinated by the SAT. Where the higher-level tax authorities or the SAT makes a 
decision, the lower level of tax authorities should accept the determination. However, if 
the enterprise does not accept the decision, the APA should be terminated.78  Th e tax
authorities shall submit an offi  cial copy of a unilateral APA, an offi  cial copy of an imple-
mentation agreement of a bilateral or multilateral APA, or report any changes of APAs to 
the SAT, level-by-level, for records fi ling, within ten days on signing the APAs or agree-
ments with enterprises, or within twenty days on revisions or terminations of APAs.   79

    11.8  Cost-Sharing Agreement (CSA)

 A CSA is a framework, agreed-upon among enterprises, to share the costs and risks of 
developing, producing, or obtaining assets, services, or rights, and to determine the 
nature and extent of the interest of each participant in those assets, services, or rights. Th e 
CIT Law allows an enterprise to reach a CSA with its related parties on the sharing of 
the costs incurred for the joint development or transfer of intangible assets, or for the 
joint provision or receipt of services based on the arm’s-length principle.   80 Th e SAT has
 provided more detailed guidance on CSAs in the Implementation Rules for Special Tax 
Adjustments. 

 A CSA must satisfy the principle of matching costs with expected benefi ts.   81  Participants 
of a CSA that are entitled to the benefi ts of the joint development or  assignment of intan-
gible properties or participation of service activities should bear the corresponding costs 
of such activities. Th e costs borne by the related parties should be consistent with the costs 
spent by unrelated parties seeking those benefi ts under  comparable circumstances. 
Participants to a CSA are not permitted to be required to pay royalties for intangible 
assets developed or acquired under the CSA   82 An enterprise’s  benefi cial right associated 
with a CSA involving intangible assets or services should be based on reasonable and

77 Article 59 of Guo Shui Fa [2009] No. 2.
78 Article 62 of Guo Shui Fa [2009] No. 2. 
79 Article 63 of Guo Shui Fa [2009] No. 2.
80 Article 41 of the CIT Law. 
81 Article 112 of the CIT Implementation Rules.
82 Article 65 of Guo Shui Fa [2009] No. 2. 
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 measurable expected returns and should be based on reasonable business assumptions 
and operational conventions.83 A CSA involving services is generally applicable to group
 purchases and group marketing planning activities.   84

 A CSA mainly should include the following contents: (1) the names, country (region) 
of residence, related party relationships, and the rights and obligations of participants to 
the CSA; (2) the content and scope of intangible assets or services associated with the 
CSA and the responsibilities and tasks of participants; (3) the valid duration of the CSA; 
(4) the methodology and assumptions used for calculating the expected benefi ts for 
the participants; (5) the amount, form, and value determination method of the initial 
investment and subsequent additional costs paid by participants, as well as an explana-
tion justifying the compliance of the arm’s-length principle; (6) the accounting method 
adopted by the participants and explanation of changes to the accounting method; 
(7) the procedure for participants to join or exit the agreement; (8) the conditions and 
provisions for compensating payments between participants; (9) the conditions and 
 provisions for the amendment or termination of the CSA; and (10) the provisions for the 
use of a CSA outcome by non-participants.85

 CSAs must be fi led and approved by the tax authorities. An enterprise should 
submit a CSA to the tax authorities within thirty days of concluding the CSA. Th e tax 
authorities must report level-by-level to the SAT for approval to determine whether the 
CSA complies with the arm’s length principle.86  Enterprises may reach a CSA in the form
of an APA according to the APA procedures.87

 If a CSA has been implemented and has generated certain assets, a change in partici-
pants or the termination of the CSA must satisfy the arm’s-length principle. Th e new 
participant should make a reasonable buy-in payment for being entitled to benefi t 
from the existing outcome. Th e exiting participant should receive a reasonable buy-out 
payment for the transfer of benefi cial rights of the existing outcome to other participants. 
Th e benefi ts and cost sharing status of all participants will be adjusted accordingly as of 
any changes of participants. If a CSA is terminated, the participants should reasonably 
distribute the existing outcome upon the termination of CSA. If an enterprise fails 
to treat those events in accordance with the arm’s-length principle and thus reduces its 
taxable income, the tax authorities have the right to make adjustments.88

 During the implementation of a CSA, if the actual costs that the participants share do 
not match the actual benefi ts received, compensating adjustments should be made based 

83 Article 66 of Guo Shui Fa [2009] No. 2.  
84 Article 67 of Guo Shui Fa [2009] No. 2.  
85 Article 68 of Guo Shui Fa [2009] No. 2. 
86 Article 69 of Guo Shui Fa [2009] No. 2.
87 Article 73 of Guo Shui Fa [2009] No. 2 
88 Article 70 of Guo Shui Fa [2009] No. 2. 
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on the actual situation.   89  If a CSA is in compliance with the arm’s-length principle: (1) an 
enterprise can deduct the costs shared each year, in computing its taxable income, in 
accordance with the CSA during the eff ective period of the CSA; (2) the compensating 
adjustments shall be included in the taxable income in the year where adjustments are 
made; and (3) for the CSA involved in intangible properties, buy-in or buy-out payments, 
or the distribution upon the termination of the CSA will be treated as a purchase or 
 disposal of assets.90

 An enterprise participating in a CSA should prepare and maintain the contempo-
raneous documents as discussed in Chapter 11.5.2. During the enforcement period of 
the CSA, the enterprise also needs to prepare and maintain the following additional 
documents: (1) copies of the CSA; (2) other agreements reached among the CSA 
 participants for the implementation of the CSA; (3) the use of the outcome from the 
CSA by any parties which are not participants of the CSA and the amount or form of the 
payment made by them for using the outcome; (4) the information about the partici-
pants joining or exiting during the taxable year, including the name of the joining and 
exiting parties, their country (region) of residence, the associated party relationship, and 
the amount and form of the buy-in payment or buy-out compensation; (5) the amend-
ment to or termination of the CSA, including the reasons, the treatment or allocation of 
the existing CSA outcome; (6) the total cost and its breakdown arising from the CSA 
during the current taxable year; (7) the information about cost allocation to the partici-
pants during the current taxable year, including the amount, the form, and to whom the 
allocated costs were paid, and the amount, the form, and from whom the cost payments 
were received; and (8) a comparison of the expected benefi t and the actual results from 
the CSA, and the corresponding adjustments made during the current taxable year. 
During the enforcement period of a CSA, enterprises should fi le contemporaneous 
 documents specifi c to CSA with the tax authorities on or before June 20 of the following 
year for each taxable year regardless of whether the CSA was concluded in the form of an 
APA or not.   91

 Th e costs allocated to an enterprise under a CSA signed with its related parties will 
not be deductible for CIT purposes where: (1) the CSA does not have a bona fi de 
 commercial purpose or economic substance; (2) the CSA does not comply with the 
arm’s-length principle; (3) the allocation of costs and benefi ts does not comply with 
the cost and benefi t matching principle; (4) the enterprise has not fi led the CSA, or 
prepared, maintained, and provided contemporaneous documents with respect to the 

89 Article 71 of Guo Shui Fa [2009] No. 2.
90 Article 72 of Guo Shui Fa [2009] No. 2.
91 Article 74 of Guo Shui Fa [2009] No. 2.
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CSAs in accordance with the regulations; or (5) the enterprise’s future operational period 
is less than twenty years from the date when the CSA is signed.   92

    11.9  Corresponding Adjustments and International Negotiation

 Where a transfer pricing adjustment is made with respect to cross-border related party 
transactions and therefore increases the taxable income of an enterprise in one country, 
such unilateral tax adjustment will not automatically reduce the taxable income of the 
related party to the transaction in another country. As a result, the portion of profi ts of 
the transaction will be taxed by both countries. To void this double taxation, a corre-
sponding adjustment may need to be made with respect to the taxable income of the 
related party in the other country and thus reduce the taxable income of the related party. 
Such corresponding adjustments may also apply to domestic related party transactions, as 
China transfer pricing rules are applicable to related party transactions within China. 

 China special tax adjustment rules allow corresponding adjustment in principle. If the 
adjustment involves a related party located in a country (region) that has entered into a 
tax treaty with China, the SAT may negotiate with the competent tax authorities of the 
treaty country (region) according to the mutual agreement procedures under the tax 
treaty upon the application of an enterprise.93  If an enterprise seeks a corresponding 
transfer pricing adjustment involving related parties in a treaty country (region), the 
enterprise must fi le Application for Initiating a Mutual Agreement Procedure to both the 
SAT and the tax authority in charge, and provides related documents including copies 
of the transfer pricing adjustment notice to the enterprise or its related parties.   94  Th e
application for corresponding adjustment must be made within three years from the date 
of the transfer pricing adjustment notice.   95 If the transfer pricing adjustment involves
interest, rental, or royalties paid by an enterprise to its overseas-related parties, the 
 withholding tax that has been paid cannot be adjusted.   96

 In Chapter 5.4, we discussed the thin capitalization rule. Th e interest on related party 
debt exceeding the permitted debt-to-equity ratio is not deductible and the excess  interest 
paid to the related party will be reclassifi ed as dividend. Th e corresponding adjustment 
does not apply to the transfer pricing adjustment with respect to the non-deductible 
interest and deemed dividends made according to the thin capitalization rule.97

92 Article 75 of Guo Shui Fa [2009] No. 2.
93 Article 98 of Guo Shui Fa [2009] No. 2. 
94 Article 99 of Guo Shui Fa [2009] No. 2.
95 Article 100 of Guo Shui Fa [2009] No. 2.
96 Article 101 of Guo Shui Fa [2009] No. 2. 
97 Article 104 of Guo Shui Fa [2009] No. 2.
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 In July 2005, the SAT issued the Provisional Measures for Applications by Chinese 
Residents (Nationals) for Launching Tax Negotiation Procedures.98 One of the  situations
where a Chinese resident may apply for launching tax negotiation procedures with a 
treaty country or region is if the transfer pricing adjustment for related party transactions 
may result in or has resulted in double taxation by the tax authorities in diff erent jurisdic-
tions.99 According to the procedures, an applicant should provide the SAT with various 
information, including, among others, the basic information about the applicant in 
China and the treaty country, the name and address of the tax authority in charge in both 
countries, the factual information of the case (country, parties, activities, tax year, type of 
incomes, type of tax, amount of tax and the relevant articles and paragraphs in the tax 
agreement and laws), the key points of dispute, the respective opinions on the dispute of 
both applicant and the competent authority of the other jurisdiction and legal basis, and 
other supporting materials.   100

 Aft er the preliminary review, the SAT will review as to whether the application meets 
the requirements for mutual agreement as provided by the applicable treaty. If the require-
ments are satisfi ed, the SAT will carry out negotiations with the competent authority of 
the other contracting country (region). If the application cannot meet the requirements, 
the SAT will so notify the applicant via the tax authority in charge. If supplemental 
 materials are needed in order to start the tax negotiations, the SAT may request, either 
directly or through the tax authority in charge, that the applicant provide additional 
information.   101 Once the negotiation leads to a result, the SAT shall notify the applicant
in writing through the tax authority in charge.   102

    11.10  Penalties, Interest, and Statute of Limitation

 If an enterprise fails to fi le annual related party transaction schedules or retain contem-
poraneous documentation in accordance with the Implementation Rules for Special 
Adjustment, the tax authorities may impose a fi ne of up to RMB2,000 or, in serious 
 circumstances, a fi ne of between RMB2,000 and RMB10,000.   103 If an enterprise refuses to 
provide related party transaction information or provides false or incomplete information, 
the tax authorities may impose a fi ne of up to RMB10,000 or, in serious circumstances, 
a fi ne of between RMB10,000 and RMB50,000.   104  Th e Law of Administration of Tax 

 98 Guo Shui Fa [2005] No. 115, issued by the SAT on July 7, 2005 and eff ective on July 1, 2005. 
 99 Article 7(2) of Guo Shui Fa [2005] No. 115.
100  Article 10 of Guo Shui Fa [2005] No. 115.
101Article 12 of Guo Shui Fa [2005] No. 115.
102 Article 13 of Guo Shui Fa [2005] No. 115. 
103  Article 105 of Guo Shui Fa [2009] No. 2; Articles 60 and 62 of the Law of Administration of Tax Collection. 
104 Article 106 of Guo Shui Fa [2009] No. 2; Articles 70 of the Law of Administration of Tax Collection.
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Collection imposes a penalty of 50 percent to 500 percent of the tax underpaid in tax eva-
sion cases.   105 Th e tax authorities can potentially impose such penalty where taxpayers pro-
vide false information for the purpose of tax evasion.

 When the tax authorities make special tax adjustments, including transfer pricing 
adjustments, and assess additional tax liability on transactions occurring on or aft er 
January 1, 2008, interest will be imposed, on a daily basis, upon the underpaid taxes. Th e 
interest rate is the RMB base-lending rate published by the People’s Bank of China in the 
year(s) to which the underpaid tax relates for a loan of the same term as the period for 
which additional tax is payable, plus 5 percent. Th e interest charging period begins from 
June 1, the year following the tax year to which the tax is attributed until the date of tax 
payment. Th e daily interest rate is calculated based on the above annual rate, assuming 
365 days per year. If an enterprise provides contemporaneous documentation and other 
information in accordance with the tax regulations or is exempted from preparation of 
contemporaneous documentation under the Implementation Rules for Special 
Adjustments, the interest rate should be reduced to the base-lending rate. Th e interest 
charged on the additional tax cannot be deducted in computing taxable income.   106

 Under the Law of Administration of Tax Collection, a late payment charge at a daily 
rate of 0.05 percent (i.e., an annual rate of 18.25 percent) on the underpayment is imposed 
from the date that tax is due and payable.   107  It appears that such a late payment charge 
does not apply to transfer pricing tax adjustments before the required additional tax 
 payment date as a result of a transfer pricing adjustment. Instead, only interest applies 
to those periods. However, if an enterprise fails to pay the additional tax and interest 
without an approved extension, the tax authorities will impose a late payment charge on 
the additional tax and interest from the due date.   108

 Th e statute of limitation for transfer pricing adjustments is ten years. Where related
party transactions do not conform to the arm’s-length principle, the tax authorities 
have the right to make a tax adjustment within ten years of the year during which the 
transactions took place.   109

105  Article 63 of the Law of Administration of Tax Collection. 
106 Article 107 of Guo Shui Fa [2009] No. 2.
107 Article 32 of the Law of Administration of Tax Collection. 
108  Article 109 of Guo Shui Fa [2009] No. 2. 
109 Article 123 of the CIT Implementation Rules. 
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    12.1  Income not Effectively Connected with Establishment in China   

 One type of income subject to withholding tax is China-sourced income derived by a 
non-resident enterprise that does not have an establishment or place of business in China 
or that has an establishment or place of business in China but whose income is not 
 eff ectively connected with such establishment or place of business.   1  Typically, income of 
this kind includes interest, dividends, royalties, rent, and gains on transfer of property. 
CIT payable by a non-resident on this type of income will be withheld at source. Th e 
payer is the withholding agent. In case of dividends, interest, rentals, and royalties, the 
taxable income is the entire amount of revenue,   2  which is the total consideration and 
other charges received by a non-resident enterprise from a payer.   3  As such, any fees and 
charges, including indirect taxes on the gross payment, will not be deductible in comput-
ing CIT on this type of income. In case of capital gains from transfer of properties, 
the taxable income is the entire amount of revenue less net property value (tax basis).   4  
As such, other than the tax basis, the fees and charges on the transfer proceeds such 

1  Articles 3 and 37 of the CIT Law. 
2  Article 19(1) of the CIT Law. 
3  Article 103 of the CIT Implementation Rules. 
4  Article 19(2) of the CIT Law. 
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as Business Tax, broker fees, and professional fees are not deductible in computing CIT. 
Th e MOF and the SAT specifi cally confi rm that except for the allowable deduction 
expressly stated in the CIT Law and the CIT Implementation Rules, no expenses and 
taxes can be deducted in computing the withholding tax.   5  

 When income is subject to tax at source, the payer usually will be the withholding 
agent.   6  Payer is an entity or individual who is directly liable to a non-resident enterprise 
for the payment of all relevant amounts in accordance with laws and contracts.   7  

 When a withholding agent enters into a contract for the fi rst time with a non-resident 
enterprise where the withholding agent is required to pay interest, dividends, rentals, 
royalties, proceeds on the transfer of property, and other income subject to CIT, the 
withholding agent should perform a tax withholding registration with the tax authority 
in charge within thirty days of signing the contract.   8  Each time a withholding agent 
enters into this type of contract with a non-resident enterprise or amends the contract, 
concludes a supplementary contract, or extends the contract period, the withholding 
agent should fi le a Contract Registration Form for Corporate Income Tax Withholding, 
together with a copy of contract and other relevant documents. If the contract is in a 
foreign language, the Chinese translation must be provided.   9  Th e withholding agent 
should set up books and records for contract and tax withholding and accurately record 
tax withholdings. Such books and records can be examined by the tax authorities.   10  

 Each time a withholding obligor pays or is due to pay an income of above type to a 
non-resident enterprise, the withholding agent is obligated to withhold tax from the 
 payment. Th is withholding obligation occurs at the earlier of (1) an actual payment made 
to a non-resident enterprise and (2) when the payer accrues a sum of a payable as costs or 
expenses in accordance with accounting principle. Th e withholding agent should fi le 
Corporate Income Tax Withholding Report and relevant materials, and deposit the 
tax withheld with the State treasury within seven days of the withholding date.   11  Th is 
 withholding on an accrual basis requires that a payer make a CIT payment on behalf of a 
non-resident enterprise regardless of whether the payer will actually pay the amount to 
the non-resident enterprise. Enterprises are reluctant to make such withholding tax 
deposits on an accrual basis in some situations. Suppose a foreign parent company makes 

 5  Th e Notice on Issues Concerning Collection of Corporate Income Tax for Non-resident Enterprises, Cai Shui 
[2008] No. 130, issued by the MOF and the SAT on September 25, 2008 and eff ective on January 1, 2008. 

 6  Article 37 of the CIT Law. 
 7  Article 104 of the CIT Implementation Rules. 
 8  Articles 3 and 4 of the Provisional Measures for Administration of Corporate Income Tax Withholding for 

Non-resident Enterprises, Guo Shui Fa [2009] No. 3, issued by the SAT on January 9, 2009 and eff ective on 
January 1, 2009. 

 9  Article 5 of Guo Shui Fa [2009] No. 3. 
10  Article 6 of Guo Shui Fa [2009] No. 3. 
11  Article 7 of Guo Shui Fa [2009] No. 3. 
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a loan to its Chinese subsidiary and interest is due and payable annually on December 31 
each year under the loan agreement. Th e subsidiary should pay withholding tax on the 
interest on or before January 7 following the year-end, regardless of whether the subsid-
iary actually makes the interest payment. Suppose the subsidiary is not able to pay the 
interest due to cash fl ow problems and subsequently the loan is forgiven or converted 
into equity; the interest has never been paid. It would be diffi  cult for the foreign com-
pany or the subsidiary to claim a refund for the withholding tax on interest paid. 

 Th e amount of tax withholding is taxable income multiplied by applicable tax rate. 
Th e taxable income of dividend, interest, rentals, and royalties is the gross amount of 
the payment item without deduction of any charges and taxes. Th e taxable income for 
transfer of properties is the net gain of gross receipts less tax basis of the property.   12  If a 
payer is required to pay a net sum of China income tax under a contract or agreement, the 
payer must gross-up the net payment, and the taxes borne by the payer will be treated as 
part of gross income subject to CIT.   13  Th e applicable CIT rate is the lesser of the rate 
provided by domestic tax regulations and that prescribed by applicable tax treaty or tax 
arrangement.   14  

 When an applicable tax treaty rate is lower than the domestic rate, to enjoy the treaty 
benefi ts, the non-resident must apply for such benefi ts. Th e procedures of application for 
treaty benefi ts are discussed in Chapter 10.12. If the non-resident has not applied for the 
treaty benefi t, the domestic tax rate will be used.   15  Similarly, where the non-resident 
enterprise is eligible for deduction or exemption pursuant to the CIT Law, the CIT 
Implementation Rules or other relevant tax regulations, the non-resident enterprise 
should apply for such incentives in accordance with relevant administrative measures and 
approval procedures. Before such approval is obtained, the withholding agent should 
withhold and pay CIT at domestic tax rate.   16  If the non-resident enterprise obtains the 
approval for a deduction and exemption under domestic regulations or tax benefi ts under 
the applicable tax treaty aft er tax is withheld and paid at the regular domestic rate, the 
non-resident enterprise may apply for a tax refund for the tax overpayment.   17  For  contracts 
involving multiple payments, the withholding agent shall, within 15 days prior to making 
the last payment stipulated in the contract, submit to the tax authority such materials as the 
details of all payments under the contract, the withholding forms for prior payments, the 
tax payment certifi cates, and the completed tax clearance procedures.   18  If there are 
several locations for the transaction, the non-resident enterprise may select one location 

12  Article 8 of Guo Shui Fa [2009] No. 3. 
13  Article 10 of Guo Shui Fa [2009] No. 3. 
14  Article 8 of Guo Shui Fa [2009] No. 3. 
15  Article 12 of Guo Shui Fa [2009] No. 3. 
16  Article 11 of Guo Shui Fa [2009] No. 3. 
17  Article 13 of Guo Shui Fa [2009] No. 3. 
18  Article 18 of Guo Shui Fa [2009] No. 3. 



348  Withholding of Tax at Source

for which to fi le the tax return. Th e tax bureau that receives the tax return and tax  payment 
should notify the withholding agent and the tax authorities in the other locations of the 
tax fi ling and payment.   19  

 Where a non-resident enterprise refuses to allow tax withholding, the withholding 
agent should temporarily suspend payment to the non-resident enterprise of an amount 
equal to the taxes due, and report to the tax authority in charge within one day, including 
a written explanation of the circumstances.   20  Where the withholding agent fails or is 
unable to withhold CIT, the non-resident enterprise should fi le the tax return and pay 
CIT by itself within seven days aft er the date of payment or the date of the amount due 
and payable. Th e non-resident should fi le the return with the tax authority where the 
transaction takes place.   21  

 In some situations, the tax authority in charge of the withholding agent and the tax 
authority in charge of the tax fi ling of a non-resident may not be the same. For example, 
if a non-resident owns a rental property in one district and the lessee/withholding agent 
is located in another district, the tax return should be fi led with the tax authority where 
the property is located. Where the tax authority in charge of the withholding agent and 
the tax authority in charge of the location where the income was accrued are diff erent tax 
bureaus, the tax authority in charge of the withholding agent shall, within fi ve working 
days of confi rming that withholding obligor has failed or is unable to withhold tax, notify 
the tax authority in charge of the income locality of the non-resident enterprise tax fi ling 
issue. If the non-resident enterprise fails to fi le CIT return and pay CIT within 15 days, 
the tax authority in charge of the tax fi ling location will request that the non-enterprise 
pay the tax with a specifi ed deadline. If the non-resident enterprise fails to pay tax within 
such time limit, the tax authority in charge of fi ling location may collect and verify 
 information relevant to other income and payers of the non-resident enterprise in China. 
Th e tax authority may request that the other payers withhold the unpaid tax from the 
payments for other activities due to the non-resident enterprise. Where other payers are 
not in the territory charged by the tax bureau, the tax authority in charge of the locality 
of the other payers will assist the fi rst tax bureau in such tax collection.   22  

 Where a non-resident enterprise transfers its equity interest in a resident enterprise to 
another non-resident enterprise and the transfer occurs outside China, the non-resident 
enterprise buyer does not have an obligation to withhold CIT from sale price. Th e non-
resident seller should pay CIT to the tax authority in charge of the resident enterprise 
whose equity was transferred. Th e tax can be paid either directly by the non-resident 

19  Article 16 of Guo Shui Fa [2009] No. 3. 
20  Article 14 of Guo Shui Fa [2009] No. 3. 
21  Article 15 of Guo Shui Fa [2009] No. 3. 
22  Article 17 of Guo Shui Fa [2009] No. 3. 
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seller or by an agent on its behalf. Th e resident enterprise whose equity was transferred 
should assist the tax authority in collecting taxes from the non-resident enterprise.   23      

    12.2  Interest Paid to Foreign Bank and Foreign Branch   

 Prior to 2008, although interest income derived by foreign banks from China should have 
been subject to 10 percent withholding tax, inter-bank interest paid to foreign  fi nancial 
institutions was practically exempted from such tax. On and aft er January 1, 2008, Chinese 
fi nancial institutions are required to withhold CIT on interest payment to foreign banks. 
Foreign-funded fi nancial institutions located in China are also required to withhold CIT 
on outbound interest payment.   24  Furthermore, institutions within China should also 
withhold CIT on interest paid to overseas branches of Chinese banks in accordance with 
the CIT Law and the CIT Implementation Rules.   25      

    12.3  Income of Foreign Service Providers   

 Another type of income subject to withholding tax is the income derived by a non- 
resident enterprise from the performance of engineering work and the provision of other 
services within China. Th e tax authorities may designate the payer of service fee as the 
withholding agent.   26  As discussed in Chapter 3.3.2, a foreign contractor that has an estab-
lishment or place of services in China will be subject to CIT on the business profi t derived 
from the establishment or place of business. Th e foreign contractor in such a situation is 
actively conducting a trade or business within China and should register with and pay 
CIT, if any, directly to the tax authorities. In spite of the primary obligation of CIT fi ling 
of foreign service providers, the tax authorities may designate the payer as a withholding 
agent in one of the following situations: (1) where the work on a project or the provision 
of services is projected to last less than a year, and there is evidence of non-fulfi llment of 
tax obligations by the foreign contractor; (2) where tax registration or temporary tax 
registration has not been completed, and an agent in China has not been appointed 
to fulfi ll tax obligations on behalf of the foreign contractor; or (3) where the annual or 
quarterly CIT return has not been fi led within the prescribed time limits. In those 
 situations, the tax authority in charge at county level should designate the withholding 
agent, and at the same time notify the withholding agent of the calculation basis, the 

23  Article 15 of Guo Shui Fa [2009] No. 3. 
24  Article 1 of the Notice on Strengthening Administration of Withholding Tax on Interest Income Derived by 

Non-resident Enterprises from China, Guo Shui Han [2008] No. 955, issued by the SAT on November 24, 
2008. 

25  Article 2 of Guo Shui Han [2008] No. 955. 
26  Article 38 of the CIT Law. 
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calculation methods, the withholding deadline and the withholding methods.   27  Th e 
 designated withholding obligator shall, within the declaration term, submit the form of 
report on CIT withholding and other relevant documents.   28  

 Where the withholding agent fails or is unable to withhold CIT, the non-resident 
enterprise should fi le a tax return and pay CIT by itself at the place of the project. Within 
15 days of confi rmation that the CIT has not been withheld, the tax authority should 
notify the non-resident to fi le and pay tax at the project location.   29  If the non-resident 
enterprise fails to pay tax within the deadline specifi ed by the tax authority, the tax 
authority in charge of the project location shall, within 15 days, collect the information 
relevant to other income of the non-resident enterprise in China. Th is information 
includes types of income, names and addresses of payers, amounts, methods, and dates of 
payments. Th e tax authority will issue the Notifi cation of Recovering Overdue Tax of 
Non-resident Enterprises to the payers of other income items, and collect the tax and late 
payment charge from the other payers. Th ose items of other income of the non-resident 
enterprise in China include income derived by the non-resident enterprise from other 
engineering or service projects in China. Th ose items also include income derived by the 
non-resident enterprise from China but not eff ectively connected with an establishment 
or place of business of the non-resident enterprise in China, such as interest, dividends, 
rentals, royalties, and proceeds on transfer of properties to be paid by a payer in China. If 
there are multiple payers of other income items due to the non-resident enterprise, the 
tax authority in charge of the project location should determine the collection orders 
based on factors such as the level of accuracy of information, the amount of other income, 
and the collection costs.   30  Th e tax authority in charge of other payers should provide the 
necessary information and assist the tax authority in charge of the project in the tax 
recovery.   31      

    12.4  Withholding on Payment to Individuals   

 Resident enterprises and the establishments or places of business of non-resident 
 enterprises in China have obligations to withhold China taxes on payments to  individuals. 
Such taxes withheld include Individual Income Tax on salaries, wages, bonuses, and other 
employment compensation and benefi ts paid to employees, service fees paid to individual 
independent contractors, and other income such as royalties, dividends, interest, rental, 

27  Article 106 of the CIT Implementation Rules. 
28  Article 15 of SAT Oder [2009] No. 19. 
29  Article 16 of SAT Oder [2009] No. 19. 
30  Article 17 of SAT Oder [2009] No. 19. 
31  Article 18 of SAT Oder [2009] No. 19. 
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gains on property transfer and causal income paid to individuals.   32  Such taxes withheld 
also include Business Tax on service fees paid to non-resident individuals.   33      

    12.5  Penalties on Withholding Agent   

 If a withholding agent fails to perform the registration for tax withholding, the tax 
authorities should request that the correction be made by the withholding agent within 
three days, and may impose a fi ne of RMB2,000 or less.   34  If the withholding agent fails 
to make the correction, the tax authorities may impose a penalty up to RMB10,000.   35  If a 
withholding agent fails to fi le the required tax withholding report and other materials, 
the tax authorities should request a correction within the specifi ed time and may impose 
a fi ne up to RMB10,000.   36  If a withholding agent fails to withhold the amount of tax as 
required in accordance with tax law and regulations, the tax authorities should seek to 
recover the unpaid tax from the taxpayer and may impose a penalty on the withholding 
agent in the amount of 50 percent to 300 percent of unpaid tax.   37      

    12.6  Enforcement in Conjunction with Foreign Exchange Regulations   

 Chinese currency is not freely convertible. Th e conversion of RMB into foreign  currencies 
and the remittance of foreign currencies are subject to foreign exchange regulations. When 
a payer makes any payment (dividends, interest, rentals, royalties, proceeds for equity trans-
fer, and service fees) in foreign exchanges to a non-resident enterprise, the payer in China 
can make the payment out of its own foreign currency fund or it can buy foreign currency 
and then make the payment. Th e conversion of RMB into foreign  currency and or remit-
ting the foreign currency to the non-resident enterprise should be made at one of the banks 
or other fi nancial institutions that are licensed to conduct  foreign exchange business in 
China. Many Chinese banks, foreign invested banking enterprises, and China branches of 
foreign banks are licensed to conduct this business. Under the foreign exchange regula-
tions, the fi nancial institutions are required to review certain documents before they can 
remit the foreign exchanges to receiptants outside China for Chinese payers. On and aft er 
January 1, 2009, a payer must show the bank a Tax Certifi cate for Foreign Exchange 

32  Articles 2 and 8 of Individual Income Tax Law. 
33  Article 11 of Provisional Regulations on Business Tax. 
34  Article 22 of Guo Shui Fa [2009] No. 3; Article 45 of the Measures for Administration of Tax Registration, 

SAT Order [2003] No. 7, issued by the SAT on December 17, 2003 and eff ective on February 1, 2004. 
35  Article 22 of Guo Shui Fa [2009] No. 3; Article 42 of SAT Order [2003] No. 7; Article 60 of the Law of 

Administration of Tax Collection. 
36  Article 23 of Guo Shui Fa [2009] No. 3; Article 62 of the Law of Administration of Tax Collection. 
37  Article 23 of Guo Shui Fa [2009] No. 3; Article 69 of the Law of Administration of Tax Collection. 
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Payment for Service Transactions, Income, and Transfers of Current Account Items and 
Some Capital Account Items issued by the tax authorities for foreign currency remittance 
of any single payment in the amount of more than USD30,000 for various transactions. 
Th is tax certifi cate is required for payment for, among others, service fees, dividends, 
 interest, guarantee fees, rentals, transfers of property, equity transfers, fi nance leasing, 
donations, compensation, and tax. Th e term “service” is broadly defi ned, including trans-
portation, tourism, communication,  construction and installation, engineering projects, 
insurance services, fi nancial services, computer and information services, IP licensing, 
sports and culture, entertainment, other commercial services, and governmental  services.   38  

 When applying for the tax certifi cate, the payer within China must submit an 
 application form together with the following materials: (1) written documents  evidencing 
the rights and obligations of parties of a transaction such as a copy of a contract or 
 agreement; (2) a copy of an invoice or other form of request for payment issued by the 
enterprise outside China; (3) a tax payment certifi cate or written approval of tax exemp-
tion; and (4) other materials that may be requested by the tax authorities.   39  Because of 
the required item (3), if the payment is taxable, before the payer can apply for the tax 
certifi cate, tax must be paid. Th is means that the payer, as a withholding agent, must 
withhold and pay the tax fi rst and then can obtain the tax certifi cate for remittance. If the 
payment is not subject to tax, the payer must obtain the non-taxable or tax-exemption 
approval fi rst. Where the non-resident enterprise fi les a return and pays the tax by itself, 
the non-resident enterprise should pass the tax payment certifi cate to the payer so that 
the payer can obtain the tax certifi cate. 

 A tax certifi cate is not required for any of the following remittance of foreign 
exchanges:   40   

   (1)  Th e remittance of group travel service fees and payments for hotel and trans-
portation by a travel agent within China for overseas travel arrangements;  

   (2)  Th e payment for repairs, fuel, and harbor expenses incurred outside China by 
Chinese entities in the high seas fi shing business;  

   (3)  Th e payment for international air and land transportation;  
   (4)  Insurance premium and compensation;  

38  Articles 1 and 2 of the Notice on Relevant Issues Concerning the Submission of Tax Certifi cates for Foreign 
Exchange Payment for Services and Other Items, Hui Fa [2008] No. 64, issued by the State Administration of 
Foreign Exchange and the SAT on November 25, 2008 and eff ective on January 1, 2009. 

39  Article 5 of the Measures for Administration of Tax Certifi cates for Foreign Exchange Payment for Services 
and Other Items, Guo Shui Fa [2008] No. 122, issued by the SAT on December 18, 2008 and eff ective on 
January 1, 2009. 

40  Article 1 of the Notice on Further Clarifi cation of the Submission of Tax Certifi cate for Remittance in Foreign 
Exchanges for Services and Other Projects, Hui Fa [2009] No. 52, issued by the State Administration of Foreign 
Exchange and the SAT on November 6, 2009 and eff ective on November 6, 2009. 
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    (5)  Th e remittance for overseas engineering projects undertaken by entities within 
China;  

    (6)  Income received by Asia Development Bank and International Finance 
Corporation under World Bank Group, including dividends received from 
joint venture companies, gain on equity transfer, income from leasing or 
transferring properties including real estate in China, and interest on loans to 
organizations in China;  

    (7)  Interest on loans or sub-lending from foreign governments and international 
fi nance organizations (International Monetary Fund, World Bank Group, 
International Development Association, International Fund for Agriculture 
Development, and European Investment Bank);  

    (8)  Interest payments, other than those in (7), made by banks for fi nancing the 
banks’ own business such as overseas borrowing, inter-bank borrowing, and 
payment and agency payment abroad;  

    (9)  Donations made by state organizations at the provincial level or above; and  
   (10)  Th e payments made to overseas entities or individuals by securities companies 

or securities depository and clearing companies for the dividends, interest, 
and trading proceeds legally derived by those payees.     

 When a representative offi  ce of a foreign airlines remits air ticket sales proceeds, the 
representative offi  ce can provide the tax exemption document issued by the tax authori-
ties or the agreement between China and the foreign country on reciprocal exemption of 
international air transportation income, instead of a tax certifi cate.   41  

 A tax certifi cate is also required in any of the following situations:   42   

    (1)  A foreign investor of a foreign invested enterprise converts its share of undis-
tributed retained earnings, capital surplus, or earning reserves of the foreign 
invested enterprise into the registered capital of the foreign invested enter-
prise or otherwise reinvests them in China;  

    (2)  A foreign investor reinvests in China the assets received as a result of return of 
capital, liquidation, equity transfer, or reduction of capital, etc.;  

    (3)  An investee company distributes its profi ts in foreign exchange to a China 
investment holding company;  

    (4)  A Qualifi ed Foreign Institutional Investor (QFII) remits investment income; 
and  

    (5)  A foreign investor who legally holds A-shares of a domestic listed company remits 
proceeds of selling those shares and dividends paid by the listed company.                                                                                                       

41  Article 3 of Hui Fa [2009] No. 52 
42  Articles 5 and 6 of Hui Fa [2009] No. 52. 
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    13.1  Defi nition   

 Liquidation is the process by which a company ceases business operations, settles all its 
liabilities, distributes remaining assets to its shareholders, and is dissolved.   1  Tax liquida-
tion applies to three situations:  

   (1)  A company is liquidated in accordance with the Company Law. When a com-
pany completes its term of operations as provided by its Articles of Association 
or other situations occur that require liquidation in accordance with the 
Articles of Association, the company must be dissolved and liquidated in accor-
dance with the Company Law. Shareholders of a company may also determine 
to liquidate the company under the Company Law. Th e Company Law also 
requires that a company be liquidated if the company’s business license is with-
drawn or cancelled.   2  Th e laws and regulations concerning Chinese-foreign 

1  Article 1 Cai Shui [2009] No. 60.  
2  Article 181 of the Company Law. 
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equity ventures,   3  Chinese-foreign cooperative joint ventures,   4  and wholly 
foreign owned enterprises provide similar situations where the foreign invested 
enterprises are required to be liquidated.   5  On and aft er January 15, 2008, liqui-
dation procedures as provided in the Company Law also apply to foreign 
invested enterprises.   6   

   (2)  A company is liquidated in accordance with Enterprise Bankruptcy Law. 
According to Enterprise Bankruptcy Law, a debtor or creditors may apply for 
bankruptcy for an insolvent debtor company. Th e bankruptcy proceedings 
may result in reorganization, reconciliation settlement, or liquidation.   7  In the 
case of bankruptcy liquidation, bankruptcy of debtor will be declared by the 
People’s Court, and tax liquidation will start aft er such date of declared bank-
ruptcy. Th e completion of bankruptcy proceeding shall be approved by the 
court aft er completion of liquidation distribution.   8  As tax payment of debtor 
in bankruptcy has liquidation distribution priority over claims of general cred-
itors, tax liquidation generally would be completed before the completion of 
bankruptcy proceedings.  

3  Article 90 of the Detailed Rules for the Implementation of Law of Sino-foreign Equity Joint Ventures provides 
that a joint venture may be dissolved if (1) the joint venture term expires; (2) the joint venture incurs serious 
losses, rendering it unable to continue operation; (3) a party to the joint venture fails to perform its obligations 
under the joint venture agreement, contract and/or articles of association, making it impossible for the joint 
venture to continue operation; (4) the joint venture cannot continue operation due to heavy losses caused by an 
event of force majeure such as natural calamity, war, etc.; (5) the joint venture fails to achieve its business objec-
tives, with no prospects for its development; or (6) any other cause for dissolution of the joint venture under the 
joint venture contract and articles of association has occurred. 

4  Article 48 of the Detailed Rules for the Implementation of Law of Sino-foreign Cooperative Joint Ventures 
provides that a cooperative joint venture may be dissolved if (1) the cooperative joint venture term expires; 
(2) the cooperative joint venture incurs serious losses or suff ers serious loss as a result of force majeure, rendering 
it unable to continue operation; (3) a party to the cooperative joint venture fails to perform its obligations under 
the cooperative joint venture agreement, contract and/or articles of association, making it impossible for the 
cooperative joint venture to continue operation; (4) any other cause for dissolution of the cooperative joint 
venture under the cooperative joint venture contract and articles of association has occurred; or (5) the coop-
erative joint venture is ordered closed in accordance with law as a result of violation of laws or administrative 
regulations. 

5  Article 72 of the Detailed Rules for the Implementation of Law of Wholly Foreign Owned Enterprises provides 
that a wholly foreign owned enterprise shall be terminated if (1) the enterprise completes its term of operations; 
(2) the foreign investor decides to dissolve the enterprise because of undesirable business operations and serious 
loss of the enterprise; (3) the enterprise is not able to continue its business due to force majeure such as natural 
disaster or war; (4) bankruptcy; (5) business license is withdrawn because of violation of China laws and regula-
tions or danger to public interest; or (6) other dissolution events as provided in the Articles of Association of 
the enterprise occur. 

6  Th e Decision on Revocation of Certain Administrative Regulations, Order of State Council [2008] No. 516. 
7  Enterprise Bankruptcy Law, passed by the Standing Committee of the NPC on August 27, 2006, issued by 

Presidential Order No.54, and eff ective on June 1, 2007. 
8  Article 120 of Enterprise Bankruptcy Law. 
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   (3)  A company is treated as liquidated in an enterprise reorganization. In some 
situations legal liquidation may or may not be required; for tax purposes, how-
ever, the events are treated as liquidation. Th ose events include a conversion of 
a legal person such as a corporation into a sole proprietorship, partnership, or 
other non-legal person organization, or a change of place of registration of an 
enterprise from China to a foreign country or region (including to Hong Kong, 
Macao, and Taiwan). Th e company shall be deemed to have been liquidated, 
with all assets distributed to the owners of the company, and the owners shall 
be deemed to have set up a new entity by contributing the assets.   9  A taxable 
merger is another event of deemed tax liquidation. When an enterprise is 
merged into another enterprise, the merged enterprise is treated to be liquidat-
ed.   10  A taxable de-merger will also result in a deemed liquidation where an 
enterprise transfers all of its assets and liabilities to two or more other enter-
prises and the transferor enterprise is not a surviving company.   11          

    13.2  Tax Year   

 Th e liquidation period of an enterprise constitutes a tax year separate from the tax year 
for continuing operation of the enterprise.   12  Th e normal tax year for an enterprise is 
calendar year. When an enterprise commences liquidation, the tax year for continuing 
operation will end immediately before the commencement date of liquidation. Th is 
means that if the commencement date of liquidation is not January 1, the enterprise will 
have a short tax year for its continuing operations. Th e enterprise should fi le its annual 
CIT return for its last tax year for its continuing operations, the period from January 1 of 
the year through the date immediately before the commencement date of liquidation. 
Th e enterprise should perform reconciliation and settle the annual CIT payment for the 
short tax year within sixty days of the short year-end.   13  Th e enterprise should fi le a sepa-
rate CIT return for its liquidation period. Such liquidation period starts from the com-
mencement date of liquidation and ends on the date of completion of liquidation, which 
can be shorter or longer than a calendar year. Th e enterprise is required to produce sepa-
rate fi nancial statements for the last period of continuing operations and the liquidation 
period.     

 9  Article 4(1) of Cai Shui [2009] No. 59. 
10  Article 4(4)(2) of Cai Shui [2009] No. 59. 
11  Article 4(5)(4) of Cai Shui [2009] No. 59. 
12  Article 4 of Cai Shui [2009] No. 60.  
13  Article 55 of the CIT Law. 
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    13.3  Treatment to Liquidating Company   

 First, the liquidating enterprise must determine gain or loss on all of its assets. If an asset 
is sold in the liquidation, the gain or loss of the asset should be computed based on the 
actual transaction price less the tax basis of the enterprise in the asset. If a non-cash asset 
is transferred to settle a liability or to be transferred to a shareholder, the asset is treated as 
sold at realizable value and the gain or loss should be determined based on the “cashable 
price” for the asset less the tax basis of the enterprise in the asset.   14  

 Secondly, the liquidating enterprise must determine gain or loss on settlement of its 
receivables and liabilities.   15  Th e receivables include loans that the enterprise is owed, 
account receivables, and all other items where the liquidating enterprise is a creditor. Th e 
enterprise generally will not have a gain or loss if it collects full amount of receivables. 
If the enterprise cannot collect the full amount of a receivable item, the enterprise will 
realize a loss. However, in order to recognize such loss for CIT purpose, the claim must 
satisfy the requirements for loss deduction. Please see the requirements for deduction of 
asset loss in Chapter 5.17. If the requirements cannot be met, the non-deductible amount 
will become a permanent book and tax diff erence. If the liquidating enterprise receives a 
non-cash asset for settlement of a receivable item, the non-cash asset should be priced at 
either an actual transaction price (i.e., sold subsequent to receiving the asset) or cashable 
price (where the asset is used to settle a debt or will be distributed to shareholder). 

 Th irdly, the liquidating enterprise should make adjustments with respect to provisions, 
deferred expenses, and other similar items.   16  Th e enterprise may have made certain book 
provisions such as a provision for bad debt, a provision for inventory obsolete, and a pro-
vision for investment loss. Th ose provisions generally are not deductible for CIT pur-
poses during the period of continuing operations. Now, the enterprise changes its status 
from continuing operations to liquidation, those items should generally become deduct-
ible at liquidation. Another way to look at those items is the diff erence between net book 
value and tax basis of an asset or liability. Th e higher or lower tax basis will be used in 
determining gain or loss on disposal of asset or settlement of liability. Th e liquidating 
enterprise may not be able to deduct all of the provisions at the liquidation. For example, 
if uncollectible receivables cannot meet the requirements for CIT deduction, the tax 
authority may disallow a deduction for the gross amount of receivables. In such case, the 
provision is eff ectively not recovered by the enterprise. If the enterprise has some deferred 
expenses that are amortized for CIT purposes, the full remaining balance of such items 
should become deductible at liquidation. 

14  Article 3(1) of Cai Shui [2009] No. 60. 
15  Article 3(2) of Cai Shui [2009] No. 60. 
16  Article 3(3) of Cai Shui [2009] No. 60. 
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 Finally, in computing taxable income for the liquidation period, all the allowable cur-
rent period expenses as well as unexpired losses generated in prior years can be deducted.   17  
Liquidation may result in a short and/or long tax year. Th e use of net operating loss car-
ryovers will be subject to such short or long tax years. Th e following example illustrates 
the issue: 

  Suppose the liquidation lasts 6 months, starting on July 1, Year 6, and ending on 
December 31, Year 6. Th e question is whether 

  RMB 100,000 of loss generated in Year 1 can be used to off set gains on liquidation. Tax 
loss can be carried over for fi ve years. Th e tax year for enterprises is the calendar year. 
If the enterprise were not liquidated, the RMB100,000 of loss generated in Year 1 would 
expire on January 1, Year 7. Because of liquidation, the enterprise has two short years in 
Year 6; one is the last tax year for operations from January 1 to June 30, Year 6; another 
is the tax year for liquidation from July 1 to December 31 Year 6. As such, the fi ve-year 
carryover period should end on June 30, Year 6, and the RMB100,000 of loss generated 
in Year 1 should not be available to off set any gain on liquidation even though the liqui-
dation year ends within fi ve calendar year periods from the end of Year 1. Th e RMB120,000 
of loss generated in Year 2 can be used to off set gains on liquidation. Th is is true even if 
the liquidation year is longer than a calendar year. Suppose the liquidation lasts two years, 
starting on July 1, Year 6 and ending on June 30 Year 8. As the two-year liquidation period 
is one tax year, the loss generated in Year 2 should be allowed to carry over into the long 
tax year. 

 At the end of liquidation period, the liquidating enterprise should fi le its fi nal CIT 
return, Corporate Income Tax Return for Liquidation. If an enterprise had been granted 
tax incentives such as a reduced tax rate, the reduced rate may not be applicable for 
the gains on liquidation if the tax incentives are based on specifi c business revenue. 

17  Article 3(4) of Cai Shui [2009] No. 60. 

         
  Tax period  Net operating loss (RMB)  
 January 1 - December 31, Year 1  100,000  
 January 1 - December 31, Year 2  120,000  
 January 1 - December 31, Year 3  200,000  
 January 1 - December 31, Year 4  200,000  
 January 1 - December 31, Year 5  200,000  
 January 1 - June 30, Year 6   80  ,000   
 Accumulated loss prior to liquidation   900  ,000   
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Furthermore, the liquidation of an enterprise may trigger a claw-back of some tax incen-
tives. For example, one of the conditions for tax holidays for foreign invested manufac-
turing enterprises granted prior to January 1, 2008 is the enterprises must operate for ten 
years or more. If an enterprise that enjoyed such holidays is liquidated within the ten-year 
period, the enterprise must repay the CIT that was previously exempted.     

    13.4  Treatment to Shareholders   

 Liquidation distribution to shareholders will be treated as dividends to the extent that 
the liquidating enterprise has accumulated retained earnings and earning reserves.   18  
Whether a shareholder is taxed on the dividend distribution depends on the type of 
shareholder. 

 A resident enterprise shareholder generally should be exempted from CIT on this por-
tion of liquidation proceeds/assets received, as dividends between resident enterprises 
are exempt from CIT on and aft er January 1, 2008. A non-resident enterprise shareholder 
should be subject to CIT at 10 percent of this portion of gross distribution of the 
dividend-equivalent subject to a reduced rate under applicable tax treaty. Resident indi-
vidual shareholders should be subject to 20 percent Individual Income Tax on this distri-
bution. Non-resident individuals should also be subject to a 20 percent Individual Income 
Tax; the tax rate, however, can be reduced according to applicable tax treaties. However, 
if the liquidating enterprise is a foreign invested enterprise, non-resident individual share-
holders should be exempt from Individual Income Tax on the distribution of dividend-
equivalent. 

 If the retained earnings and/or earning reserves include profi ts generated from periods 
prior to January 1, 2008, the distribution of this portion of liquidation proceeds by a 
foreign invested enterprise to a foreign investor is exempt from CIT.   19  It is not clear 
whether a resident enterprise would be subject to CIT on this portion of distribution. 
An argument can be made that as CIT Law exempts dividends paid between resident 
enterprises and no tax circular addresses separate treatment of the share of pre-2008 
profi ts of resident enterprise shareholders, such exemption on inter-resident enterprise 
dividend should apply to dividends paid out of pre-2008 profi ts. A counter-argument 
may be made that the distribution of pre-2008 profi ts should be subject to old tax law 
and regulations applicable prior to January 1, 2008. Under the old tax regime, if a resident 
enterprise shareholder is a foreign invested enterprise, the dividends received would be 
exempt from FEIT; if a resident enterprise shareholder is a domestic company, the domes-
tic company would be subject to tax at a rate diff erence (i.e., if the domestic company 

18  Article 5 of Cai Shui [2009] No. 60. 
19  Article 4 of Cai Shui [2008] No. 1. 



360  Liquidation

shareholder’s tax rate is higher than the dividend paying company’s tax rate) provided, 
however, that the domestic company shareholder would not need to pay tax on the divi-
dends if the tax exemption or lower rate enjoyed by the dividend paying company is result 
of a fi xed term tax incentives. 

 Aft er the allocation of liquidation distribution to the dividend equivalent, a share-
holder is allowed to recover its tax basis or investment cost in its investment in the 
liquidating enterprise. Th e diff erence between the amount of distribution net of divi-
dend-equivalent and the investment cost of a shareholder is the gain or loss on transfer of 
investment.   20  Th e investment cost or the tax basis of a non-resident shareholder in the 
equity of a resident enterprise is the actual capital contribution made to the non-resident 
enterprise or the consideration actually paid to the seller of equity in the resident enter-
prise.   21  Th e same defi nition of investment cost should also apply to resident enterprise 
shareholders of a resident enterprise. Accordingly, if a shareholder made an investment in 
the liquidating enterprise, the investment cost should be the shareholder’s share of capital 
contribution. Th is generally is the amount of registered capital and capital surplus actu-
ally contributed to the liquidating enterprise by the shareholder. Such capital contribu-
tions are required to be verifi ed by a CPA fi rm in the form of a capital verifi cation report 
which will be required for registration of the capital contributions with the government 
registration offi  ce, the State Administration for Industry and Commerce or its local 
offi  ces. However, capital surplus account of a liquidating enterprise may include other 
items. For example, if a shareholder makes a “donation” to an enterprise, the amount of 
donation is treated as income for CIT purpose; this amount, however, is recorded as 
“capital surplus” according to the PRC Enterprise Accounting Standards. Similarly, debt 
forgiveness made by a shareholder is also recognized as income for CIT purposes and 
recorded as a capital surplus for accounting purpose. It is not clear under the CIT Law 
and regulations whether this type of capital surplus gives the shareholder tax basis in 
its investment in the enterprise. In practice, the tax authorities in many locations do 
not recognize this type of capital surplus as part of the tax basis in investment and do not 
allow the deduction of this amount in computing gain or loss in a transfer of equity. 
As such, the tax authorities most likely will take the same approach to a liquidation 
distribution. 

 If the equity interest of a shareholder in a liquidating enterprise was originally acquired 
from another person, the price paid for the equity interest should be the amount of 
investment cost or tax basis that can be deducted in computing gain or loss on liquidation 
distribution. For wholly foreign owned enterprises, Chinese-foreign equity joint ven-
tures, and Chinese-foreign cooperative joint ventures, the transfer of equity must be 
applied by the foreign investment regulator, the Ministry of Commerce, or its local offi  ce, 

20  Article 5 of Cai Shui [2009] No. 60. 
21  Article 3 of Guo Shui Han [2009] No. 698. 
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and registered with the State Administration for Industry and Commerce or its local 
offi  ce. Th e equity transfer agreement should be provided to the government. Th e transfer 
price as provided in the equity transfer agreement generally will be considered evidence 
of the investment cost. Generally speaking, the tax authorities do not recognize costs 
other than the consideration paid for the equity transfer, such as professional fees in con-
nection with the acquisition, as investment cost. 

 If non-cash assets are distributed or deemed to be distributed in a liquidation, the 
amount of distribution should be based on the fair market value of assets. Th e tax treat-
ment of dividend-equivalent, tax basis recovery, and gain or loss on transfer applies to 
non-cash asset distribution.     

    13.5  Tax Withholding on Liquidation   

 Where a shareholder is a non-resident enterprise, a non-resident individual, or a resident 
individual, the liquidating enterprise generally has the obligation to withhold income 
tax, if any, from the liquidation distribution. Such withholding obligations are required 
by diff erent tax laws and regulations. 

 As a payer, a liquidating enterprise is required under the CIT law to withhold CIT on 
dividends and gains on property transfer derived by non-resident enterprises on a liqui-
dation distribution.   22  Th e question is whether the liquidating enterprise has the with-
holding obligation on a distribution of non-cash assets. It appears that such a withholding 
obligation exists for non-cash distribution as the payment includes non-monetary pay-
ments.   23  In an event of tax liquidation as a result of change of certain entity form or 
merger, there is no actual distribution of assets. In such situation, a distribution of securi-
ties such as the shares of surviving enterprise in a merger can be treated as a payment 
where a withholding of tax is required. In practice, it is not common to distribute non-
cash assets to a non-resident enterprise in a liquidation. It is foreseeable that a surviving 
enterprise can issue its shares to a non-resident enterprise shareholder of a merged enter-
prise in a taxable merger. For non-listed companies, shares of a company are recorded 
under the names of shareholders at company registration authorities. Th e registration of 
equity interest in a company is an evidence of ownership of a shareholder regardless of 
whether share certifi cate is actually issued or not. In fact, non-list companies including 
wholly foreign owned enterprises, Chinese-foreign joint ventures, and Chinese-foreign 
cooperative joint ventures usually do not issue share certifi cates to investors. It is not 
practical that the change of registration as a result of the merger will be held off  until 
the completion of tax payment, if any, by non-resident enterprise shareholders. As such, 

22  Article 37 of the CIT Law; Article 104 of the CIT Implementation Rules. 
23  Article 105 of the CIT Implementation Rules. 
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in a deemed liquidation as a result of a taxable merger, the merged enterprise or surviving 
enterprise will not be able to actually withhold CIT. In such a situation, the non-resident 
enterprise shareholder should report and pay tax, if any, within seven days aft er the 
deemed liquidation.   24  

 As a payer, a liquidation enterprise is also a withholding agent for liquidation pay-
ments to individuals.   25  Similar to the provisions governing payment to non-resident 
enterprises, an Individual Income Tax withholding agent is required to withhold 
Individual Income Tax on payments for dividends and property transfer. Such payment 
includes payment in kind.   26  Similar to a deemed liquidation distribution to a non-
resident enterprise in a taxable merger, it would be impractical for the merged enterprise 
or surviving enterprise to withhold Individual Income Tax on the deemed distribution to 
individual shareholders. Individual shareholders, including resident and non-resident 
individuals, should pay Individual Income Tax, if any, on the deemed liquidation by 
themselves.   27  

 A liquidating enterprise should not have the obligation to withhold tax on distribu-
tions to a resident enterprise shareholder. Th e resident enterprise shareholder should 
report and pay CIT, if any, on the liquidation distribution.     

    13.6  Liquidation of Company Whose Shares are Traded on Stock Exchanges   

 Th ere is no diff erent in CIT treatment of liquidation for listed enterprises and non-listed 
enterprises. Th e main diff erence is at the shareholder level. First of all, non-resident 
individuals are temporarily exempted from dividends paid on B-shares and overseas 
shares of resident enterprises. Th e temporary tax exemption originally covered dividends 
paid to foreign enterprises and foreign individuals by domestic company on B-shares and 
overseas shares.   28  Th e tax exemption on dividends derived by foreign enterprises is no 
longer valid on and aft er January 1, 2008.   29  However, no tax circular has been issued inval-
idating the Individual Income Tax treatment of dividends on B-shares and overseas 
shares. As such, a liquidating enterprise should not be required to withhold Individual 
Income Tax on the dividend-equivalent portion of liquidation distribution with respect 
to B-shares and overseas shares held by non-resident individuals. Secondly, individuals 

24  Article 15 of Guo Shui Fa [2009] No. 3. 
25  Article 8 of Individual Income Tax Law. 
26  Article 35 of the Implementation Rules for Individual Income Tax Law. 
27  Article 36(4) of the Implementation Rules for Individual Income Tax Law. 
28  Th e Notice on the Issues Concerning Income Tax on Gains on Transfer of Shares and Dividends Derived by 

Foreign Invested Enterprise, Foreign Enterprises, and Foreign Individuals, Guo Shui Fa [1993] No. 45, issued 
by the SAT on July 21, 1993. 

29  Article 3 of the CIT Law; Guo Shui Han [2008] No. 897; Guo Shui Han [2009] No. 394. 
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are temporarily exempted from Individual Income Tax on the transfer of shares of listed 
Chinese companies.   30  It is not clear whether such exemption applies to liquidation of a 
listed company. In the absence of contrary authorities, however, the tax exemption should 
apply to the gain on liquidation distribution by a listed company as a portion in excess of 
tax basis is treated as gain on transfer of shares. Th irdly, it may be diffi  cult for the liquidat-
ing enterprise to determine the amount of CIT withheld on gain on liquidation distribu-
tion to a non-resident enterprise shareholder, as the liquidating enterprise may not know 
the investment costs of the shareholder (e.g., the non-resident shareholder bought shares 
at the stock exchange). If the investment is made through a domestic brokerage account, 
the brokerage fi rm should be the withholding agent, as the fi rm is actually the person 
who pays non-resident enterprises. Furthermore, the brokerage fi rm should have better 
information of the investment cost of the non-resident enterprise shareholder than the 
liquidating enterprise.                                                                            

30  Th e Notice on Continuing Temporary Exemption from Individual Income Tax on Income on Transfer of 
Shares, Cai Shui Zi [1998] No. 61, issued by the MOF and the SAT on March 30, 1998. 
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    14.1  Tax Bureaus   

 Since 1994, China has had two tax collection systems, namely, the State tax bureau system 
and the local tax bureau system. Figure 14.1–1 illustrates the diff erent levels of tax bureaus 
in a simplifi ed manner. In practice, variation exists in diff erent locations. 

  Within the State tax bureau system, “vertical reporting” is adopted; each State tax 
bureau is directly responsible for the tax bureau at above level. Th e director and deputy 
directors of a State tax bureau are appointed by the State tax bureau at next level above. 
Dual leadership is implemented for the local tax bureau system. Th e local tax bureaus of 
provinces, municipalities, and autonomous regions not only report to the SAT but also 
report to the People’s Government at their respective provinces, municipalities, and 
autonomous regions. Th e director and deputy directors of a local tax bureau at the 
 provincial level are appointed by the People’s Government of the province, municipality, 
or autonomous region at the local tax bureau’s location upon the consent of the SAT.   1  
Th is dual leadership system also applies to the lower levels of local tax bureaus. 

 Th e tax collection and administration for which each tax bureau is in charge is mainly 
based on the types of tax. Th e table below summarizes the collection authority of each tax 
bureau system: 

1  Guo Ban Fa [1993] No. 87. 
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     figure 14.1-1 China State and Local Tax Bureaus     
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  As you may note, both the State tax bureau and the local tax bureau have authority to col-
lect CIT, Business Tax, City Maintenance and Construction Tax, and Education Surcharge. 
Business Tax is generally collected by the local tax bureau except for certain industries or 
enterprises such as the railway and the headquarters of certain banks and insurance compa-
nies. City Maintenance and Construction Tax and Education Surcharge are taxes computed 
based on VAT, Consumption Tax, and Business Tax. Th ose taxes are collected together with 
VAT, Consumption Tax, and Business Tax collection. As such, if an enterprise pays VAT or 
Consumption Tax, it will pay City Maintenance and Construction Tax and Education 
Surcharge to the State tax bureau. If an enterprise pays Business Tax to a local tax bureau, it 
will pay City Maintenance and Construction Tax and Education Surcharge to the local tax 
bureau; if an enterprise pays Business Tax to a State tax bureau, it will pay City Maintenance 
and Construction Tax and Education Surcharge to the State tax bureau. 

 Th e assignment of authorization of CIT collection and administration between the 
State tax bureau and the local tax bureau is more complex. When the State tax bureau and 
local tax bureau systems were separated in 1994, the State tax bureaus were authorized to 
be in charge of collection and administration of CIT for the enterprises owned by the 
central government, the banks and non-bank fi nancial institutions owned by local 
 government and foreign enterprises, off shore oil enterprises, foreign invested enterprises, 
and foreign enterprises. Th e local tax bureaus were authorized to be in charge of  collection 
and administration of CIT for the enterprises owned by local governments, collectively 
owned enterprises, and privately owned enterprises.   2  In 1996, it was clarifi ed that State tax 
bureaus are in charge of the cooperative enterprises and the joint stock companies 
 established by the enterprises owned by the central government, local governments, and 
publicly funded organizations.   3  Further adjustments were made in 2002. Th e collection 

2  Th e Opinion on the Implementation of the Establishment of the Local Tax Organizations of the SAT and Local 
Tax Bureaus, issued by the SAT on December 4, 1993 and forwarded via Guo Ban Fa [1993] 87, by the General 
Offi  ce of State Council on December 9, 1993. 

3  Th e Opinion on Adjustment to the Scope of Tax Collection and Administration between State Tax Bureaus 
and Local Tax Bureaus, issued by the SAT on January 22, 1996 and forwarded via Guo Ban Fa [1996] No. 4 by 

         

  Major Taxes 
 State Tax 
Bureau 

 Local Tax 
Bureau  

 Corporate Income Tax  √  √  
 VAT, Consumption Tax  √  
 Business Tax  √  √  
 City Maintenance and Construction Tax, Education Surcharge  √  √  
 Individual Income Tax, Land Appreciation Tax, Property Tax, 

Urban Land Use Tax, Stamp Duty, Deed Tax, Vehicle and Ship 
Use Tax, Resources Tax, Arable Land Use Tax 

 √  
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and administration of CIT for all enterprises established on or aft er January 1, 2002 and 
registered with the State Administration for Industry and Commerce and its local offi  ces 
are assigned to State tax bureaus. However, the authority of tax collection and administra-
tion of enterprises established prior to January 1, 2002 remains unchanged. Furthermore, 
the authority of State tax bureaus to the enterprises established on or aft er January 1, 2002 
does not include (1) a newly established enterprise by merger where the merged enter-
prises were assigned to a local tax bureau; (2) a newly established spin-off  enterprise where 
the old enterprise was assigned to a local tax bureau; and (3) a newly established enterprise 
as a result of reform of publicly funded institution into a corporation where the old insti-
tution was assigned to a local tax bureau. Th e authority of State tax bureaus also covers 
organizations, such as publicly funded institutions, social groups, law fi rms, hospitals, and 
schools that are newly established and registered on or aft er January 1, 2002.   4  

 Aft er the CIT Law came into eff ect, the SAT made further adjustments to the scope of 
tax collection and administration by State and local tax bureaus upon the approval the 
State Council.   5  Under the new adjustment, the authority of tax collection and adminis-
tration of enterprises established prior to January 1, 2009 remains unchanged; the author-
ity to the enterprises established on or aft er January 1, 2009 is generally assigned to State 
tax bureaus and local tax bureaus based on whether the taxpayers are VAT payers or 
Business Tax payers. State tax bureaus are in charge of tax collection and administration 
of CIT of newly established enterprises that are VAT payers; local tax bureaus are in 
charge of tax collection and administration of CIT of newly established enterprises that 
are Business Tax payers. However, this general authority allocation rule is subject to the 
following exceptions:  

   (1)  State tax bureaus are in charge of tax collection and administration of CIT of 
newly established enterprises (i) whose CIT in full goes to the central govern-
ment (i.e., no State and local tax sharing) or (ii) that pay Business Tax to State 
tax bureaus;  

   (2)  State tax bureaus are in charge of tax collection and administration of CIT of 
new established enterprises that are banks (credit cooperatives) or insurance 
companies; local tax bureaus are in charge of all other types of fi nancial 
 enterprises; and  

the General Offi  ce of State Council on January 24, 1996.  
4  Th e Notice on the Scope of Tax Collection and Administration aft er the Reform of Tax Revenue Sharing 

System, Guo Shui Fa [2002] No. 8, issued by the SAT on January 24, 2002. 
5  Th e Notice on Adjustment to the Scope of Corporate Income Tax Collection and Administration for New 

Enterprises, Guo Shui Fa [2008] No. 120, issued by the SAT on December 16, 2008 and eff ective on January 1, 
2009. 
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   (3)  State tax bureaus continue to be in charge of tax collection and administration 
of CIT of foreign invested enterprises and representative offi  ces of foreign 
enterprises.     

 A “newly established enterprise” for this purpose is an enterprise that is registered 
with relevant administration for industry and commerce on or aft er January 1, 2009. 
Additionally, the non-cash contribution made by shareholders to the enterprise cannot 
be more than 25 percent of the total registered capital.   6  If the non-cash capital contribu-
tion exceeds this 25 percent threshold, the newly registered enterprise will not be treated 
as a newly established enterprise and, presumably, the tax bureau in charge of the share-
holder that contributes major non-cash assets will be in charge of collection and admin-
istration of CIT for the enterprise. 

 Th e separation of State and local two tax bureaus was intended to allocate more tax 
revenue to local governments. In practice, the dual systems have created more of a tax 
burden in compliance and increased administrative costs. Many people argue for unifi ca-
tion of the two tax bureau systems. Th e SAT requires coordination of the two bureaus 
and encourages the establishment of a tax collection hall where both the State tax bureau 
and the local tax bureau are located, to mitigate the administrative costs for taxpayers. 

 Th e State tax bureau or local tax bureau in charge of an enterprise usually is a tax bureau 
at the district and county/city level, i.e., one of the tax bureaus shown in the bottom 
boxes in Figure   14.1-1  . For a large district or city, the tax bureau may have several branches 
and the collection authority is one of these branches. A tax bureau in a city may set up an 
international tax branch in charge of foreign enterprises and foreign invested enterprises 
within the city. Aft er the determination as to whether the CIT collection bureau is a 
State tax bureau or a local tax bureau, the assignment of a specifi c tax bureau usually is 
based on the registered address of the enterprise. Some cities may also assign enterprises 
to diff erent tax bureaus or diff erent branch bureaus based on industry. 

 Th e tax bureau in charge of an enterprise is the offi  ce where the enterprise fi les its CIT 
returns and makes CIT payments. In many locations, the tax bureau assigns a tax offi  cial 
to work with the enterprise with respect to tax collection and other related matter. 
In some other locations, no specifi c offi  cial is assigned.     

    14.2  Tax Registration   

 An enterprise should perform a tax registration with the tax bureau in charge within 
thirty days aft er it obtains its Business License. If an existing enterprise sets up a branch 

6  Guo Shui Fa [2008] No. 120; the Notice on the Criteria for Newly Established Enterprises for Enjoying 
Corporate Income Tax Incentives, Cai Shui [2006] No. 1, issued by the MOF and the SAT on January 9, 2006.  
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in a city other than the city in which the enterprise is registered, the branch also needs to 
perform a tax registration in the branch location. Th e tax bureau in charge of the enter-
prise or branch should issue a tax registration certifi cate within thirty days aft er the sub-
mission of registration application.   7  

 For initial tax registration, a newly established enterprise or branch should submit 
 various documents to the tax bureau in charge, including: (1) the business license or other 
type of certifi cate of business registration; (2) the evidence for place of registration and 
business (e.g., lease or ownership certifi cate); (3) the capital verifi cation report or appraisal 
report; (4) the certifi cate of unifi ed organization code; (5) the copies of relevant contract 
and articles of association; (6) the personal identifi cation document of the legal represen-
tative of the enterprise; (7) the tax registration certifi cate of the head offi  ce if the tax regis-
tration is for a branch; (8) the approval document if the enterprise is established as a result 
of enterprise reform; (9) the copies of ownership certifi cate of buildings owned, land use 
certifi cate, and certifi cates of motor vehicles; (10) certain information of the enterprise, 
including the description of production facilities and processes and the names, standards, 
and application areas of oil products produced if the enterprise is a taxpayer of Consumption 
Tax for gasoline or diesel oil; and (11) the certifi cate of approval issued by the Ministry of 
Commerce or its local offi  ce if the enterprise is a foreign invested enterprise.   8  

 Certain taxpayers should apply for temporary tax registration. Th ese taxpayers include 
(1) a taxpayer that is engaged in production or business operations under a temporary 
business license; (2) a contractor that leases and operates the business of an owner and 
makes periodical lease payments to the owner; and (3) a foreign enterprise that under-
takes contraction, installment, processing, or exploration projects and provide services. 
A category (1) taxpayer should apply for the temporary tax registration within thirty days 
of the issuance of temporary business license. A taxpayer in categories (2) and (3) should 
apply for the temporary tax registration within thirty days of the signing of relevant 
 contract. 

 When applying for a temporary tax registration, a taxpayer should submit a tax 
 registration form together with (1) the personal identifi cation document of legal represen-
tative (or head) of the taxpayer, (2) the project contract, and (3) a copy of business license 
or other type of permit. Th e tax authority in charge should issue a tax registration certifi -
cate within twenty working days of the submission of completed application materials.   9  

 When the content of tax registration of a taxpayer changes, the taxpayer should 
update its tax registration within thirty days aft er the change of its business registration.   10  

 7  Article 15 of the Law of Administration of Tax Collection. 
 8  Operational Guidelines for Taxpayers Concerning Tax-related Matters, issued as appendix to the Notice on the 

Relevant Issue Concerning Cleaning up, Simplifying, and Combining Tax-related Materials Submitted by 
Taxpayers, Guo Shui Han [2007] No. 1077, issued by the SAT on November 2, 2007.  

 9  Operational Guidelines for Taxpayers Concerning Tax-related Matters. 
10  Article 16 of the Law of Administration of Tax Collection. 
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If a taxpayer is not required to update its business registration or the change of content of 
tax registration is irrelevant to business registration, the taxpayer should update its tax 
registration within thirty days of such change date or the date of approval of the relevant 
government offi  ce or the date of declaration of such change. Th e application for the change 
of tax registration should be submitted to the original tax authority. Th e tax authority 
should issue a new tax registration certifi cate within thirty days of  submission.   11  

 If a taxpayer changes its business address from one district/county to another district/
county, such change usually results in a change of the tax authority in charge. In such case, 
the taxpayer should de-register with the tax authority in charge of the old business loca-
tion and then register with the tax authority in charge of the new business location. At 
the tax de-registration with the original tax authority in charge, the original tax authority 
may review or audit the taxpayer’s tax fi lings before completing the tax de-registration. 

 When an enterprise is dissolved, fi les bankruptcy, is canceled, or otherwise ceases its 
obligation to pay CIT, the enterprise should perform a tax de-registration before it 
 performs its business de-registration with industry and commerce authority or other 
business registration agency. If a foreign company undertakes a construction, installation, 
processing, or exploration project and provides services, the foreign company should 
 perform a tax de-registration 15 days before it leaves China upon the completion of the 
project. During the tax de-registration process, the original tax authority may review or 
audit the taxpayer’s tax fi lings before completing the tax de-registration. 

 Similar to an enterprise, a representative offi  ce of a foreign enterprise should also 
 perform a tax registration within thirty days aft er it obtains its Certifi cate of Business 
Registration. Furthermore, a representative offi  ce is also required to update its tax regis-
tration if the context of original tax registration changes. Finally, a representative offi  ce 
must perform a tax de-registration before it completes its business de-registration.     

    14.3  Provisional Tax Filing and Payment   

 CIT is computed on an annual basis. Th e tax year of an enterprise is the calendar year 
from January 1 to December 31 except the year in which the enterprise is established 
or terminated where the actual operation during the year is less than 12 months.   12  
An enterprise should make monthly or quarterly provisional tax payments during a tax 
year. Th e tax authorities determine whether an enterprise makes provisional CIT  payments 
on a monthly or a quarterly basis.   13  Most enterprises fi le provisional CIT returns and pay 
provisional CIT on a quarterly basis. An enterprise should fi le its quarterly (or monthly) 
provisional CIT return and pay quarterly (or monthly) provisional CIT on or before 

11  Operational Guidelines for Taxpayers Concerning Tax-related Matters. 
12  Article 54 of the CIT Law. 
13  Article 128 of the CIT Implementation Rules. 
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the 15th day aft er the end of relevant quarter (month).   14  Th e provisional CIT payments 
shall be calculated based upon the actual profi ts for the quarter (month). Where it is 
 diffi  cult for an enterprise to determine its provisional CIT payments based on the actual 
profi ts of the quarter (month), the provisional CIT payments may be determined based 
on the average quarterly (monthly) profi ts for the prior year or based on other method 
permitted by the tax authorities. Once a provisional payment method is determined, that 
method shall not be arbitrarily changed within the year.   15  

 In computing provisional CIT payment for a quarter (month), unexpired tax losses 
from prior years as well as losses from prior quarters (months) within the same year can 
be used to off set profi t for the quarter (month). 

 CIT is generally fi led on a legal entity basis. Unless otherwise approved by the SAT,   16  
consolidated CIT fi ling for diff erent legal entities within an enterprise group is not 
 permitted. A resident enterprise owning branches should compute its CIT on a consoli-
dated basis including income and expenses of all branches.   17  However, an enterprise with 
branches may need to fi le a provisional CIT return and pay provisional CIT at the 
 locations of branches. Th e main reason for the payment of provisional CIT at branch 
locations is to balance the interest of provinces, municipalities, and autonomous regions. 
Th e CIT revenue collected is shared between the central government and local govern-
ments. Th e current share ratio is 60 percent to the central government and 40 percent to 
local governments. Prior to January 1, 2008, a foreign invested enterprise fi led and paid 
CIT in the city where its head offi  ces were “located,” which is the place of business 
 registration. Th e combined CIT return included the income from all branches regardless 
of branch locations. Under that system, the tax bureau at the enterprise’s headquarters 
collected 100 percent of CIT from the enterprise. Th e local government retained 
40  percent of the CIT collected and forwarded the remaining 60 percent to the central 
government. Cities with normal branches did not receive any CIT revenues from those 
foreign invested enterprises. For enterprises other than foreign invested enterprises, 
branches were generally considered taxpayers and fi led and paid CIT locally unless 
 otherwise approved by the Ministry of Finance and/or State Administration of Taxation. 
Th e government at a branch location would retain 40 percent of CIT collected and 
 forward the remaining 60 percent to the central government. Th e new CIT Law has 
adopted in principle the CIT fi ling method used for foreign invested enterprises under 
the old CIT system. If all CIT were to be paid to the tax bureaus at the headquarters 
 locations, the tax revenues of many local governments, especially those in the inland 

14  Article 54 of the CIT Law. 
15  Article 128 of the CIT Implementation Rules. 
16  Th e consolidated group fi ling is only available for limited stated owned enterprises with special approval 

of the SAT. 
17  Article 50 of the CIT Law. 
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provinces, would be reduced, as most corporate headquarters are located in the more 
developed cities in the coastal areas. In order to solve this revenue shift ing problem, 
the MOF, the SAT, and the People’s Bank of China issued Cai Yu [2008] No. 10,   18  
which provides the method for allocating CIT payments between central and local 
 governments for taxpayers with headquarters and branches across multiple provinces. To 
implement Cai Yu [2008] No. 10, the SAT issued Provisional Measures for Collection 
and Administration of Corporate Income Tax for Enterprises that Have Branches in 
Multiple Regions and File Consolidated Corporate Income Tax Returns.   19  

 Th is provisional CIT allocation between the headquarters location and branch 
 locations applies to a resident enterprise that has at least one branch with production or 
business operations legally registered in another province, municipality, autonomous 
region, or city specifi cally designated in the State plan. Th e allocation does not apply to 
non-resident enterprises. It also does not apply to special industries and those enterprises 
whose tax revenue is within the scope of normal central-local revenue sharing regime.   20  
Th e CIT revenue of these enterprises goes directly to the central government. 

 On and aft er January 1, 2008, when a resident enterprise (other than the excludable 
enterprises) with cross-province branches fi les its quarterly (or monthly) provisional CIT 
return, the enterprise should allocate provisional CIT payment based on the following steps: 

 Th e fi rst step is to identify participating branches. Participating branches are the 
fi rst-tier branches with principle operational functions. Th e second or lower-tier branches 
should be consolidated into the fi rst-tier branch for calculation of tax payment alloca-
tion. Th e fi rst-tier branches that undertake no principal operational functions and do not 
pay business tax or VAT at their locations do not participate in the allocation. Excludable 
branches include those providing aft er-sales services, internal R&D, warehousing, and 
other internal ancillary functions. A new branch should participate in the allocation 
from the year following the year of establishment. A dissolving branch stops participating 
the year aft er it is dissolved.   21  If an enterprise has a separate production or business 

18  Provisional Measures for the Administration of the Allocation and Budget of Corporate Income Tax the 
Headquarters and Cross-Province Branches, Cai Yu [2008] No. 10, issued by the MOF, the SAT, and the 
People’s Bank of China on January 15, 2008 and eff ective on January 1, 2008.  

19  Provisional Measures for Collection and Administration of Corporate Income Tax for Enterprises that Have 
Branches in Multiple Regions and File Consolidated Corporate Income Tax Returns, Guo Shui Fa [2008] No. 
28, issued by the SAT on March 10, 2008 and eff ective on January 1, 2008. 

20  According to Article 2 of Guo Shui Fa [2008] No. 28, those excludable enterprises include such as railway 
transport enterprises (including Guangzhou Railway Group and Daqin Railway Company), state-owned 
postal service enterprises, Industrial and Commercial Bank of China Inc., Agricultural Bank of China, Bank of 
China Inc., China Development Bank, Agricultural Development Bank of China, Export-Import Bank of 
China, Central Huijin Investment Ltd., China Construction Bank Ltd., China Jianyin Investment Ltd., 
PetroChina Ltd., China Petroleum and Chemical Ltd., and off shore oil and natural gas enterprises (including 
Hong Kong, Macao, Taiwanese, foreign, and foreign-invested off shore oil and natural gas enterprises).  

21  Cai Yu [2008] No. 10. 
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 operating division and the business revenue, staff  salary, and assets of such division are 
accounted separately from those of the divisions that exercise management functions, 
such operating division can be treated as a separate branch for the provisional CIT 
 payment allocation purposes. On the other hand, if the revenue, salary, and assets of the 
operating division cannot be separated from those of management divisions, the operat-
ing division should be treated as part of headquarters and is not treated as a participating 
branch.   22  Th e headquarters of an enterprise should submit a list of fi rst-tier branches to 
the tax bureau at the headquarters location and provide proof of a fi rst-tier branch to the 
tax bureau at the branch location. Such proof includes certifi cate of funding provided by 
the headquarters, the agreements between the branch and the headquarters, the Articles 
of Association of the enterprise, and management system. If a branch conducts produc-
tion or business operations under the name of headquarters and cannot provide required 
proof of the status of a fi rst-tier or lower-tier branch, the branch will be deemed to be an 
independent taxpayer and pay CIT locally.   23  

 Th e second step is to allocate the total provisional CIT for the quarter (or month) 
between headquarters and participating branches. During each provisional CIT fi ling, 
CIT payable by an enterprise will initially be allocated 50 percent to the headquarters 
and 50 percent to the participating branches. As such, an enterprise should pay 50  percent 
of its CIT for the period (quarter or month) to the tax bureau at the headquarters 
 location. Actually the 50 percent of provisional CIT collected by the tax bureau at the 
headquarters location will be further divided into two parts. Fift y percent (i.e., 25 percent 
of total provisional CIT payment) will be retained by the local government and the 
remaining 50 percent will go to the State treasury to be further distributed.   24  As such, if 
the enterprise has a participating branch or an operating division that is treated as a 
branch in the headquarters location, the tax bureau at the headquarters location will 
 collect more than 50 percent of total provisional CIT for the quarter (month) because of 
the allocation of provisional CIT to the branch at the headquarters location. 

 Th e third step is to allocate the remaining 50 percent of the total amount of  provisional 
CIT to the participating branches. Th e 50 percent of provisional CIT is apportioned among 
those branches based on three factors: gross revenue, payroll, and total assets. CIT paid to 
the tax bureau at one participating branch location should be equal to the following: 

 50 %  of total CIT for the period x (Revenue of the branch  ÷  Revenue of all partici-
pating branches x 0.35  +  Payroll of the branch  ÷  Revenue of all participating branches 
x 0.35  +  Assets of the branch  ÷  Assets of all participating branches x 0.30) 

22  Article 10 of Guo Shui Fa [2008] No. 28. 
23  Article 1 of the Notice on Certain Issues Concerning the Collection and Administration of Corporate Income 

Tax for Enterprises that Have Branches in Multiple Regions and File Consolidated CIT Returns, Guo Shui 
Han [2009] No. 221, issued by the SAT on April 29, 2009 and eff ective on January 1, 2009. 

24  Article 19 of Guo Shui Fa [2008] No. 28. 
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 Th e amounts of revenue, payroll, and assets used in the formula for periods from 
January to June should be the numbers for the year before the last year; for the periods 
from July to December, the numbers from the previous year should be used. Once the 
apportionment percentage is determined, no adjustment will be made during the year.   25  
As to the three factors, a branch’s revenue is all business revenue such as production and 
service revenue realized by the branch;   26  a branch’s payroll refers to all types of compensa-
tion for services of staff  and workers of the branch;   27  a branch’s total assets refer to all 
fi nancial resources held or controlled by a branch offi  ce which, excepting intangible assets, 
can be measured in monetary terms.   28  Th e revenue, payroll, and total assets of branches 
shall be determined based on the fi nancial accounting reports of the enterprise.   29  
Th e enterprise should pay provisional CIT to the tax bureau at the location of each 
 participating branch according to the apportionment. 

 Where diff erent tax rates are applicable to headquarters and branches, the enterprise 
will need to go through income allocation and then CIT allocation. Specifi c procedures 
are (1) the enterprise computes the taxable income of the whole enterprise; (2) the enter-
prise allocates its taxable income to headquarters and each branch using the methods 
described in step two (50/50 allocation between headquarters and branches) and step 
three (apportion among branches) above; (3) CIT of headquarters and branches is com-
puted based on the allocated taxable income and the applicable tax rates of headquarters 
and branches, respectively; (4) the amounts of CIT of headquarters and branches that are 
separately computed in step (3) are combined as the total provisional CIT of the enter-
prise for the period; (5) the enterprise goes through step two (50/50 allocation between 
headquarters and branches) and step three (apportion among branches) to determine the 
provisional CIT that should be paid to each location of headquarters and branches. 
Generally speaking, an enterprise should apply the same applicable tax rate to compute 
its CIT except otherwise provided in the rules concerning tax incentives according to 
Guo Fa [2007] No. 39, Cai Shui [2008] No. 1, and Cai Shui [2008] No. 21.   30 . 

 If an enterprise did not properly allocate provisional CIT payment in accordance with 
Guo Shui Fa [2009] No. 28, resulting in more provision CIT was paid to one or more 
locations and less provisional CIT was paid to other locations, the enterprise should 
make corrections in the provisional CIT payments for the following period. Th e  enterprise 
should recompute the correct amount of provisional CIT payable to headquarters and 
each participating branch, and pay additional provisional CIT to the location where 

25  Article 23 of Guo Shui Fa [2008] No. 28. 
26  Article 24 of Guo Shui Fa [2008] No. 28. 
27  Article 25 of Guo Shui Fa [2008] No. 28. 
28  Article 26 of Guo Shui Fa [2008] No. 28. 
29  Article 27 of Guo Shui Fa [2008] No. 28. 
30  Article 2 of Guo Shui Han [2009] No. 221. 
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 provisional CIT is under paid and deduct such amount in the location where provisional 
CIT is overpaid.   31  

 A non-resident enterprise that has an establishment or place of business in China 
should fi le its provisional CIT return and pay CIT at the place where the establishment 
or place of business is located. If a non-resident enterprise has two or more establishments 
or place of business in China, it may, upon the approval of the tax authority, select its 
principal establishment or place of business to pay CIT on a consolidated basis.   32  Th is 
consolidated CIT fi ling typically applies to branches of a foreign bank and off shore 
oil and gas exploration of a foreign enterprise. Th is rule of place of tax fi ling for the estab-
lishment or place of business of foreign enterprise applies to both quarterly (monthly) 
provisional CIT fi ling and annual CIT fi ling. 

 A construction enterprise may have projects in diff erent provinces, municipalities, 
autonomous regions, and cities specifi cally designated in the State plan. Th ese projects 
may be managed directly by the headquarters of the construction enterprise or by branches 
of the construction enterprise. Th e SAT issued a circular concerning the implementation 
of Guo Shui Fa [2008] No. 28 for construction enterprises.   33  

 If a construction enterprise has branches outside the province, municipality, autono-
mous region, or city specifi cally designated in the State plan where the headquarters of the 
enterprise are located, and the projects outside the headquarters location are  managed by 
the branches, then the fi rst-tier branches should pay provisional CIT based on the income 
allocation between headquarters and branches in accordance with Guo Shui Fa [2008] 
No. 28. Provisional CIT should not be paid locally by the second or lower-tier branches. 
Th e revenue, payroll, and assets of second- or lower-tier branches should be consolidated 
into fi rst-tier branches for computation of provisional CIT payment at the locations of 
fi rst-tier branches.   34  

 If a construction enterprise directly manage a project outside the province, munici-
pality, autonomous region, or city specifi cally designated in the State plan where the 
headquarters of the enterprise are located, the enterprise should make monthly or 
 quarterly provisional CIT payments equal to 0.2 percent of business revenue actually 
derived from the project; and such provisional CIT should be paid by the project unit to 
the tax bureau at project unit location.   35  

31  Article 4 of Guo Shui Han [2009] No. 221. 
32  Article 51 of the CIT Law. 
33  Th e Notice on the Collection and Administration of Corporate Income Tax for Construction Enterprises 

Operating in Multiple Regions, Guo Shui Han [2010] No. 156, issued by the SAT on April 19, 2010 and 
eff ective on January 1, 2010. 

34  Article 2 of Guo Shui Han [2010] No. 156. 
35  Article 3 of Guo Shui Han [2010] No. 156. 
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 Th e headquarters of a construction enterprise should compute CIT on a consolidated 
basis including income of the headquarters and branches; provisional CIT will be paid as 
follows:   36   

   (1)  If the enterprise only has project units (i.e., no branches), its headquarters 
will subtract provisional CIT paid locally by its project units and then pay the 
reminder of consolidated provisional CIT in the location of the headquarters;  

   (2)  If the enterprise only has fi rst-tier branches (i.e., no outside projects directly 
managed by the headquarters), it should compute and allocate its provisional 
CIT in accordance with Guo Shui Fa [2008] No. 28; and  

   (3)  If the enterprise has both fi rst-tier branches and directly managed projects 
 outside its headquarters location, the enterprise should fi rst deduct provisional 
CIT paid for the directly managed projects and then allocate provisional CIT 
between the headquarters and branches in accordance with Guo Shui Fa [2008] 
No. 28.     

 A construction enterprise that has projects outside its headquarters location should 
obtain a Certifi cate of Tax Administration for Business Operations Outside Headquarter 
Location issued by the tax bureau at the headquarters location. Th e enterprise should 
provide the certifi cate to the tax bureau at the project location. If the enterprise cannot 
provide such a certifi cate, the project needs to pay CIT locally as a separate taxpayer. 
If the project is managed by a fi rst-tier branch of the enterprise, the project unit must 
also provide the tax bureau at the project location with a document issued by the head-
quarters to prove that the project is managed by the branch.   37  When the headquarters 
makes provisional CIT payments at the headquarters location, it should provide the tax 
bureau at the headquarters location with the receipts of the provisional CIT paid locally 
for the directly managed projects outside the headquarters location.   38  

 Th e State tax bureau and local tax bureau at a province, a municipality, an autonomous 
region, or a city specifi cally designated in the State plan may jointly issue local rules for tax 
administration of construction enterprises established and operating with the  province, 
municipality, autonomous region, or city specifi cally designated in the State plan but 
having projects in other cities or counties within the province, a municipality, an autono-
mous region, or a city specifi cally designated in the State plan. Such local rule must be 
fi led with the SAT.   39      

36  Article 4 of Guo Shui Han [2010] No. 156. 
37  Article 6 of Guo Shui Han [2010] No. 156. 
38  Article 7 of Guo Shui Han [2010] No. 156. 
39  Article 8 of Guo Shui Han [2010] No. 156. 
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    14.4  Annual CIT Filing   

 An enterprise should fi le an annual CIT return on or before May 31 of the year following 
a tax year.   40  If the CIT liability on the annual CIT return is greater than the total amount 
of provisional CIT payments, the enterprise should pay the balance before the fi ling 
deadline. If the CIT liability is less than the total amount of provisional CIT payments, 
the enterprise can claim a refund of overpayment. Th is settlement of CIT with annual 
CIT fi ling is oft en called annual CIT reconciliation. Unless otherwise specifi ed by tax 
law and regulations, a resident enterprise should fi le its annual CIT return and perform 
the annual reconciliation at the location of its business registration. However, if a  resident 
enterprise is a company registered outside China, the enterprise should fi le annual CIT 
and pay CIT at the place of its eff ective management.   41  Th is annual CIT fi ling at the 
 location of business registration also applies to enterprises that are required to make 
 provisional CIT payments at the locations of branches (see Chapter 14.3 for allocation 
and payment of provision CIT at branch locations). Th is means that an enterprise does 
not need to fi le its annual CIT return and perform annual CIT reconciliation for 
branches and it should only pay additional CIT to or fi le a claim for CIT refund with the 
tax bureau at its place of business registration (or the place of eff ective management for a 
resident enterprise incorporated overseas). 

 If an enterprise terminates its business operation before the end of a calendar year, it 
should fi le its annual CIT return for the last operating period within sixty days of the 
date of the actual termination of the business operation.   42  A non-resident enterprise that 
has an establishment or place of business in China should fi le its annual CIT return and 
pay CIT at the place where the establishment or place of business is located. Similar to a 
resident enterprise, the annual CIT return for a non-resident enterprise that has an estab-
lishment or place of business in China should fi le its annual CIT return on or before May 
31 following a tax year. If a non-resident enterprise has two or more establishments 
or place of business in China, it may, upon the approval of the tax authority, select its 
 principal establishment or place of business to pay CIT on a consolidated basis.   43  

 In Chapter 14.3, we discussed the special rule for provisional CIT payments for 
 construction enterprises operating projects outside their headquarter locations. Similar 
to other enterprises, only the headquarters of a construction enterprise is required to 
perform annual CIT reconciliation at the tax bureau at the headquarters; branches 
and project units do not need to perform annual CIT reconciliation.   44  When the 

40  Article 54 of the CIT Law. 
41  Article 50 of the CIT Law. 
42  Article 55 of the CIT Law. 
43  Article 51 of the CIT Law. 
44  Article 5 of Guo Shui Han [2010] No. 156. 
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 headquarters of a construction enterprise performs its annual CIT reconciliation at the 
headquarters location, it should provide the tax bureau at the headquarters location with 
the receipts of provisional CIT paid locally for the directly managed projects outside the 
headquarters location.   45      

    14.5  Translation of Foreign Currency   

 Where the income of an enterprise is calculated in a currency other than RMB, the 
 taxable income shall be converted into RMB using the medium exchange rate on the last 
day of a month or a quarter for which the provisional CIT payments are made. When 
settling the annual payment aft er the end of the year, the provisional CIT payments that 
have been made will not be reconverted; instead, the enterprise should calculate that part 
of its taxable income for which the provisional CIT payments have not been made, and 
convert such taxable income into RMB using the medium exchange rate on the last day 
of the year.   46  

 Where a withholding agent makes a payment to a non-resident enterprise in foreign 
currency, for the purpose of computing CIT, the withholding agent should convert the 
foreign currency into RMB using the medium exchange rate published by the State on 
the tax payment date.   47      

    14.6  Filing of Withholding Tax   

 Where a non-resident enterprise derives dividends, interest, rent, royalty, the gain on 
property transfer, or other income from China, the person who has the direct obligation 
to pay the non-resident enterprise under the applicable law or contract is a withholding 
agent.   48  A withholding agent should perform tax withholding registration with the 
tax authority in charge within 30 days of signing the contract in relation to the income 
listed above.   49  When a withholding agent makes a payment or the payment is due and 
payable, the withholding agent should withhold CIT from the payment, fi le Corporate 
Income Tax Withholding Return with the tax authority in charge of the with-
holding agent, and deposit the tax withheld with the Treasury within seven days of the 

45  Article 7 of Guo Shui Han [2010] No. 156. 
46  Article 130 of the CIT Implementation Rules. 
47  Article 9 of the Provisional Administrative Measures for Withholding of Tax at Source for Non-resident 

Enterprises, Guo Shui Fa [2009] No. 3, issued by the SAT on January 9, 2009 and eff ective on January 1, 
2009. 

48  Article 3 of Guo Shui Fa [2009] No. 3. 
49  Article 4 of Guo Shui Fa [2009] No. 3. 
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 withholding date.   50  Th e tax authorities should pay withholding agents a withholding 
handling fee,   51  which is 2 percent of the amount of tax withheld.   52  

 Where a non-resident enterprise transfers its equity interest in a resident enterprise to 
another non-resident enterprise and the transfer occurs outside China, the non-resident 
enterprise buyer generally is not a withholding agent. Th e non-resident seller should 
pay CIT to the tax authority in charge of the resident enterprise whose equity was 
 transferred. Please also see discussions about withholding tax at source in Chapter 12.1.     

    14.7  Interest and Penalties      

    14.7.1  late payment charge and interest   

 If an enterprise fails to pay or underpays its CIT liability, a late payment charge at a daily 
rate of 0.05 percent (i.e., an annual rate of 18.25 percent) on the underpayment is imposed.   53  
Th is rate applies to tax due dates on or aft er May 1, 2001. Late payment charge for tax liabil-
ity incurred in the period from January 1, 1993 to April 30, 2001 is 0.2 percent per day. Th e 
late payment charge should start from the date immediately following the last due date for 
such tax payments and end on the date that the tax is actually paid.   54  If an enterprise obtains 
an approval of the tax authorities for an extension of time to fi le a CIT return, the enter-
prise should pay, on or before the return original due date, the actual tax paid for the prior 
period or the amount determined by the tax authorities. If the actual tax payable is greater 
than the amount paid on or before the original due date, no late payment charge is imposed 
on the additional tax payment on or before the approved extended fi ling date, provided the 
return is properly fi led on or before this date.   55  

 When the tax authorities make special tax adjustments, including adjustments for trans-
fer pricing, controlled foreign corporation, thin capitalization, and general anti-avoidance, 
with respect to transactions occurring on or aft er January 1, 2008, interest will be imposed, 
on a daily basis, upon the underpaid taxes. Th e interest rate is the RMB base lending 
rate published by the People’s Bank of China in the year(s) to which the underpaid tax 
relates for a loan of the same term as the period for which additional tax is payable, plus 5 
percent. However, if an enterprise provides contemporaneous documentation and other 
information in accordance with the tax regulations or is exempted from preparation 

50  Article 7 of Guo Shui Fa [2009] No. 3. 
51  Article 30 of Law of Administration of Tax Collection. 
52  Th e Notice on Specifi c Issues Concerning the Provision and Payment of Withholding Handling Fees by 

Collection Authorities, Cai Yu Zi [1994] No. 217, issued by the Ministry of Finance on July 12, 1994. 
53  Article 32 of the Law of Administration of Tax Collection. 
54  Article 75 of the Implementation Rules for the Law of Administration of Tax Collection. 
55  Reply on the Issues Concerning Late Payment Charge on Provisional Tax Payment For Tax Filing on Extended 

Date, Guo Shui Han [2007] No. 753, issued by the SAT on July 10, 2007. 
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of contemporaneous documentation under the Implementation Rules for Special 
Adjustments, the interest rate or transfer pricing adjustment should be reduced to the base 
lending rate.   56  Where an interest charge is applicable for special tax adjustment, the 0.05 
percent daily late payment charge should not apply. For more discussion on interest charge 
for transfer pricing adjustment, please see Chapter 11.10.     

    14.7.2  administrative penalties   

 Th e Law of Administration of Tax Collection authorizes the tax authorities to impose 
administrative penalties, in addition to tax and late payment charges or interest, if any, on 
taxpayers and/or the withholding agent. Basically, there are two types of administrative 
penalty. One type is a fi ne for the failure to take required action by a taxpayer or a 
tax-withholding agent, and such failure to act is not necessarily the result of under-
payment of tax. Th e tax authorities can impose a fi ne of not more than RMB2,000; in a 
serious case, a fi ne of RMB2,000 to RMB10,000 for various events including, et alia, the 
failure to perform tax registration, change tax registration, or perform tax de-registration 
by a taxpayer, the failure to set up or maintain accounting books and records by a 
taxpayer,   57  the failure to fi le a tax return or other required information by a taxpayer,   58  
and the failure to fi le a withholding tax return or provide required information by a with-
holding agent.   59  Th e tax authorities can impose a fi ne of not more than RMB2,000; in a 
serious case, a fi ne of RMB2,000 to RMB5,000 for the failure by a withholding agent to 
set up or maintain required accounting books and records in relation to tax withheld.   60  
Another type of administrative penalty is a fi ne as a percentage of tax underpaid or under-
withheld. If a taxpayer fails to report tax, fails to pay or underpays the tax payable, the tax 
authorities may impose a fi ne of 50 percent to 500 percent of underpaid tax.   61  If a with-
holding agent fails to withhold tax that should have been withheld, the tax authorities 
may impose on the withholding agent a fi ne of 50 percent to 300 percent of tax under-
withheld, in addition to recovering underpaid tax from the taxpayer.   62  

 Th ese tax administrative penalties apply to the fi lings and payments of all types of 
tax, including CIT. In practice, the tax authorities have discretionary power to impose 
administrative penalties. For most tax adjustments, as a result of a normal tax audit, as 
long as the taxpayer pays the tax and late payment charges, the tax authorities oft en do 
not impose the second type of penalty (50 percent to 500 percent of underpaid tax). 

56  Article 107 of Guo Shui Fa [2009] No. 2. 
57  Article 60 of the Law of Administration of Tax Collection. 
58  Article 62 of the Law of Administration of Tax Collection. 
59  Article 62 of the Law of Administration of Tax Collection. 
60  Article 61 of the Law of Administration of Tax Collection. 
61  Article 64 of the Law of Administration of Tax Collection. 
62  Article 69 of the Law of Administration of Tax Collection. 
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However, the tax authorities most likely will impose penalties in tax fraud cases that 
oft en involve intentionally underreported tax without legal basis or false accounting 
books and records.     

    14.7.3  criminal penalties   

 In addition to the recovery of tax and the imposition of late payment charge and admin-
istrative penalties, a taxpayer and a withholding agent can be prosecuted in a criminal 
trial for tax evasion. If a taxpayer fi les false tax returns by cheating or concealment or fails 
to fi le tax returns, and the amount of evaded taxes is relatively large and accounts for 
more than 10 percent of the payable taxes, he shall be sentenced to fi xed-term imprison-
ment of not more than three years, or to criminal detention, and shall be fi ned. Where 
the amount of evaded taxes is huge and accounts for more than 30 percent of the payable 
taxes, the taxpayer shall be sentenced to fi xed-term imprisonment of not less than three 
years but not more than seven years, and be fi ned. Similarly, if a tax-withholding agent 
fails to pay or fails to pay in full the withheld or collected taxes by cheating or conceal-
ment, and the amount is relatively large, the above criminal penalties will also be imposed 
on the withholding agent. However, if a taxpayer or a withholding agent who committed 
the act as described above has made up the payable taxes and paid the late payment charge 
upon the notice of tax authorities for tax recovery according to law, and has received 
the administrative penalty, the taxpayer or withholding agent should be released from 
criminal prosecution. However, such relief is not available to a person who has been crim-
inally punished for tax evasion or has been, twice or more, administratively punished by 
the tax authorities within fi ve years.   63  Where a taxpayer or a withholding agent is an 
enterprise in a criminal case, the enterprise will be fi ned and the imprisonment and crim-
inal detention discussed above will apply to the persons directly in charge and other 
 persons held directly responsible for the acts.   64  “Th e persons directly in charge and other 
persons held directly responsible” are not defi ned in the Criminal Law. According to the 
discussions at a meeting of courts on trials of fi nancial crime cases that were endorsed by 
the Supreme Court of the PRC, “the persons directly in charge” are those who play a role 
of decision making, approval, connivance, or direction in a crime committed by an 
 organization. Generally speaking, those are principal supervisors, including legal repre-
sentative of a company. Th e phrase “other persons held directly responsible” refers to 
those who specifi cally implement a crime and play a relatively important role in the 
action. Th ose can be management personnel and can also be staff  of the company or other 
persons engaged. A person who participates in implementation of a crime committed 
by a company under instructions of his or her leader is generally not subject to criminal 

63  Article 201 of Criminal Law. 
64  Article 211 of Criminal Law. 
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liability.   65  In practice, there are no detailed and uniformed standards, such as certain 
 positions at enterprises, regarding “the persons directly in charge and other persons held 
directly responsible.” Th e courts will make a determination based on specifi c facts.      

    14.8  Statute of Limitation   

 Th e statute of limitation on the recovery of tax, late payment charge, and administrative 
penalties by the tax authorities are provided in the Law of Administration of Tax 
Collection. Th e authorities are authorized to seek the recovery tax and late payment 
charge within three years for underpayment of tax or under-withholding other than 
transfer pricing adjustment, tax evasion, tax fraud, and the refusal of tax payment. If the 
amount of tax in aggregate underpaid or under-withheld is RMB100,000 or more, the 
statute of limitation is extended to fi ve years.   66  Th e application of the three-year or fi ve-
year rule seems very limited under the Law of Administration of Tax Collection. Th e law 
provides that such limitation only apply where the underpayment of tax is due to the 
mistakes, such as computation errors, of a taxpayer or a withholding agent. Th e recovery 
of tax and imposing late payment charges for tax evasion, tax fraud, and the refusal of 
paying tax by a tax payer or withholding agent are not subject to this limitation.   67  
Th e regulations under the Law of Administration of Tax Collection narrowly defi nes the 
mistakes referred to in the law as unintentional computation errors and obvious typos.   68  
In practice, however, the tax authorities usually do not go beyond the fi ve-year period 
unless the situation is tax fraud. Although there is no specifi c defi nition of tax evasion 
and tax fraud, the SAT views that failure to fi le a tax return is not considered as tax 
evasion or tax fraud and therefore the statute of limitation of three- and fi ve-year periods 
is applicable.   69  Th e above permitted tax recovery periods start from the date that a 
 taxpayer should have paid tax or a withholding agent should have withheld and paid 
tax.   70  Th e statute of limitation for transfer pricing adjustments is 10 years.   71  

65  Th e Minutes of Courts of Nation-wide on the Discussions on the Trials of Financial Crime Cases, Issued by 
the Supreme Court by Nation-wide Courts, Fa [2001] No. 8, issued by the Supreme Court of the PRC on 
January 21, 2001. 

66  Article 82 of the Implementation Rules for the Law of Administration of Tax Collection. 
67  Article 52 of the Law of Administration of Tax Collection. 
68  Article 81 of the Implementation Rules for the Law of Administration of Tax Collection. 
69  Reply on the Issue of Time Limitation for Recovery of Tax Due to Failure to File Tax Returns, Guo Shui Han 

[2009] No. 326, issued by the SAT on June 15, 2009. 
70  Article 83 of the Implementation Rules for the Law of Administration of Tax Collection. 
71  Article 123 of the CIT Implementation Rules. 
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 Th e statute of limitation for administrative penalties is fi ve years. If an act in violation 
of tax law and regulations is not discovered within fi ve years, the tax authorities cannot 
impose administrative penalties on a taxpayer or a withholding agent for such act.   72      

    14.9  Confi dentiality of Tax Information   

 Taxpayers and withholding agents have the right to request the tax authorities and the tax 
authorities have the obligation to keep the information of taxpayers and withholding 
agents confi dential.   73  If the tax authorities breach this obligation, the persons directly in 
charge and other persons held directly responsible for within the tax authorities should be 
subject to administrative punishment.   74  Th e confi dential information is the  commercial 
secrecy and private information of taxpayers that is prepared or collected in tax adminis-
tration and collection, mainly including the information about the technology and 
 business of a taxpayer and its principal investors as well as the personal matters that a 
 business operator does not want to disclose.   75  Th e tax authorities and their personnel may 
not disclose the confi dential information to offi  ces outside the authorities, public, or 
 individuals except when (1) disclosing information in accordance with law and  regulations, 
(2) disclosing information to a third party who requests the information in accordance 
with law, (3) releasing information to the taxpayer itself, and (4) disclosing information 
upon the consent of the taxpayer.   76  

 Th e information about the actions of taxpayers and withholding agents in violation of 
tax law is not within the scope of confi dential information.   77  Th e tax authorities may 
publish the information about a taxpayer if the taxpayer fails to pay tax within the time 
limit, including approved extension, aft er fi ling a tax return or a tax assessment made by 
the tax authority.   78  In the case of an enterprise taxpayer, the information can include the 
name of the enterprise, the identifi cation number of the taxpayer, the name and personal 
identifi cation number of the legal representative or responsible person, the business place, 

72  Article 86 of the Law of Administration of Tax Collection. 
73  Article 8 of the Law of Administration of Tax Collection. 
74  Article 87 of the Law of Administration of Tax Collection. 
75  Article 5 of the Implementation Rules for the Law of Administration of Tax Collection; Article 2 of Provisional 

Measures for the Administration of Confi dential Information of Taxpayers, Guo Shui Fa [2008] No. 93, issued 
by the SAT on October 9, 2008 and eff ective on January 1, 2009. 

76  Article 3 of Guo Shui Fa [2008] No. 93. 
77  Article 5 of the Implementation Rules for the Law of Administration of Tax Collection; Article 2 of Provisional 

Measures for the Administration of Confi dential Information of Taxpayers, Guo Shui Fa [2008] No.93, issued 
by the SAT on October 9, 2008 and eff ective on January 1, 2009. 

78  Article 3 of Measures for Public Notice on Outstanding Taxes (For Trial Implementation), Order of the 
SAT [2004] No. 9, issued by the SAT on October 10, 2004 and eff ective on January 1, 2005.  
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the types of taxes owed, the balance of outstanding taxes, and the amount of outstanding 
taxes that have occurred in the current period.   79  Th e information can be published on the 
bulletin board of the tax collection hall and in the public media such as radio, television, 
newspapers, periodicals, and the Internet.   80                                                                                                                                                                                    

79  Article 5 of Order of the SAT [2004] No. 9. 
80  Article 4 of Order of the SAT [2004] No. 9. 
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    15.1  Offi ces in Charge of Tax Audit   

 Th e Law of Administration of Tax Collection authorizes the tax authorities to audit 
taxpayers and withholding agents. Audit units, which are called audit bureaus, were set 
up within tax bureaus at each level. An audit bureau is not involved in routine tax collec-
tion but is responsible for organizing tax audits, handling tax violation reports, and coor-
dinating with police, prosecutors, and courts for tax criminal investigations. A tax audit 
can be conducted by the audit bureau within the tax bureau in charge of collection of 
taxes of a taxpayer or by the audit bureau above the collection bureau. For example, a 
taxpayer in a large city district can be audited by the audit bureau of the district tax bureau 
or by the audit bureau of the city tax bureau. Sometimes cross-audits are organized in 
which a tax bureau in one location audits cases in another location. 

 Audit bureaus are not the only offi  ces that can conduct tax audits. Other offi  ces within 
tax bureaus may also perform audits. Th e SAT has selected 45 large enterprise groups as 
“large enterprises” that are directly coordinated by the Large Enterprise Administration 
Department of the SAT. Th e audit of those large enterprises usually should be coordi-
nated by the SAT. Transfer pricing audit of taxpayers, other than the 45 large enterprises, 
generally are the territory of International Tax Department of the SAT. Tax bureaus in 
many locations also have an international tax division. A transfer-pricing audit can be 
initiated by the international tax division of a local tax bureau, but can also be initiated 

 TAX AUDIT AND APPEAL         

            15  
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by the audit bureau. However, the local tax bureau must obtain approval by the SAT for 
the commencement and for the completion of a transfer-pricing audit.     

    15.2  Types of Tax Audits   

 Tax audits, based on the source and scope, can generally be classifi ed into three catego-
ries: special audit, specifi c case audit, and routine audit. A special audit refers to the cam-
paign of examination and inspection of taxpayers with a focus on specifi c industries or 
specifi c tax issues organized nationwide or region-wide under specifi c instructions of a 
higher-level tax bureau. For example, the SAT may instruct the tax bureaus to audit a 
secondment arrangement between foreign invested companies and their foreign affi  li-
ates. In a special tax audit, tax bureaus will audit many taxpayers for the same issue or 
issues. Th is type of audit has a specifi c time period and a specifi c purpose. Tax bureaus are 
required to complete all the audits within the specifi ed time period. A tax bureau par-
ticipating in a special audit also needs to analyze the results of audits and report to the 
higher-level tax bureau in order for the higher-level tax bureau to formulate a further 
action plan. 

 A specifi c case audit is an audit of a specifi c taxpayer for alleged specifi c tax violation. 
Th is type of tax audit is usually the result of a report by others of alleged illegal action, 
a referral by another government agency, a specifi c instruction of a higher-level tax 
bureau, or an information exchange. If a tax bureau receives a report alleging the viola-
tion of tax law by a taxpayer, the bureau must investigate. Such investigation may lead 
to an audit. Th e government encourages people to report the actions in violation of tax 
law by taxpayers. If someone reports illegal activities of a taxpayer, which leads to a 
recovery of tax by the tax authority, the government may reward the informer up to 
RMB100,000.   1  

 A routine tax audit is the normal audit conducted by tax bureaus without the specifi c 
focus mentioned in the above two categories of audits. Th e tax bureau may select audit 
targets either based on specifi c criteria or on a random basis. Th e tax bureau can audit the 
current period however, more oft en it will audit prior periods. Usually, the audit period is 
one or two years within the past three fi ling periods. 

 In additional to formal audits, tax bureaus may conduct surveys or inspections of tax-
payers by asking specifi c questions or requesting specifi c information. Such surveys or 
inspections may be only part of the collection of information by tax bureaus. However, 
some of those may result in a tax audit or a tax assessment.     

1  Provisional Measures on Awarding Tip-off s against Tax-related Illegal Acts of Taxpayers, Order of the SAT 
and the MOF [2007] No. 18, issued by the SAT and the MOF on January 13, 2007 and eff ective on 
March 1, 2007. 
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    15.3  Procedures of Tax Audits   

 Th e tax authorities at all levels should follow tax audit procedures issued by the SAT 
under the Law of Administration of Tax Collection. Th e audit procedures issued in 1995   2  
were applicable till December 31, 2009. On January 1, 2010, the new Tax Audit Procedures   3  
replaced the 1995 procedures. In 1999, the SAT issued the Rules and Procedures of Foreign 
Related Tax Audit,   4  which provided specifi c guidelines for the tax authorities to audit 
foreign related taxpayers, including foreign enterprises and foreign invested enterprises. 
Th e 1999 foreign related tax audit procedures and 1995 audit procedures co-existed. 
Largely due to the two CIT systems prior to 2008, the tax collection and administration 
of foreign invested enterprises and foreign enterprises were generally handled by special 
divisions or branches at various levels of tax authorities. Aft er the unifi cation of CIT 
systems, such special divisions at the SAT as well as tax bureaus in many locations have 
been dissolved and combined into other divisions. Aft er the issuance of the new Tax 
Audit Procedures in December 2009, it is not clear whether the 1999 Rules and Procedures 
of Foreign Related Tax Audit are still valid and enforceable. Th is Chapter 15.3 primarily 
summarizes the major procedures provided in the 2009 Tax Audit Procedures.    

    15.3.1  jurisdiction of audit bureau   

 Unless otherwise provided by tax laws or administrative regulations or the SAT, an audit 
bureau of a tax bureau should conduct audits within the jurisdiction of tax administra-
tion and collection of the tax bureau. For tax violation acts beyond the above scope, the 
audit bureau at the location where the illegal act takes place or is found should exercise 
the audit authority.   5  Th e audit bureaus of State tax bureaus and the audit bureaus of local 
tax bureaus in provinces, municipalities, autonomic regions, and the cities specifi cally des-
ignated in the State plan can assign the audit jurisdiction to each level of audit bureau 
within their respective provinces, municipalities, autonomic regions, and the cities specifi -
cally designated in the State plan. Such assignment can be based on (1) the business scale 
and tax payment amount of taxpayers, (2) the geographic location, industries, types of 
taxes, and the level of tax burden of taxpayers, (3) the frequency and level of tax violation, 

2  Tax Audit Procedures, Guo Shui Fa [2009] No. 157, issued by the SAT on December 24, 2009 and eff ective on 
January 1, 2010. 

3  Tax Audit Procedures, Guo Shui Fa [1995] No. 226, issued by the SAT on December 1, 1995 and eff ective on 
December 1, 1995. 

4  Th e Rules and Procedures of Foreign Related Tax Audit, Guo Shui Fa [1999] No. 74, issued by the SAT on 
April 26, 1999. 

5  Article 10 of Guo Shui Fa [2009] No. 157. 
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(4) the complicity of tax violation, (5) the ownership and organizational structure of 
taxpayers, and (6) other reasonable methods.   6  

 A high level tax bureau may supervise an audit of important tax violation case that is 
conducted by a lower level tax bureau within its jurisdiction. Such supervised audit will 
be selected by the high level tax bureau based on the nature, amount of tax, complexity, 
the level of diffi  culty, and social infl uence of the case. Th e supervised audit can also be 
proposed by lower level of tax bureau where the matter covers diff erent geographic areas 
or is complex.   7  Where tax bureaus in more than one location are needed for a supervised 
audit, the supervising tax bureau may designate one tax bureau as the main bureau to 
carry out the audit and other bureaus to assist the audit.   8  

 An audit conducted by an audit bureau is divided into four steps: target selection, 
inspection, review and decision, and enforcement. An audit bureau establishes separate 
divisions; each handles one of the four steps.   9      

    15.3.2  audit target selection   

 Th e case selection division of an audit bureau should select audit targets based on various 
channels of information.   10  Th e case selection division should establish case source infor-
mation fi les, including the information of tax collection and audit, the tax violation cases 
assigned by a higher level of the tax bureau, the tax inspection arranged by a higher level 
of the tax bureau, the tax violation information provided by other divisions of the tax 
bureau or an informer, or public information,.   11  Th e SAT and all levels of State and local 
tax bureaus should establish tax violation reporting centers within their respective audit 
bureaus.   12  A tax violation reporting center will analyze the information received and, 
upon the approval of the head of audit bureau, handle the information based on the facts 
and circumstances. If the information clearly leads to a suspicion of tax fraud, tax evasion, 
or other serious tax violation, the information should be input into target source infor-
mation database. If the information reported is not specifi c and is not a clear lead, such 
information will be temporarily held. If the information reported is not within the juris-
diction of the audit bureau, such information should be passed to relevant tax bureaus or 
other relevant agencies.   13  

 6  Article 12 of Guo Shui Fa [2009] No. 157. 
 7  Article 2 of Provisional Measures on Administration of Supervision of Aduit of Important Tax Violation 

Cases, Guo Shui Fa [2010] No. 103, issued by the SAT on November 1, 2010 and eff ective on January 1, 2011. 
 8  Article 5 of Guo Shui Fa [2010] No. 103. 
 9  Article 5 of Guo Shui Fa [2009] No. 157. 
10  Article 14 of Guo Shui Fa [2009] No. 157. 
11  Article 16 of Guo Shui Fa [2009] No. 157. 
12  Article 17 of Guo Shui Fa [2009] No. 157. 
13  Article 18 of Guo Shui Fa [2009] No. 157. 
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 Th e case selection division of a tax audit bureau will analyze the target source informa-
tion via computer, or manually, or both. Once a suspicion of tax violation is identifi ed, 
the division will send a recommendation for a tax audit to the chief of the tax audit 
bureau. Upon the approval of the audit bureau chief, the case is formally selected for a 
tax audit. Such a case will be passed to the audit division of the audit bureau for 
inspection.   14  

 Th e 1999 Rules and Procedures of Foreign Related Tax Audit mentions fi ve methods 
to select audit targets:   15   

   (1)  Large taxpayers. A tax bureau may select large taxpayers as tax audit targets based 
on specifi c facts of the region, including the amount of annual tax payment, total 
investment, revenue, and profi ts of enterprises.  

   (2)  Industry focus. A tax bureau may analyze industries within the region and 
select major industries within the region, special industries, or the industries 
with an unusual tax burden as tax audit targets.  

   (3)  Rotation. A tax bureau may select audit targets using a rotation method, 
e.g., auditing not least than 30 percent of taxpayers and withholding agents to 
ensure the full coverage in three years.  

   (4)  Overall assessment. A tax bureau may select tax audit targets by analyzing tax 
fi ling data and comparing diff erent types of taxes to evaluate the tax payment 
conditions of taxpayers and withholding agents.  

   (5)  Other methods. In addition to the above methods, audit targets may be deter-
mined in accordance with the arrangements of higher tax authorities, the 
inspection assistance requirements of other government offi  ces and the infor-
mation reported by informants.         

    15.3.3  tax inspection   

 When the audit division of a tax audit bureau receives a notice from the case selection 
division for a tax audit, the audit division should arrange tax offi  cials for on-site tax 
inspection. Th e tax inspection normally will be conducted by two tax offi  cials. A written 
notice should be delivered to the taxpayer/audit target prior to the inspection. Th e notice 
should specify the time of inspection and the information required to be prepared. 
However, if the tax bureau believes that such notice would obstruct the inspection, the 
tax bureau can commence the inspection without a notice. A tax inspection should be 
completed within sixty days from its commencement. If an extension of time is needed, 

14  Article 19 of Guo Shui Fa [2009] No. 157. 
15  Article 2.1 of Guo Shui Fa [1999] No. 74. 
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the approval of the audit bureau chief must be obtained.   16  During the tax inspection, 
the tax offi  cials can conduct inspections at the taxpayer’s premises, request for and review 
books and records, make enquires and interviews, and inspect the taxpayer’s bank 
accounts. If a taxpayer uses an electronic information system for management and 
accounting, the tax bureau may request that the taxpayer give the tax bureau access to the 
system for inspection or provide a copy of original electronic data and system technical 
materials. If the taxpayer refuses to make the system available to the tax offi  cials or pro-
vide the information, the tax bureau may use appropriate technical means to inspect the 
system or copy data directly provided, however, such inspection or copying should not 
harm the original data or aff ect the normal operations of the system.   17  

 Th e tax bureau can directly request, from banks and other fi nancial institutions, infor-
mation on the bank accounts of the taxpayer or tax withholding agent that are being 
audited. For bank account information of an enterprise engaged in production or busi-
ness operations, the approval of the chief of tax bureau is suffi  cient.   18  If there is obvious 
evidence that a taxpayer may transfer or hide property to evade tax, an audit bureau may 
take property preservation measures such as freezing the bank accounts of the taxpayer or 
seizing the property of the taxpayer upon the approval of the chief of tax bureau.   19  In such 
action, the tax bureau should deliver a written notice to the taxpayer specifying the action 
taken and reasons for such action. Th e taxpayer should be notifi ed of its right for admin-
istrative or judicial appeal. In the event of freezing a taxpayer’s bank account, the amount 
frozen should be approximately equal to the amount of tax.   20  Th e property preservation 
measure usually should not last longer than six months. In a tax audit of serious tax viola-
tion, the property preservation measure can be extended beyond the six-month period 
upon the approval of the SAT if (1) the case is complex and facts cannot be confi rmed 
during the property preservation measure period; (2) the taxpayer transfers, hides, or 
destroys books and records or other evidence; (3) the taxpayer refuses to provide relevant 
information or otherwise obstructs the inspection; or (4) the release of the property pres-
ervation measure mostly likely would result in the transfer, hiding or destruction of prop-
erty by the taxpayer so that the tax cannot be recovered.   21  Th e audit bureau should release 
the property preservation measure if the taxpayer has paid tax within permitted period or 
the property preservation measure has been withdrawn by the administrative appeal 
agency or a court.   22  

16  Article 22 of Guo Shui Fa [2009] No. 157. 
17  Article 23 of Guo Shui Fa [2009] No. 157. 
18  Article 33 of Guo Shui Fa [2009] No. 157. 
19  Article 34 of Guo Shui Fa [2009] No. 157. 
20  Article 35 of Guo Shui Fa [2009] No. 157. 
21  Article 38 of Guo Shui Fa [2009] No. 157. 
22  Article 36 of Guo Shui Fa [2009] No. 157. 
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 When an audit division completes a tax inspection, it should prepare a Tax Audit 
Report, which should be signed off  by the head of the audit division. If tax violation is 
found, the report should include the following:   23   

    (1)  Case source;  
    (2)  Th e basic information of the enterprise being audited;  
    (3)  Time of tax audit and the tax period;  
    (4)  Method of inspection and action taken during inspection;  
    (5)  Th e facts and nature of tax violation that have been found;  
    (6)  Th e action of refusal or obstruction, if any, taken by the taxpayer:  
    (7)  Th e position of taxpayer with respect to the facts found;  
    (8)  Recommendation of tax treatment and penalties and reasons for such 

 recommendation;  
    (9)  Other matters that should be explained; and  
   (10)  Signatures of tax inspection offi  cials and the time for the report.     

 If no tax violation is found in a tax inspection, the report should state the content of 
inspection, procedures of inspection, and facts found. 

 Within fi ve days of completion of tax inspection, the tax audit division should pass the 
Tax Audit Report, tax audit work papers, and other evidence materials to the review divi-
sion of tax audit bureau.   24  In any of the following events where the tax inspection cannot 
be completed, the tax audit division should prepare Application for Termination of 
Inspection for Tax Violation and pass the relevant documents to the review division for 
review. Th e tax inspection will be terminated upon the approval of the chief of audit 
bureau. Th ose events include:   25   

    (1)  Th e enterprise being audited has been de-registered in accordance with law 
and there are no properties that can be used for settlement of tax payment or 
there is no person that has assumed the tax obligation of the enterprise in 
accordance with law.  

    (2)  Th e time period permitted to seek tax recovery for the violation has passed.  
    (3)  Other reasons that a tax inspection can be termination as provided by law, 

administrative regulations, or the SAT.         

23  Article 42 of Guo Shui Fa [2009] No. 157. 
24  Article 43 of Guo Shui Fa [2009] No. 157. 
25  Article 45 of Guo Shui Fa [2009] No. 157. 
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    15.3.4  review and decision of tax audit   

 Aft er the review division of a tax audit bureau receives a Tax Audit Report from the tax 
audit division, it should review the report and other relevant information.   26  Th e review 
will be focused on (1) whether the enterprise being audited is an appropriate entity; 
(2) whether the facts of tax violation are clear, evidence is suffi  cient, data is accurate, and 
the information is complete; (3) whether the relevant law and regulations are correctly 
applied; (4) whether legal procedures are followed; (5) whether the tax bureau abuses its 
power or exercises power beyond its authority; and (6) whether the recommendation for 
tax treatment and administrative penalties is appropriate.   27  If the review division fi nds 
that (1) an incorrect person is an audited person, (2) facts are unclear or evidence is insuf-
fi cient for tax violation, (3) the procedures do not comply with law, (4) documents pre-
pared by the tax audit division are not in correct format or are incomplete, or (5) other 
situations where supplementary investigation is required, then the review division can 
return the Tax Audit Report to the tax audit division for supplementary investigation 
and completion.   28  If the review division believes that the tax treatment and administra-
tive penalties recommended by the audit division are inappropriate, it should propose 
new recommendations.   29  Th e review division generally should complete a review within 
15 days, excluding time for supplementary investigation by the audit division and the time 
for consultation on tax policies with higher tax authority, aft er receiving the Tax Audit 
Report.   30  

 Th e taxpayer should be notifi ed of proposed tax treatment and administrative penal-
ties.   31  Th e taxpayer has the right to express its opinion.   32  Th e review division can make 
four types of decisions:  

   (1)  If the tax violation is found and the review division believes that tax assessment 
is necessary, it should prepare a Tax Treatment Decision. Th e Tax Treatment 
Decision should include, among other things, the statement of facts, the basis 
of tax treatment, the amount of tax and late payment charges, and the deadline 
and place for such tax and late payment charge payments.   33  Where the 
audit results in an increase of taxable income of prior years, the tax loss carry-
overs available in the years adjusted should be allowed to off set the increase of 

26  Article 46 of Guo Shui Fa [2009] No. 157. 
27  Article 47 of Guo Shui Fa [2009] No. 157. 
28  Article 48 of Guo Shui Fa [2009] No. 157. 
29  Article 49 of Guo Shui Fa [2009] No. 157. 
30  Article 50 of Guo Shui Fa [2009] No. 157. 
31  Article 51 of Guo Shui Fa [2009] No. 157. 
32  Article 52 of Guo Shui Fa [2009] No. 157. 
33  Articles 55 and 56 of Guo Shui Fa [2009] No. 157. 
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taxable income. CIT for the years should be computed only on the portion of 
such increase aft er the use of the loss carryvoers.   34   

   (2)  If tax violation is found and the review division believes that tax administrative 
penalty is necessary, it should prepare a Tax Administrative Penalty Decision. 
Th e Tax Administrative Penalty Decision should include, among other things, 
the facts of tax violation and relevant tax periods, the type of administra-
tive penalty and basis, the method, time, and place for completion of such 
penalty.   35   

   (3)  If the tax violation is light and the law allows possibility of not imposing an 
administrative penalty, the review division should prepare a Decision on Not 
Imposing Tax Administrative Penalty. Th e decision should include, among 
other things, the facts of tax violation and relevant tax periods, and the basis for 
not imposing tax of administrative penalty.   36   

   (4)  If the review division believes that there is no tax violation, it should prepare a 
Conclusion of Tax Audit. Th e Conclusion of Tax Audit should include, among 
other things, the scope of tax audit and relevant tax periods, and the conclusion 
of inspection.   37      

 If the tax violation involves a suspected criminal act, the review division should pre-
pare a Report Forwarding Suspected Criminal Case, and, upon the approval of the head 
of tax bureau, pass the report and an investigation report to the public security agency. 
Th e tax bureau should also provide the public security agency with the copies of Tax 
Treatment Decision, Tax Administrative Penalty Decision, major evidence for the sus-
pected criminal act, the payments for tax and late payment charges, and the evidence that 
the taxpayer has received administrative penalty.   38      

    15.3.5  enforcement of tax audit   

 Where a taxpayer has not paid tax within the time period as specifi ed in a Tax Treatment 
Decision, upon the approval of the head of tax bureau, the enforcement division of 
tax audit bureau can enforce the Tax Treatment Decision directly or apply to the 
People’s Court for enforcement.   39  Where a taxpayer has not paid an administrative 
penalty and has not applied for an administrative appeal or fi led a judicial appeal within 

34  SAT Gong Gao [2010] No. 20. 
35  Articles 55 and 57 of Guo Shui Fa [2009] No. 157. 
36  Articles 55 and 58 of Guo Shui Fa [2009] No. 157. 
37  Articles 55 and 59 of Guo Shui Fa [2009] No. 157. 
38  Articles 60 of Guo Shui Fa [2009] No. 157. 
39  Articles 62 of Guo Shui Fa [2009] No. 157. 
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the time period as specifi ed in a Tax Administrative Penalty Decision, upon the approval 
of the head of tax bureau, the enforcement division of tax audit bureau can enforce 
the Tax Administrative Penalty Decision directly or apply to the People’s Court for 
enforcement.   40  

 In a direct enforcement action, the tax audit bureau can directly collect taxes, late pay-
ment charges, and administrative penalties by garnishing the bank accounts of the tax-
payer upon delivering a notice on withholding tax to the bank and other fi nancial 
institutions.   41  Th e tax audit bureau can seize and auction the property of the taxpayer and 
withhold the taxes, late payment charges, and administrative penalties from the auction 
proceeds.   42       

    15.4  Tax Administrative Appeal   

 When a taxpayer disagrees with the fi nal decision of the tax audit, it may apply for a tax 
administrative appeal. A tax administrative appeal, however, covers a broad range of deci-
sions or acts made by the tax authorities, in addition to a decision of tax audit. An appli-
cant may request a tax administrative appeal for matters such as the determination of 
taxpayer; tax scope; tax incentives; applicable rate; the time, location and method of tax 
payment; amount of tax; late payment charge; and administrative penalty. Th e adminis-
trative appeal scope also includes the decision of the tax authority on enforcement of tax 
collection (e.g., the seizing of the bank account and auctioning of properties).   43  

 A tax administrative appeal should be made to the tax authority one level higher than 
the authority that makes the original decision or act. Where the original decision making 
authority is the Local Tax Bureau of a province, municipality, or autonomous region, the 
taxpayer may appeal to either the SAT or the People’s Government of the province, 
municipality, or autonomous region.   44  If the original decision is made by a city specifi -
cally designated in the state plan, the appeal should be made to the provincial tax author-
ity where the city is located.   45  If the original decision is made by the SAT, the applicant 
may apply for a tax administrative appeal to the SAT. However, if the applicant disagrees 
with the result of the appeal, it may either sue the SAT at the People’s Court or apply for 
a ruling from the State Council. Th e State Council’s decision is fi nal.   46  When a tax audit 

40  Articles 63 of Guo Shui Fa [2009] No. 157. 
41  Articles 66 of Guo Shui Fa [2009] No. 157. 
42  Articles 67 of Guo Shui Fa [2009] No. 157. 
43  Article 8 of Rules for Tax Administrative Appeal (Trial Implementation), Order of SAT [2004] No. 8, issued 

by the SAT on February 24, 2004 and eff ective on May 1, 2004. 
44  Article 10 of Order of SAT [2004] No. 8. 
45  Article 12 of Order of SAT [2004] No. 8. 
46  Article 11 of Order of SAT [2004] No. 8. 
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is conducted by the audit bureau of a district tax bureau, the authority at one level higher 
is the district bureau itself even if the audit bureau is an audit arm of the district tax 
bureau. If a withholding agent disagrees with the decision or act concerning the tax with-
holding, the withholding agent should appeal to the tax authority at one level above the 
tax authority in charge of the withholding. If a State tax bureau and a local tax bureau 
conduct a joint tax audit, the State tax bureau and the local tax bureau should make sepa-
rate decisions within their respective scope of authority and should not make a joint 
specifi c administrative act. If a taxpayer disagrees with a joint specifi c act made by a State 
tax bureau and a local tax bureau, it may appeal to the SAT. If a taxpayer disagrees with a 
specifi c act jointly made by a tax bureau and another administrative offi  ce, the taxpayer 
may appeal to the common government authority in charge of both the tax bureau and 
the other administrative offi  ce. For appeal of an action made by an agency other than the 
SAT, a provincial level tax bureau, or a tax bureau of city specifi cally designated in the 
State plan, as an alternative to directly appealing to the relevant authorities, the taxpayer 
may submit an application for tax administrative appeal to the People’s Government at 
the county level where the act took place; the local government will forward the appeal 
application to the appropriate authority.   47  

 An applicant should apply for a tax administrative appeal within sixty days aft er being 
notifi ed of the specifi c administrative act conducted by the tax authorities. Where the 
statutory time limit is delayed due to acceptable reasons like force majeure or the obsta-
cles set by the respondent tax authorities, the application time limit shall continue to 
count from the date of the removal of the obstacles.   48  An application for a tax administra-
tive appeal can be made either in writing or orally; in case of oral application, the appeal 
authorities should record the application in writing, including the basic description of 
the applicant, the request for administrative appeal, and the key facts, arguments, and the 
time of the oral appeal.   49  Where an applicant appeals to a tax and late payment charge 
assessment, it must fi rst pay the amount of tax and the late payment charges or provide 
the relevant guaranty within the time limit as specifi ed by the tax authorities according 
to laws and administrative regulations. And then the applicant may apply for the tax 
administrative appeal within sixty days aft er receiving the confi rmation of tax payment or 
the provision of guarantee issued by the tax authority making the administrative act. Th e 
guarantee provided by the applicant may include personal guarantees and provision of 
security interest in properties. Th e tax authority making the specifi c administrative act 
should examine the qualifi cation and reputation of the guarantor and the quality of 

47  Article 12 of Order of SAT [2004] No. 8. 
48  Article 13 of Order of SAT [2004] No. 8. 
49  Article 16 of Order of SAT [2004] No. 8. 
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pledged properties. Th e tax authority has the right to refuse the guarantee for those 
unqualifi ed.   50  

 Th e tax authority receiving a tax administrative appeal should determine whether it 
accepts the application for administrative appeal within fi ve days of the receipt of appli-
cation. Th e tax authority should notify the applicant if it rejects the application. Th e 
authority may reject an application if (1) the matter is not within the scope of administra-
tive appeal; (2) the application exceeds the permitted time limit; (3) there is no clear 
respondent; (4) the application was fi led with other legally authorized authority for 
administrative appeal and has been rejected; (5) a legal action has been brought to and 
accepted by a People’s Court; (6) the applicant has not paid tax and late payment charges 
or provided valid guarantee for dispute concerning tax payments; or (7) the applicant is 
not qualifi ed for the application. If the appeal tax authority fails to notify the applicant 
of the rejection of an application within the time limit, the application for tax adminis-
trative appeal is deemed to have been accepted.   51  If an application satisfi es the require-
ments for administrative appeal, the date of acceptance is the date that the authority 
receives the application. Th e authority should notify the applicant of the acceptance of 
application.   52  

 Th e appeal authority should forward a copy of written application or record of oral 
application to the respondent (i.e., relevant tax authority) within seven days of accep-
tance of application. Th e respondent should submit a written reply and provide evidence 
and basis for its original administrative act and other relevant materials within ten days 
aft er receiving the copy of the appeal application.   53  Administrative appeal is principally 
conducted through the review of written materials. Where, however, the applicant 
requests, or the governmental legal aff airs body believes necessary, the opinions of the 
applicant, respondent, and the third party should be heard, and an investigation may be 
conducted to the relevant organizations and persons.   54  Th e appeal authority should fully 
examine the factual evidence, legal procedures, legal basis, legality and appropriateness of 
their right and obligation by which the respondent had made the specifi c administrative 
act.   55  Th e burden of proof for the appropriateness of the administrative act is on the 
respondent.   56  

 Th e appeal authority should render the review decision within sixty days aft er accept-
ing the application for appeal. If the authority is not able to make a decision within the 
time period due to the complexity of the case, the time may be extended for not more 

50  Article 14 of Order of SAT [2004] No. 8. 
51  Article 20 of Order of SAT [2004] No. 8. 
52  Article 21 of Order of SAT [2004] No. 8. 
53  Article 37 of Order of SAT [2004] No. 8. 
54  Article 35 of Order of SAT [2004] No. 8. 
55  Article 36 of Order of SAT [2004] No. 8. 
56  Article 28 of Order of SAT [2004] No. 8. 
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than thirty days upon the approval of the chief of the appeal authority and the notice to 
the applicant and the respondent. Upon the completion of review, the appeal authority 
should deliver a decision in writing, which becomes eff ective once delivered.   57  

 Before the appeal authority renders a decision on administrative appeal, the applicant 
may withdraw the application at any time. However, such withdrawal will prevent the 
applicant from fi ling another administrative appeal based on the same facts or reason.   58  

 Th e appeal authority may make one of three types of decisions on an administrative 
appeal:   59   

   (1)  Th e authority may uphold the original decision made by the respondent.  
   (2)  If the appeal concerns a non-act of the respondent, the appeal authority may 

demand that the respondent perform the act required by law.  
   (3)  Th e appeal authority may rescind or change the original decision made by the 

respondent, or declare the act made by the respondent invalid. In a case of 
rescindment or declaration of invalidity of the act, the appeal authority may 
order the respondent to reconsider its specifi c administrative act within a spec-
ifi ed time period. Th e basis for the appeal authority to rescind, change, and 
declare invalidity of the original administrative act includes unclear facts and 
insuffi  cient evidence, an inappropriate legal basis, incorrect legal procedures, 
exceeding or abusing power, and the obvious inappropriateness of specifi c 
administrative acts. In a case in which the appeal authority orders the respon-
dent to reconsider the administrative act, the respondent should not re-render 
the same or similar decision based on the same facts and arguments. Where, 
however, the appeal authority withdraws the original decision because of inap-
propriate procedures, the respondent is not prevented from making the same 
decision.     

 When an applicant applies for a tax administrative appeal, it may request administra-
tive compensation. Th e appeal authority should grant compensation for those satisfying 
the rules of State Compensation Law. Th e appeal authority should decide the compensa-
tion matter at the time when it decides to withdraw or change the decision of the respon-
dent or hold the act invalid. Where the applicant does not request administrative 
compensation and the appeal authority decides to withdraw or change the decision of the 
respondent on the taxes, late payment charges, fi nes, or the seal-up or detention of prop-
erty of the applicant, the appeal authority should order the respondent to refund the 
relevant taxes, late payment charges and fi nes and relieve the property. As an alternative, 

57  Article 43 of Order of SAT [2004] No. 8. 
58  Article 38 of Order of SAT [2004] No. 8. 
59  Article 41 of Order of SAT [2004] No. 8. 
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the appeal authority may order the respondent to compensate the applicant with equiva-
lent payment.   60      

    15.5  Tax Litigation      

    15.5.1  juridical system   

 China has a four-level court system. Th e Supreme People’s Court is the highest level of 
court of the land, which supervises the administration of justice by all subordinate local 
and special people’s courts. High people’s courts are the second high level of court, which 
are at the level of the provinces, autonomous regions, and municipalities. Intermediate 
people’s courts are at the level of prefectures, autonomous prefectures, and prefecture-
level cities. Intermediate people’s courts are also set within municipalities under the high 
people’s court of the municipalities. Basic people’s courts are at the level of counties, 
county-level cities, and districts. Additionally, there are special courts such as the military 
court, railway transportation court, maritime court, and forestry court. Th ere is no spe-
cial tax court in China. Tax cases are normally handled by local people’s courts. 

 China adopts a two-hearing system in the trial process. If a case is fi rst heard at a basic 
people’s court, it could be appealed to the intermediate people’s court supervising the 
basic people’s court. Similarly, if a case starts at an intermediate people’s court, it can be 
appealed to the high people’s court supervising the intermediate people’s court. Th e judg-
ment by the court in second instance becomes fi nal and enforceable.     

    15.5.2  judicial trial in first instance   

 Th e legal remedy to a tax administrative appeal is a lawsuit brought by a taxpayer or other 
relevant party against the tax authority. Th e PRC Law of Administrative Procedures   61  
governs the process of administrative litigations including appeals of tax administrative 
appeals. Basic people’s courts have jurisdiction over tax administrative cases as the trial 
court at the fi rst instance.   62  However, if a decision of tax administrative appeal is made by 
the SAT or a tax authority at the provincial level, the case should be fi led at the interme-
diate people’s court. An intermediate people’s court can also hear, at fi rst instance, impor-
tant or complex tax cases within its jurisdiction.   63  Such important or complex cases 

60  Article 42 of Order of SAT [2004] No. 8. 
61  Th e PRC Law of Administrative Procedures, passed by the NPC on April 4, 1989 and eff ective on 

January 1, 1990. 
62  Article 13 of Law of Administrative Procedures. 
63  Article 14 of Law of Administrative Procedures. 
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include important cases involving foreign countries, Hong Kong, Macau, and Taiwan.   64  
A high people’s court can hear, at fi rst instance, important or complex tax cases within its 
jurisdiction.   65  Th e Supreme People’s Court can hear, at fi rst instance, important or com-
plex tax cases within the country.   66  Th e local people’s court to conduct the fi rst hearing is 
the people’s court where the tax authority making the original decision/administrative 
act is located. If the decision is appealed to a higher level of tax authority and the appeal 
tax authority changes the decision of original tax authority, the fi rst hearing case may also 
be fi led at the people’s court where the appeal tax authority is located.   67  Where two peo-
ple’s courts have jurisdiction over one case in fi rst instance, the taxpayer can select one to 
fi le appeal. If the case is fi led at more than one court, each of which has jurisdiction, the 
court that receives the case fi rst should exercise the jurisdiction over the case.   68  If a peo-
ple’s court cannot exercise its power to try a case due to special circumstances, a higher-
level court supervising the fi rst court should appoint the court to take the case.   69  A higher 
level of people’s court may try a case, at fi rst instance, over which a lower people’s court 
has jurisdiction. A higher level of people’s court may delegate a case to a lower court for 
fi rst instance trial. If a lower people’s court has jurisdiction over a case, however, it believes 
that it is more appropriate to have a higher-level court try a case as a fi rst-instance court, 
the lower court may report to the higher-level court and the higher-level court should 
determine the fi rst-instance trial court.   70  

 An applicant of tax administrative appeal (e.g., a taxpayer) may appeal the decision on 
administrative appeal to a people’s court within 15 days aft er it receives the administrative 
appeal decision if the applicant disagrees with such decision.   71  If the tax appeal authority 
rejects an application for administrative appeal or does not apply within time limit, the 
applicant may appeal to a People’s Court within 15 days aft er receiving the notice of rejec-
tion or the expiration of administrative review period, including extension of time.   72  

 A people’s court should decide whether to accept or dismiss a case within seven days 
aft er receiving a complaint. If the court decides not to accept the case, the court will issue 
a ruling to dismiss the case; the plaintiff  (i.e., taxpayer) can appeal the court’s ruling to a 

64  Article 8 of Interpretations on Certain Issues Concerning the Enforcement of the PRC Administrative 
Procedures, Fa Shi [2000] No. 8, issued by the Supreme People’s Court on March 8, 2000 and eff ective on 
March 10, 2000.  

65  Article 15 of Law of Administrative Procedures. 
66  Article 16 of Law of Administrative Procedures. 
67  Article 17 of Law of Administrative Procedures. 
68  Article 20 of Law of Administrative Procedures. 
69  Article 22 of Law of Administrative Procedures. 
70  Article 23 of Law of Administrative Procedures 
71  Article 38 of Law of Administrative Procedures; Article 22 of Order of SAT [2004] No. 8. 
72  Article 22 of Order of SAT [2004] No. 8. 
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higher-level court.   73  Such appeal should be made within ten days aft er the delivery of 
ruling.   74  If the court accepts a case, it should forward a copy of the complaint to the 
defendant/tax authority within fi ve days of acceptance of the case. Th e defendant should 
submit a written answer to the complaint and provide materials in relation to its admin-
istrative act within ten days aft er receiving the copy of the complaint. Th e court should 
forward a copy of the defendant’s answer to the plaintiff  within fi ve days aft er receiving 
the document.   75  Th e people’s court should conduct hearings open to the public unless 
the case involves State secrecy, individual privacy, or as otherwise provided by law.   76  

 Before the court renders a judgment, the plaintiff  may apply for withdrawing the case; 
where the defendant changes its act and the plaintiff  agrees, the plaintiff  also may apply 
for a withdrawal. However, it is the court that will determine whether the application for 
withdrawal is granted.   77  

 When a people’s court tries an administrative case, it should render a judgment based 
on facts and relied-on laws.   78  Th e court should also makes its decision by reference of the 
published administrative regulations, orders, and rules issued by the departments of State 
Council, the published local regulations and rules issued by the governments of prov-
inces, municipalities, autonomous regions, the capital cities and prefectures of provinces 
and autonomous regions, and other large cities approved by the State Council. If the 
people’s court believes that the local regulations are inconsistent with the regulations 
issued by the departments of the State Council or that the regulations issued by the 
departments of the State Council themselves are inconsistent, the Supreme People’s 
Court should request that the State Council make interpretations or ruling.   79  

 Th e people’s court may render the following judgments for an administrative 
litigation:   80   

   (1)  Th e court may uphold the original decision made by the defendant tax authority.  
   (2)  Th e court may rescind or partially rescind the decision/act of the tax authority. 

Th e court may also remand the case back and order the tax authority to 
re-render its specifi c administrative decision/act. Th e basis for the court to 
rescind or remand the tax authority’s decision may include unclear facts and 
insuffi  cient evidence, inappropriate legal basis, incorrect legal procedures, 

73  Article 42 of Law of Administrative Procedures. 
74  Article 57 of Law of Administrative Procedures. 
75  Article 43 of Law of Administrative Procedures. 
76  Article 45 of Law of Administrative Procedures. 
77  Article 51 of Law of Administrative Procedures. 
78  Article 4 of Law of Administrative Procedures. 
79  Article 53 of Law of Administrative Procedures. 
80  Article 54 of Law of Administrative Procedures. 
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exceeding or abusing power, and the obvious inappropriateness of specifi c 
administrative act.  

   (3)  If the complaint concerns a non-act of the tax authority, the court may demand 
that the tax authority perform the act required by law.  

   (4)  If an administrative penalty is obvious unfair, the court may change the penalty.     

 If a people’s court remands the case and orders the tax authority to re-render its deci-
sion, the tax authority cannot issue the same or almost same decision based on the same 
facts and arguments.   81  

 If the tax authority’s act is in compliance with administrative regulations, the court 
will not judge the reasonableness of such action. Th e court will dismiss a complaint that 
merely argues the act of tax authority is unreasonable. Th e court will also not support a 
complaint in which the tax authority’s act is valid in accordance with law but such act 
should be changed or canceled because of a change of law and policy.   82  Th e court is not 
allowed to increase the penalty to the defendant.   83  As such, the court cannot impose 
additional tax, late payment charges, and administrative penalties to a taxpayer in an 
administrative litigation. 

 Th e people’s court at the fi rst trial should render a judgment within three months from 
the date of accepting the case. In special circumstances, the time period can be extended 
upon the approval of a high people’s court. If the fi rst trial court is a high people’s court, 
the approval for extension of time must be made by the Supreme People’s Court.   84      

    15.5.3  judicial trial in second instance   

 If the plaintiff  and/or the tax authority disagrees with the judgment of court at the fi rst 
instance, the disagreeing party may appeal the case to the people’s court at a higher level 
within 15 days aft er the delivery of judgment. Th e judgment becomes eff ective if appeal 
has not been made within the prescribed time period.   85  

 Th e people’s court handling an appeal case should render a fi nal judgment within two 
months from the date of receiving the appeal. In special circumstances, the time period 
can be extended upon the approval of a high people’s court; if the appeal court is a high 
people’s court, the approval for extension of time must be made by the Supreme People’s 

81  Article 55 of Law of Administrative Procedures. 
82  Article 56 of Fa Shi [2000] No. 8. 
83  Article 55 of Fa Shi [2000] No. 8. 
84  Article 57 of Law of Administrative Procedures. 
85  Article 58 of Law of Administrative Procedures. 
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Court.   86  If the appeal court believes that facts are clear, the court may render a judgment 
based on the review of documents,   87  rather than an actual trial/hearing. 

 Th e people’s court handling an appeal may render the following judgments:   88   

   (1)  Where the facts verifi ed by the court in the fi rst instance are clear and law and 
regulations are correctly applied by the court in the fi rst instance, the appeal 
court should dismiss the appeal and sustain the original judgment.  

   (2)  Where the facts verifi ed by the court in the fi rst instance are clear but law and 
regulations are incorrectly applied by the court in the fi rst instance, the appeal 
court should reverse and amend the original judgment.  

   (3)  Where (i) the facts verifi ed by the court in the fi rst instance are not clear, 
(ii) there is insuffi  cient evidence, or (iii) the inappropriate legal procedures 
were applied by the court in the fi rst instance that may prejudice the original 
judgment, the appeal court should revoke the original judgment and remand 
the case to the court in the fi rst instance for a retrial. However, the appeal court 
may render a new judgment instead of remanding the case. If a retrial is con-
ducted aft er remanding the case back to the court in the fi rst instance, both 
parties can appeal the new judgment rendered in the retrial.     

 A judgment or order of a people’s court in a trial in the second instance is a fi nal judg-
ment or order; parties cannot make further appeal.   89      

    15.5.4  petition for review of legally effective judgment   

 In spite of the two-hearing system, a party may petition for additional judicial review 
aft er a judgment becomes fi nal and enforceable. In a judicial appeal of a tax case, if a party 
believes that the judgment or order of the court in the second instance is not correct, it 
may fi le a petition for revision of the judgment or order with the people’s court that ren-
ders the judgment or order or the people’s court at higher level. Th is petition does not 
aff ect the enforcement of the fi nal judgment or order.   90  A party may also fi le a petition for 
revision of the judgment or order issued by the people’s court in the fi rst instance where 
no appeal is made within the permitted time period and the judgment or order has 
become eff ective. Th e court receiving the petition has discretionary power to determine 
whether to accept the case or not. If the president of a people’s court believes that the law 

86  Article 60 of Law of Administrative Procedures. 
87  Article 59 of Law of Administrative Procedures. 
88  Article 61 of Law of Administrative Procedures. 
89  Article 6 of Law of Administrative Procedures. 
90  Article 62 of Law of Administrative Procedures. 
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and regulations were inappropriately applied to a judgment or order rendered by the 
people’s court and that it is necessary to reopen the case, he or she should submit the case 
to the judicial committee of the court for a determination as to whether a retrial should 
be conducted. If a people’s court at a level higher than the court issuing a legally eff ective 
judgment or order fi nds that the law and regulations were inappropriately applied to a 
judgment or order rendered by the lower court, the higher-level court may decide to hear 
the case by itself or to instruct that the lower court retry the case.   91      

    15.5.5  role of procuratorate   

 Th e people’s procuratorates have right to exercise legal supervision power in administra-
tive litigations.   92  If a people’s procuratorate fi nds that the law and regulations were inap-
propriately applied to a judgment or order that have become eff ective, it may protest the 
court’s decision in accordance with trial supervision procedures.   93      

    15.5.6  enforcement of judgment   

 Th e taxpayers/withholding agents and the tax authorities must comply with the fi nal 
judgment or order issued by people’s courts. If a taxpayer/withholding agent refuses to 
implement a court’s fi nal decision, the tax authority may seek the enforcement of judg-
ment or order at the people’s court trying the case in fi rst instance. If the tax authority 
refuses to implement the court’s decision, the taxpayer/withholding agent may seek the 
enforcement of judgment or order at the people’s court trying the case in fi rst instance; 
the court may take the following actions:   94   

   (1)  Th e court may notify the bank to allocate funds from the bank account of the 
tax authority directly if the tax authority should refund a penalty or pay com-
pensation in accordance with the judgment.  

   (2)  If the tax authority does not comply with the judgment within the specifi ed 
time period, the court may impose a penalty of RMB50 to RMB100 per day 
commencing on the date aft er the last day of such period.  

   (3)  Th e court may make judicial recommendations to the executive agency super-
vising the tax authority, supervision department, and human resources depart-
ment. Th e agency receiving the recommendation should take disciplinary 

91  Article 63 of Law of Administrative Procedures. 
92  Article 10 of Law of Administrative Procedures. 
93  Article 64 of Law of Administrative Procedures. 
94  Article 65 of Law of Administrative Procedures. 
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action in accordance with relevant rules, and should notify the court of 
the result.  

   (4)  In serious cases, the court may seek to impose criminal sanctions against the 
persons directly in charge and other persons held directly responsible for the 
refusal to comply with the judgment.     

 To apply for enforcement of a judgment or an order at a court, the tax authority or an 
enterprise should submit an application within 180 days of the delivery of judgment or 
order.   95      

    15.5.7  compensation to taxpayers   

 If an administrative act violates the legal right of a citizen or a legal person, resulting in 
injury or damage to the person, the injured party has the right to request compensation 
in an administrative litigation. While the dispute regarding the administrative act cannot 
be mediated, the parties are allowed to settle the compensation dispute through a court 
mediation.   96                                                                                                                                                                                                                 

95  Article 84 of Fa Shi [2000] No. 8. 
96  Article 67 of Law of Administrative Procedures. 
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 (Passed at the 5th Full Session of the 10th National People’s Congress of China on March 16, 2007 
and issued by Order of President No. 63 on March 16, 2007)     

   table of content   

        chapter 1 general provisions   

  Article 1  In the People’s Republic of China, enterprises and other organizations that derive 
income (hereinaft er referred to as enterprises) shall be the taxpayers of the Corporate Income Tax 
and shall pay Corporate Income Tax in accordance with the provisions of this Law. 
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 Th is Law shall not apply to sole proprietor enterprises and partnership enterprises. 
  Article 2  Enterprises are classifi ed as resident enterprises and non-resident enterprises. 

 A resident enterprise as referred to in this Law is an enterprise that is established in accordance 
with the laws of China, or an enterprise that is established in accordance with the laws of foreign 
countries (regions) but whose place of eff ective management is located in the territory of China. 

 A non-resident enterprise as referred to in this Law is an enterprise that is established under the 
laws of foreign countries (regions) with the place of eff ective management located outside the terri-
tory of China, but which has an establishment or place of business in China, or which does not have 
an establishment or place of business in China, but derives income from sources within China. 
  Article 3  A resident enterprise shall pay Corporate Income Tax on its income from sources within 
and outside China. 

 A non-resident enterprise with an establishment or place of business in China shall pay 
Corporate Income Tax on its China source income derived by such establishment or place of 
business and on its foreign source income which is eff ectively connected with such establishment 
or place of business. 

 A non-resident enterprise, that does not have any establishment or place of business in China, 
or that has an establishment or place of business in China but whose income is not eff ectively 
connected with such establishment or place of business, shall pay Corporate Income Tax on its 
China source income. 
  Article 4  Corporate Income Tax rate shall be 25 % . 

 Th e tax rate applicable to non-resident enterprises deriving income as specifi ed in paragraph 3 
of Article 3 of this Law shall be 20 % .     

   chapter 2 taxable income   

  Article 5  Th e taxable income of an enterprise in a tax year shall be its total revenue for the tax year 
less its non-taxable revenue, tax-exempt revenue, various deductions and allowable losses carried 
forward from prior years. 
  Article 6  Th e total revenue of an enterprise refers to both the monetary revenue and non-mone-
tary revenue derived by the enterprise from various sources, which shall include:  

   (1)  Revenue from the sale of goods;  
   (2)  Revenue from the provision of services;  
   (3)  Revenue from the transfer of property;  
   (4)  Dividends, profi t distributions and other returns on equity investments;  
   (5)  Interest income;  
   (6)  Rental income;  
   (7)  Royalty income;  
   (8)  Donation income; and  
   (9)  Other revenue.     

  Article 7  Th e following revenue out of the total revenue shall be non-taxable:  

   (1)  Fiscal appropriation;  
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   (2)  Government administrative charges and government funds collected according to the 
relevant laws and subject to government’s fi nancial administration; and  

   (3)  Other non-taxable revenue stipulated by the State Council.     

  Article 8  Reasonable expenses related to the earning of revenue and actually incurred by an enter-
prise, including costs, expenses, taxes, losses and other expenses, are deductible in computing tax-
able income. 
  Article 9  Donations made by an enterprise for public welfare are deductible in computing taxable 
income subject to the limit of no more than 12 %  of total profi t in the current year. 
  Article 10  Th e following items are not deductible in computing taxable income:  

   (1)  Dividends, profi t distributions and other returns on equity investments paid to investors;  
   (2)  Corporate Income Tax;  
   (3)  Late payment charges on tax underpayment;  
   (4)  Fines, penalties, and losses resulting from confi scation of property;  
   (5)  Donations other than those stipulated in Article 9 of this Law;  
   (6)  Sponsorship expenses;  
   (7)  Unapproved provisions; and  
   (8)  Other expenditures incurred that are unrelated to the earning of revenue.     

  Article 11  In computing its taxable income, an enterprise may deduct depreciation expenses on its 
fi xed assets where the expenses are calculated in accordance with the relevant provisions. 

 Depreciation expenses on the following fi xed assets are not deductible:  

   (1)  Fixed assets not in use other than houses and buildings;  
   (2)  Fixed assets leased from another party under an operating lease;  
   (3)  Fixed assets leased to another party under a fi nance lease;  
   (4)  Fixed assets fully depreciated but still in use;  
   (5)  Fixed assets that are unrelated to business activities;  
   (6)  Land appraised independently and booked as fi xed assets; and  
   (7)  Other non-depreciable fi xed assets.     

  Article 12  In computing its taxable income, an enterprise can deduct the amortization expenses 
on its intangible assets where such expenses are calculated in accordance with the relevant 
 provisions. 

 Amortization expenses on the following intangible assets are not deductible:  

   (1)  Expenses incurred by an enterprise in the development of its own intangible assets that 
have already been deducted in computing the taxable income of the enterprise;  

   (2)  Self-generated goodwill;  
   (3)  Intangible assets unrelated to the business activities; and  
   (4)  Other intangible assets on which amortization expenses are not allowed to be 

deducted.     



408  Appendix 1

  Article 13  In computing its taxable income, an enterprise can deduct the following expenses 
where such expenses are treated as long-term deferred expenses and amortized in accordance with 
the relevant provisions:  

   (1)  Expenses incurred for the alteration of fully depreciated fi xed assets;  
   (2)  Expenses incurred for the alteration of fi xed assets leased from another party;  
   (3)  Expenses incurred for the overhaul of fi xed assets; and  
   (4)  Other expenses that shall be treated as long-term deferred expenses.     

  Article 14  Th e  cost  of the investment assets of an enterprise shall not be deducted in  computing 
the taxable income of an enterprise during the period of the external investment. 
  Article 15  In computing its taxable income, the cost of inventories used or sold by an enterprise, 
which is computed in accordance with the relevant provisions, is deductible. 
  Article 16  Where an enterprise transfers its assets, the net asset value of such assets is deductible 
in computing its taxable income. 
  Article 17  Where an enterprise calculates its Corporate Income Tax on a consolidated basis, 
losses incurred by its overseas business establishment shall not be off set against the profi ts from its 
business establishments in China. 
  Article 18  Losses incurred by an enterprise in a tax year are allowed to be carried forward 
and utilized against the income of subsequent years. Th e loss carry-forward period shall not 
exceed 5 years. 
  Article 19  Th e taxable income of a non-resident enterprise as described in paragraph 3 of Article 
3 of this Law shall be calculated according to the following methods:  

   (1)  In the case of dividends, profi t distributions and other returns on equity investments, 
interest, rentals and royalties, the taxable income shall be the entire amount of 
revenue;  

   (2)  In the case of capital gains from transfer of properties, the taxable income shall be the 
entire amount of revenue less net property value; and  

   (3)  In the case of other income, the taxable income shall be calculated with reference to the 
two methods mentioned above.     

  Article 20  Detailed measures regarding the specifi c scope of, and the standards for, revenue and 
deductible expenses, and detailed measures on the tax treatment of assets as stipulated in 
this Chapter, shall be issued by the departments of the State Council in charge of fi nance and 
taxation. 
  Article 21  In computing its taxable income, if there is inconsistency between the fi nancial and 
accounting treatment adopted by an enterprise and provisions of the tax laws and regulations, the 
taxable income shall be calculated in accordance with the tax laws and regulations.     

   chapter 3 tax payable   

  Article 22  Th e amount of tax payable by an enterprise shall be equal to the enterprise’s taxable 
income times its applicable tax rate, less the amount of its allowable reductions, exemptions and 
tax credits pursuant to the provisions of this Law on tax incentives. 
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  Article 23  Foreign income tax paid on the following income may be credited against the tax 
payable by an enterprise in the current period, provided that the amount of such tax credit 
shall not exceed the amount of tax otherwise payable on such income calculated in accor-
dance with the provisions of this Law; the amount of foreign tax paid in excess of the 
allowable tax credit limit in the current period may be carried forward and credited against 
the tax payable in any of the subsequent fi ve years to the extent that in each of those years 
there remains unused credit limit for that year aft er the utilization of the foreign tax credit arising 
in that year:  

   (1)  Taxable income from sources outside China derived by a resident enterprise; and  
   (2)  Taxable income derived from sources outside China by a non-resident enterprise, 

which is eff ectively connected with the establishment or place of business of such non-
resident enterprise within China.     

  Article 24  For foreign-sourced dividends and profi t distributions or other returns on equity 
investments that are distributed to a resident enterprise by a foreign enterprise directly or indi-
rectly controlled by the resident enterprise, the portion of the income tax actually paid outside 
China by a foreign enterprise that is attributable to such dividends, profi t distributions or other 
returns on equity investments may be used by the resident enterprise as a foreign income tax 
credit and credited up to the limit specifi ed in Article 23 of this Law.     

   chapter 4 tax incentives   

  Article 25  Corporate Income Tax incentives are available to industries and projects that are eli-
gible for key support from the State or whose development is encouraged by the State. 
  Article 26  Th e following revenue derived by an enterprise shall be exempt from tax:  

   (1)  Interest from state treasury debts;  
   (2)  Qualifi ed dividends, profi t distributions and other returns on equity investments 

derived by a resident enterprise from another resident enterprise;  
   (3)  Dividends, profi t distributions and other returns on equity investments derived by a 

non-resident enterprise from a resident enterprise, to the extent that the dividends, 
profi t distributions and other returns are eff ectively connected with the establishment 
or place of business in China of the non-resident enterprise; and  

   (4)  Revenue of a qualifi ed non-profi t organization.     

  Article 27  Th e following income derived by an enterprise may be eligible for exemption from or 
reduction of Corporate Income Tax:  

   (1)  Income derived from projects in the agriculture, forestry, animal husbandry or fi shery 
industry;  

   (2)  Income derived from investment in or operation of public infrastructure projects 
eligible for key support from the State;  

   (3)  Income derived from qualifi ed environmental protection and energy or water conser-
vation projects;  
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   (4)  Income derived from technology transfers that meet certain conditions; and  
   (5)  Income described in paragraph 3 of Article 3 of this Law.     

  Article 28  Th e Corporate Income Tax rate applicable to small-scale enterprises with low profi t-
ability that meet certain conditions shall be reduced to 20 % . 

 Th e Corporate Income Tax rate applicable to High-and-New Technology Enterprises eligible 
for key support from the State shall be reduced to 15 % . 
  Article 29  Th e autonomous government authorities of ethnic autonomous regions may decide to 
grant a reduction or exemption of Corporate Income Tax to the enterprises located within their 
jurisdictions for such part of tax as retained by ethnic autonomous regions. Such deductions or 
exemptions made by autonomous prefectures and counties shall be subject to the approval from 
the People’s Governments of the relevant provinces, autonomous regions and municipalities. 
  Article 30  In computing its taxable income, an enterprise may claim additional deduction on the 
following expenses:  

   (1)  Research and development expenses incurred for the development of new technolo-
gies, new products and new technological processes; and  

   (2)  Salary expenses paid to disabled personnel employed by the enterprise and other per-
sonnel whose employment is encouraged by the State.     

  Article 31  A venture capital enterprise that makes venture capital investment in the areas eligible 
for key support and encouragement from the State shall be eligible to set off  a certain percentage 
of its investment against its taxable income. 
  Article 32  If it is necessary to accelerate depreciation of an enterprise’s fi xed assets due to such 
reasons as technology advancement, the depreciation period may be shortened or an accelerated 
depreciation method may be adopted. 
  Article 33  Revenue derived from the manufacture of products that are in line with state industrial 
policy and involve the synergistic utilization of resources may be reduced in computing the tax-
able income of an enterprise. 
  Article 34  A certain percentage of the investment made by an enterprise on the purchase of spe-
cial equipment for the purpose of environmental protection, energy and water conservation or 
production safety, may be credited against tax payable. 
  Article 35  Th e detailed measures for the preferential tax treatments provided for in this Law shall 
be stipulated by the State Council. 
  Article 36  To meet the needs of national economic and social development, or in response to 
unexpected events that have substantial impacts on enterprises’ business operations, the State 
Council may issue policies on special tax incentives and shall notify the Standing Committee of 
the National People’s Congress of such policies.     

   chapter 5 withholding of tax at source   

  Article 37  Th e income tax payable by a non-resident enterprise on the income as described in 
paragraph 3 of Article 3 of this Law shall be withheld at source, and the payer shall be the with-
holding agent. Th e withholding agent shall withhold the tax from the amount paid or payable at 
the time the amount is paid or becomes due. 
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  Article 38  With respect to the income tax payable on the income derived by a nonresident enter-
prise from performance of engineering work and provision of labor services within China, the tax 
authorities may designate the payer of the contracted amount or service fee as the withholding 
agent. 
  Article 39  Should the withholding agent fail to withhold the income tax payable or be unable to 
perform its withholding obligation in respect of such income tax payable as specifi ed in Article 37 
and Article 38 of this Law, the taxpayer shall pay the tax at the place where such taxable income is 
derived. If the taxpayer fails to pay the tax as required by law, the tax authorities are empowered 
to recover the tax payable by the taxpayer from any other revenue due to the taxpayer from 
another payer in China. 
  Article 40  A withholding agent shall remit each amount of tax it withholds to the state treasury 
within seven days of the date of withholding and shall fi le withholding tax returns with the local 
tax authority at the place where it is located.     

   chapter 6 special tax adjustments   

  Article 41  If a business transaction between an enterprise and a related party does not comply 
with the arm’s-length principle, thus reducing the taxable income or revenue of the enterprise or 
the related party, the tax authorities shall be empowered to make adjustments using reasonable 
methods 

 When computing the taxable income, the costs incurred by an enterprise and a related party 
for the joint development or transfer of intangible assets, or for the joint provision or receipt of 
labor services, shall be allocated based on the arm’s-length principle. 
  Article 42  An enterprise may submit the pricing principles and computational methods applied 
in its related-party transactions to the tax authority. Th rough negotiation and validation, the tax 
authority may conclude an advance pricing arrangement with the enterprise. 
  Article 43  When an enterprise fi les its annual Corporate Income Tax return with the tax author-
ity, it shall submit, in respect of its business transactions with related parties, a form for the annual 
reporting of related-party transactions along with the annual Corporate Income Tax return. 

 When the tax authority conducts an investigation on related party transactions, the enterprise 
under investigation, its related parties, and other enterprises relevant to the related party transac-
tions under investigation, shall provide relevant information according to the relevant rules. 
  Article 44  If an enterprise does not provide information on its related-party transactions, or 
provides false and incomplete information that does not truthfully refl ect its related-party trans-
actions, the tax authority shall be empowered to assess its taxable income on a deemed basis 
according to law. 
  Article 45  Where a resident enterprise by itself, or together with China individual residents, con-
trols an enterprise that is established in a country (region) where the eff ective tax burden is dis-
tinctly lower than the tax rate set forth in paragraph 1 of Article 4 of this Law and that enterprise 
does not distribute its profi ts or reduces the distribution of its profi ts not on account of any rea-
sonable operational needs, the portion of the profi ts attributable to the resident enterprise shall 
be included in the revenue of the resident enterprise in the current period. 

  Article 46  Where an enterprise receives from its related parties debt investment and equity 
investment in a ratio that exceeds the prescribed level, the interest expenses incurred as a result 
shall not be deductible in computing the taxable income of such enterprise. 
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  Article 47  If an enterprise carries out any other business arrangements without reasonable 
business purposes resulting in reduction of its taxable revenue or income, the tax authority shall 
be empowered to make adjustments using reasonable methods. 

  Article 48  When additional tax is to be levied pursuant to a tax adjustment made by the tax author-
ity in accordance with the provisions of this Chapter, the additional tax shall be collected and addi-
tional interest shall also be levied in accordance with the relevant stipulations by the State Council.     

   chapter 7 tax collection and administration   

  Article 49  Th e collection and administration of Corporate Income Tax shall be carried out in 
accordance with the provisions stipulated in this Law as well as Tax Collection and Administration 
Law of the People’s Republic of China. 

  Article 50  Except as otherwise specifi ed by tax laws and regulations, a resident enterprise shall 
pay tax at the place where it is registered, unless it is registered outside China, in which case it shall 
pay tax at the place of its eff ective management. 

 Where a resident enterprise has business establishments that do not have a legal person status 
in China, the Corporate Income Tax of such business establishments shall be calculated and paid 
on a consolidated basis. 

  Article 51  A non-resident enterprise shall pay tax at the place where its PRC establishment or 
place of business is located, if it derives income as described in paragraph 2 of Article 3 of this Law. 
If a non-resident enterprise has two or more establishments or places of business in China, it may, 
upon the approval of the tax authority, select its principal establishment or place of business to 
pay Corporate Income Tax on a consolidated basis. 

 A non-resident enterprise that derives income as described in paragraph 3 of Article 3 of this 
Law shall pay tax at the place where its withholding agent is located. 

  Article 52  Unless otherwise specifi ed by the State Council, enterprises shall not be allowed to 
pay Corporate Income Tax on a consolidated basis. 

  Article 53  Corporate Income Tax shall be calculated for a tax year, which starts from January 1 
and ends on December 31 of a calendar year. 

 If the actual operating period of an enterprise is less than 12 months in a tax year because it 
commences or terminates its business during the year, its actual operating period in the current 
year shall be treated as a tax year. 

 When an enterprise is liquidated according to law, the liquidation period shall be treated as a 
tax year. 

  Article 54  Corporate Income Tax shall be paid in advance on a monthly or quarterly basis. 
 An enterprise shall, within 15 days aft er the end of each month or quarter, fi le a Corporate 

Income Tax return with, and make the tax payment to, the tax authority. 
 Within fi ve months of the year end, an enterprise shall fi le an annual Corporate Income Tax 

return with the tax authority, and perform the annual reconciliation so as to settle the tax to be 
paid or claim the tax to be refunded. 

 An enterprise shall fi le its fi nancial and accounting reports and other relevant information 
along with the annual Corporate Income Tax return in accordance with the regulations. 

  Article 55  If an enterprise terminates its business operation in the middle of a tax year, it shall 
perform reconciliation and settle the annual Corporate Income Tax payment for the current 
period within 60 days of the date of the actual termination of its business operation. 
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 Prior to deregistration with the tax authority, an enterprise shall fi le its Corporate Income Tax 
return with, and make the tax payment to, the tax authority on its liquidation income. 

  Article 56  Corporate Income Tax paid in accordance with this Law shall be calculated in 
RMB. Income earned in other currencies shall be converted into RMB for the purpose of com-
puting and paying tax.     

   chapter 8 supplementary provisions   

  Article 57  According to the stipulations of the State Council, enterprises that have been approved 
to be established prior to the promulgation of this Law and that are entitled to reduced tax rates 
in accordance with the then prevailing tax laws and regulations, shall be eligible for a fi ve-year 
transition period aft er the implementation of this Law in accordance with the stipulations of the 
State Council, during which time the tax rate will be increased step by step to the tax rate as set 
out in this Law; enterprises that are entitled to a fi xed term tax exemption or reduction can con-
tinue to enjoy the incentive aft er the implementation of this Law until such term expires. However, 
for enterprises that have not started enjoying such tax incentive yet due to their losses, the tax 
incentive period shall be deemed to commence from the year when this Law comes into eff ect. 

 Transitional tax incentives shall be available to newly established Advanced and New 
Technology Enterprises that require the key support of the State provided that they are estab-
lished in specially designated areas that have been set up in accordance with national laws with an 
aim to develop foreign economic cooperation and technological exchange, or are established in 
specifi c areas that have been permitted by the State Council to follow the special policies available 
in aforementioned areas. Th e State Council shall issue practical stipulations for such incentives. 

 Th e enterprises that have already been recognized by the State as other type of encouraged 
enterprises may enjoy tax exemptions or reductions in accordance with the stipulations of the 
State Council. 

  Article 58  Where the provisions of a tax treaty concluded between the government of the 
People’s Republic of China and a foreign government are diff erent from the provisions of this 
Law, the provisions of the treaty shall prevail. 

  Article 59  Th e State Council shall formulate implementation rules on the basis of this Law. 
  Article 60  Th is Law shall become eff ective on January 1, 2008. Th e Income Tax Law of the 

People’s Republic of China on Foreign Investment Enterprises and Foreign Enterprises passed at 
the 4th Session of the 7th National People’s Congress on April 9, 1991 and the Provisional 
Regulations of the People’s Republic of China on Enterprise Income Tax promulgated by the 
State Council on December 13, 1993 shall be repealed on the same date.        
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        chapter 1 general provisions   

  Article 1  Th ese Implementation Rules are formulated in accordance with the Corporate 
Income Tax Law of the People’s Republic of China (hereinaft er referred to as the “Corporate 
Income Tax Law”). 
  Article 2  “Sole proprietor enterprises” and “partnership enterprises” as mentioned in Article 1 
of the Corporate Income Tax Law refers to sole proprietor enterprises and partnership enterprises 
that are established in accordance with the laws and administrative regulations of China. 
  Article 3  “An enterprise that is established in accordance with the laws of China” as mentioned 
in Article 2 of the Corporate Income Tax Law includes enterprises, public institutions, social 
organizations and other revenue-generating organizations that are established in China in 
 accordance with the laws and administrative regulations of China. 

 “An enterprise that is established in accordance with the laws of foreign countries (regions)” as 
 mentioned in Article 2 of the Corporate Income Tax Law includes enterprises and other revenue-
 generating organizations that are established in accordance with the laws of foreign countries 
(regions). 
  Article 4  A “place of eff ective management” as mentioned in Article 2 of the Corporate Income 
Tax Law refers to an establishment that exercises substantive and overall management and control 
over the production and business operations, personnel, fi nancial functions, properties, etc. of an 
enterprise. 
  Article 5  “An establishment or place of business” as mentioned in paragraph 3 of Article 2 of 
the Corporate Income Tax Law refers to an establishment or place of business that is engaged in 
production and business operations in China, including:  

   (1)  A management establishment, a business establishment or an offi  ce;  
   (2)  A factory, farm, or place of extraction of natural resources;  
   (3)  A place where services are provided;  
   (4)  A place where a project of construction, installation, assembly, repair, exploration, etc. 

is carried out; and  
   (5)  Other establishments or places of business where production and business operations 

are carried out.     

 Where a non-resident enterprise commissions a business agent to carry out in the territory of 
China production and business operations, including where the commissioned entity or individual 
habitually enters into contracts, or stores and delivers goods, etc. on its behalf, that business agent 
shall be regarded as an establishment or place of business of the non-resident enterprise in China. 
  Article 6  “Income” as mentioned in Article 3 of the Corporate Income Tax Law includes income 
from the sales of goods, income from the provision of services, income from the transfer of prop-
erties, dividends, profi t distributions and other returns on equity investments, interest income, 
rental income, royalty income, income from donations and other income. 
  Article 7  “Income from sources within and outside China” as mentioned in Article 3 of the 
Corporate Income Tax Law shall be determined according to the following principles:  

   (1)  For income from the sales of goods, the source shall be the place where the transactions 
take place;  
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   (2)  For income from the provision of services, the source shall be the place where the 
services are provided;  

   (3)  For income from the transfer of properties, in the case of immovable properties, 
the source shall be the place where the property is located; in the case of movable 
 properties, the source shall be where the enterprise, establishment or place of business 
that transfers the property is located; and in the case of equity investments, the source 
shall be where the invested enterprise is located;  

   (4)  For income from dividends, profi t distributions and other returns on equity investments, 
the source shall be the place where the enterprise making the distributions is located;  

   (5)  For interest income, rental income, royalty income, the source shall be the place where 
the enterprise, establishment or place of business that bears or pays the income is 
located; or the place of residence of the individual who bears or pays the income; and  

   (6)  For other income, the source shall be determined by the departments of the State 
Council in charge of fi nance and taxation.     

  Article 8  “Eff ectively connected” as mentioned in Article 3 of the Corporate Income Tax Law refers 
to the situation where the establishment or place of business in China of a non-resident enterprise 
owns the equity interests or debt claims that give rise to income, and where such establishment or 
place of business owns, manages or controls the properties that give rise to the income.     

   chapter 2 taxable income      

   Section 1 General rules   

  Article 9  Th e taxable income of an enterprise shall be determined on an accrual basis. Income and 
expenses that are related to the current period shall be recognized as income and expenses for the 
current period regardless of whether the payments have been received or made; income and 
expenses that are not related to the current period shall not be recognized as income and expenses 
for the current period even if the payments have been received or made during the current period. 
Notwithstanding the above, these Implementation Rules and the departments of the State 
Council in charge of fi nance and taxation may prescribe otherwise. 
  Article 10  “Losses” as mentioned in Article 5 of the Corporate Income Tax Law refers to the 
negative amount that is arrived at by deducting non-taxable income, tax-exempt income and 
various deductions from the total income of each tax year in accordance with the provisions of the 
Corporate Income Tax Law and these Implementation Rules. 
  Article 11  “Liquidation income” as mentioned in Article 55 of the Corporate Income Tax Law 
refers to the balance of the realizable value of, or the transaction price for, all the assets of an 
enterprise aft er subtracting therefrom the net asset value, liquidation expenses and related taxes 
and charges. 

 Of the remaining assets that are distributed by the liquidating enterprise to the investing enter-
prise, the part that corresponds to the investing enterprise’s share of the accumulated undistrib-
uted earnings and accumulated surplus reserves of the liquidating enterprise shall be treated as 
dividend income; the part of the remaining assets in excess of the aforementioned dividend 
income shall be recognized as gains or losses from the transfer of investment assets to the extent 
that such part is in excess of or less than the cost of investment.     
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   Section 2 Income   

  Article 12  “Monetary revenue derived by an enterprise” as mentioned in Article 6 of the Corporate 
Income Tax Law includes cash, deposits, accounts receivable, notes receivable, bond investments 
to be held to maturity, debts forgiven, etc. 

 “Non-monetary revenue derived by an enterprise” as mentioned in Article 6 of the Corporate 
Income Tax Law includes fi xed assets, biological assets, intangible assets, equity investments, 
inventories, bond investments not to be held to maturity, services and related rights and 
benefi ts, etc. 
  Article 13  “Non-monetary revenue derived by an enterprise” as mentioned in Article 6 of the 
Corporate Income Tax Law shall be determined based on the fair value. 

 Th e aforementioned fair value refers to the value that is determined in accordance with 
the market price. 
  Article 14  “Revenue from the sale of goods” as mentioned in item (1) of Article 6 of 
the Corporate Income Tax Law refers to the income derived by an enterprise from the sale of 
merchandise, products, raw materials, packaging materials, low-value consumables and other 
inventories. 
  Article 15  “Revenue from the provision of services” as mentioned in item (2) of Article 6 of 
the Corporate Income Tax Law refers to the revenue derived by an enterprise from engaging 
in  construction and installation, repair, transportation, warehousing and letting, fi nance and 
 insurance, postal communications and telecommunications, consultancy and brokerage, culture 
and sports, scientifi c research, technical services, education and training, catering and accommo-
dation, intermediary and agency, sanitation and health care, community services, tourism, enter-
tainment, processing and other service activities. 
  Article 16  “Revenue from the transfer of property” as mentioned in item (3) of Article 6 of the 
Corporate Income Tax Law refers to the revenue derived by an enterprise from the transfer of 
fi xed assets, biological assets, intangible assets, equity interests, debt claims, etc. 
  Article 17  “Dividends, profi t distributions and other returns on equity investments” as men-
tioned in item (4) of Article 6 of the Corporate Income Tax Law refers to income derived by an 
enterprise from investees on account of equity investments. 

 Dividends, profi t distributions and other returns on equity investments shall be recognized on 
the date on which the investee resolves to make a profi t distribution, unless the departments of 
the State Council in charge of fi nance and taxation prescribe otherwise. 
  Article 18  “Interest income” as mentioned in item (5) of Article 6 of the Corporate Income Tax 
Law refers to revenue derived by an enterprise from the provision of funds for the use by others 
that does not constitute an equity investment, or from the use of its funds by others, including 
deposit interest, loan interest, bond interest, arrears interest, etc. 

 Interest income shall be recognized on the date on which the interest becomes payable by the 
debtor under the contract. 
  Article 19  “Rental income” as mentioned in item (6) of Article 6 of the Corporate Income Tax 
Law refers to the revenue derived by an enterprise from the provision of the right to use fi xed 
assets, packaging device or other tangible assets. 

 Rental income shall be recognized on the date on which the rent becomes payable under the 
contract. 
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  Article 20  “Royalty income” as mentioned in item (7) of Article 6 of the Corporate Income 
Tax Law refers to revenue derived by an enterprise from the provision of the right to use patents, 
non-patented technologies, trademarks, copyrights and other licensed rights. 

 Royalties shall be recognized on the date on which the royalties become payable under the 
contract. 
  Article 21  “Donation income” as mentioned in item (8) of Article 6 of the Corporate Income Tax 
Law refers to monetary and non-monetary assets received by an enterprise from other enterprises, 
organizations or individuals without consideration. 

 Donations income shall be recognized as revenue on the date on which the donated assets are 
actually received. 
  Article 22  “Other revenue” as mentioned in item (9) of Article 6 of the Corporate Income Tax 
Law refers to income derived by an enterprise other than those prescribed under items (1) to (8) 
of Article 6 of the Corporate Income Tax Law, including revenue from asset surpluses, deposits 
on packaging devices which are overdue for return, accounts payable that cannot be settled, 
 recoveries on accounts receivable that have been written off  as bad debts, revenue from debt 
restructuring, subsidies, compensations for the breach of contracts, exchange gains, etc. 
  Article 23  Revenue from the following production and business operations may be recognized on 
an installment basis:  

   (1)  Where the sale of goods is on an installment basis, revenue shall be recognized on the 
date on which the payments become due under the contracts;  

   (2)  Where enterprises are engaged, under contract, to process or manufacture large-scale 
machinery and equipment, vessels, aircraft , and to carry out construction, installation, 
assembly projects or to provide other services, the duration of which exceeds 12 months, 
revenue shall be recognized based upon the rate of progress or the amount of work 
completed within the tax year.     

  Article 24  Where revenue is derived under production sharing, revenue shall be recognized on 
the date on which the products are distributed to the participating enterprises, and the amount of 
revenue shall be determined based upon the fair value of the products. 
  Article 25  Unless otherwise provided by the departments of the State Council in charge of 
fi nance and taxation, the exchange of non-monetary assets by enterprises, and the use of goods, 
assets or services for donations, debt settlement, sponsorship, fund raising, advertisement, sam-
ples, staff  welfare or profi t distributions shall be deemed as a sale of goods, transfer of assets or 
provision of services. 
  Article 26  “Fiscal appropriation” as mentioned in item (1) of Article 7 of the Corporate Income 
Tax Law refers to fund allocated by the People’s Government at various levels for public institu-
tions, social organizations, etc. that are under the budgetary administration of the government, 
unless otherwise provided by the State Council or the departments of the State Council in charge 
of fi nance and taxation. 

 “Government administrative charges” as mentioned in item (2) of Article 7 of the Corporate 
Income Tax Law refers to charges that are collected from specifi c subjects and are placed under 
government’s fi nancial administration during the process of carrying out social public administra-
tion, and providing specifi c public services to citizens, legal persons or other organizations in 
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accordance with relevant laws and regulations, and as approved pursuant to the procedures pre-
scribed by the State Council. 

 “Government funds” as mentioned in item (2) of Article 7 of the Corporate Income Tax Law 
refers to funds of a fi scal nature that are collected by enterprises on behalf of the Government for 
specifi c purposes in accordance with the relevant laws and administrative regulations. 

 “Other non-taxable revenue stipulated by the State Council” as mentioned in item (3) of 
Article 7 of the Corporate Income Tax Law refers to funds of a fi scal nature received by enter-
prises, which are to be used for specifi c purposes as designated by the departments of the State 
Council in charge of fi nance and taxation and are approved by the State Council.     

   Section 3 Deductions   

  Article 27  “Related expenses” as mentioned in Article 8 of the Corporate Income Tax Law refers 
to expenses that are directly related to the generation of revenue. 

 “Reasonable expenses” as mentioned in Article 8 of the Corporate Income Tax Law refers to 
necessary and normal expenses that are incurred in the ordinary course of production and busi-
ness operations and that should be taken into account in determining the profi ts or losses, or the 
costs of the related assets, during the current period. 
  Article 28  Expenditures incurred by an enterprise shall be classifi ed into revenue expenditures and 
capital expenditures. Revenue expenditures shall be directly deducted in the period in which they 
are incurred; capital expenditures shall be deducted on a periodic basis or included in the cost of 
the related assets, instead of being directly deducted in the period in which they are incurred. 

 Expenses or assets, which arise out of the disbursement of non-taxable revenue of an enterprise, 
shall not be deducted, depreciated or amortized. 

 Unless the Corporate Income Tax Law and these Implementation Rules prescribe otherwise, 
costs, expenses, taxes, losses and other expenditures actually incurred by an enterprise shall not be 
deducted more than once. 
  Article 29  “Costs” as mentioned in Article 8 of the Corporate Income Tax Law refers to the cost 
of sales, cost of goods sold, business expenditures and other outlays incurred by an enterprise in 
the course of production and business operations. 
  Article 30  “Expenses” as mentioned in Article 8 of the Corporate Income Tax Law refers to sell-
ing expenses, administrative expenses and fi nancial expenses incurred by an enterprise in the 
course of production and business operations, except for those that have been recorded as costs. 
  Article 31  “Taxes” as mentioned in Article 8 of the Corporate Income Tax Law refers to various 
taxes and surcharges incurred by an enterprise other than the Corporate Income Tax and credit-
able Value Added Tax. 
  Article 32  “Losses” as mentioned in Article 8 of the Corporate Income Tax Law refers to losses 
suff ered as a result of the stock-taking loss, damage or scrapping of fi xed assets and inventories, 
losses arising out of transfers of properties, doubtful debts, bad debts, or natural disasters and 
similar force majeure, or other losses that are incurred by an enterprise in the course of production 
and business operations. 

 Losses incurred by an enterprise, aft er deducting the compensation from responsible persons 
and insurance proceeds, may be deducted in accordance with regulations prescribed by the 
departments of the State Council in charge of fi nance and taxation. 
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 Assets that have been written off  as losses shall, upon recovery in whole or in part in a 
subsequent tax year, be recognized as revenue in that year. 
  Article 33  “Other expenses” as mentioned in Article 8 of the Corporate Income Tax Law refers 
to reasonable expenses, which are incurred by an enterprise in the course of its production and 
business operations, other than costs, expenses, taxes and losses. 
  Article 34  Reasonable salary and wage expenses incurred by an enterprise shall be deductible. 

 “Salary and wage expenses” as mentioned in the previous paragraph refers to all cash and 
non-cash remunerations that are paid by an enterprise to the employees who are appointed or 
employed by the enterprise during each tax year, including basic wages, bonuses, allowances, 
 subsidies, year-end extra salaries, overtime wages, and other expenditures in connection with the 
appointment or employment of employees. 
  Article 35  Basic pension premiums, basic medical insurance premiums, unemployment  insurance 
premiums, work injury insurance premiums, maternity insurance premiums and  similar basic 
social insurance premiums, as well as housing funds contributions, that are paid by an enterprise 
for its employees in accordance with the scope and standards prescribed by the departments of the 
State Council in charge of fi nance and taxation or the provincial People’s Governments shall be 
deductible. 

 Supplemental pension premiums and supplemental medical insurance premiums that are 
paid by an enterprise for its investors or employees in accordance with the scope and standards 
prescribed by the departments of the State Council in charge of fi nance and taxation shall be 
deductible. 
  Article 36  Except for personal safety insurance premiums paid by an enterprise for employees of 
special job categories in accordance with relevant government regulations and other commercial 
insurance premiums that are allowed as deductions by the departments of the State Council in 
charge of fi nance and taxation, commercial insurance premiums that are paid by an enterprise for 
its investors or employees shall not be deductible. 
  Article 37  Reasonable borrowing expenses that are incurred by an enterprise in the course 
of production and business operations and that are not required to be capitalized shall be 
 deductible. 

 Where an enterprise borrows funds in the course of acquiring and constructing fi xed assets, 
intangible assets, and inventories whose construction takes at least 12 months to reach the expected 
saleable condition, reasonable borrowing expenses that are incurred during the period of relevant 
acquisitions and constructions shall be capitalized as costs of the relevant assets and deducted in 
accordance with the provisions of these Implementation Rules. 
  Article 38  Th e following interest expenses incurred by an enterprise in the course of production 
and business operations shall be deductible:  

   (1)  Interest expenses incurred by non-fi nancial institutions on loans from fi nancial  institutions, 
interest expenses incurred by fi nancial institutions on various deposits and on inter-bank 
borrowings, interest expenses incurred by enterprises on bonds approved for issuance;  

   (2)  Interest expenses incurred by non-fi nancial institutions on loans from non-fi nancial 
institutions to the extent that they do not exceed the amounts calculated by reference 
to the interest rates applicable to loans of the same period and category made by 
 fi nancial institutions.     
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  Article 39  Foreign exchange losses that are incurred by an enterprise in currency transactions, and 
foreign exchange losses that arise at the end of a tax year as a result of a conversion of non-RMB 
denominated monetary assets and liabilities to RMB at the year-end medium spot exchange rate 
shall be deductible, except for the portion that has been recorded as the cost of assets or that is 
related to profi t distributions to the shareholders. 
  Article 40  Staff  welfare expenses incurred by an enterprise, to the extent not exceeding 14 %  of the 
total salaries and wages, shall be deductible. 
  Article 41  Labor union funds contributed by an enterprise, to the extent not exceeding 2 %  of the 
total salaries and wages, shall be deductible. 
  Article 42  Unless otherwise provided by the departments of the State Council in charge of 
fi nance and taxation, staff  education expenses that are incurred by an enterprise, to the extent not 
exceeding 2.5 %  of the total salaries and wages, shall be deductible; any excess amount may be 
 carried forward and deducted in succeeding tax years. 
  Article 43  Entertainment expenses incurred by an enterprise in connection with production and 
business operations shall be deductible at 60 %  of the actual amount, but such deduction shall not 
exceed 0.5 %  of the sales (business) revenue of the year. 
  Article 44  Unless otherwise provided by the departments of the State Council in charge of 
fi nance and taxation, qualifi ed advertising expenses and promotional expenses that are incurred 
by an enterprise shall be deductible to the extent not exceeding 15 %  of the sales (business) revenue 
of the year; any excess amount may be carried forward and deducted in succeeding tax years. 
  Article 45  Specifi c funds that are set aside by an enterprise for environmental protection, 
eco-regeneration and similar purposes in accordance with relevant laws and administrative 
 regulations shall be deductible. Th e deduction shall be disallowed where the use of aforemen-
tioned specifi c funds has changed. 
  Article 46  Insurance premiums paid by an enterprise for the insurance of its properties in accor-
dance with relevant regulations shall be deductible. 
  Article 47  Leasing expenses that are incurred by an enterprise on the lease of fi xed assets 
that are required for production and business operations shall be deducted under the following 
methods:  

   (1)  Leasing expenses that are incurred on the lease of fi xed assets under operating leases shall 
be deducted evenly over the term of the lease;  

   (2)  Where leasing expenses are incurred on the lease of fi xed assets under fi nance leases, the 
part of such expenses that constitutes the value of the fi xed assets under fi nance leases in 
accordance with relevant regulations shall be depreciated and deducted periodically.     

  Article 48  Reasonable labor protection expenses incurred by an enterprise shall be  deductible. 
  Article 49  Management fees paid between enterprises, rentals and royalties paid between  business 
establishments within an enterprise and interest paid between business establishments within a 
non-bank enterprise shall not be deductible. 
  Article 50  For establishments and places of business that are established by nonresident enter-
prises in China, expenses that are incurred by their head offi  ces outside China in connection 
with the production and business operations of such establishments and places of business shall 
be deductible, provided that such expenses can be substantiated by documentation from the head 
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offi  ces certifying the scope of the expenses to be allocated, the amounts involved, the basis and 
methodologies of allocation, etc. and that such allocation is reasonable. 
  Article 51  “Donations made by an enterprise for public welfare” as mentioned in Article 9 of 
the Corporate Income Tax Law refers to donations that are made by enterprises through social 
organizations serving public welfare or People’s Governments at the county above level and their 
departments and that are used for public welfare undertakings prescribed by the Welfare 
Donations Law of the People’s Republic of China. 
  Article 52  “Social organizations serving public welfare” as mentioned in Article 51 of these 
Implementation Rules refers to a foundation, a charitable organization or a similar social organi-
zation that meets the following criteria:  

   (1)  It is legally registered with a legal person status;  
   (2)  Its mission is to pursue public welfare undertakings, and its objective is not to make 

profi ts;  
   (3)  All assets and their appreciation are owned by the legal person;  
   (4)  Earnings and operating surplus are used primarily in undertakings that are consistent 

with the goals of the legal person;  
   (5)  Upon termination, the remaining assets do not belong to any individuals or for-profi t 

organizations;  
   (6)  It does not engage in any business that is not relevant to its established goals;  
   (7)  It has sound and comprehensive fi nancial accounting systems;  
   (8)  its donors do not participate in the distribution of the assets of the social organizations 

in any way or form; and  
   (9)  It meets other criteria that the departments of the State Council in charge of fi nance 

and taxation may prescribe in conjunction with the civil aff airs departments of the 
State Council and similar registration and administrative departments.     

  Article 53  Donations for public welfare that are made by an enterprise, to the extent not 
exceeding 12 %  of its total annual profi t, shall be deductible. Th e “total profi t for the year” refers to 
the accounting profi t of an enterprise that is calculated based upon the rules of the uniform 
accounting system of China. 
  Article 54  “Sponsorship expenses” as mentioned in item (6) of Article 10 of the Corporate 
Income Tax Law refers to various expenses incurred by an enterprise that are not connected with 
the production and business operations and that are not in the nature of advertising expenses. 
  Article 55  “Unapproved provisions” as mentioned in item (7) of Article 10 of the Corporate 
Income Tax Law refers to various provisions for asset impairment, risk reserves, etc. that are not 
in compliance with the regulations prescribed by the departments of the State Council in charge 
of fi nance and taxation.     

   Section 4 Tax treatment of assets   

  Article 56  Th e tax base of an enterprise’s assets, including fi xed assets, biological assets, intangible 
assets, long-term deferred expenditures, investment assets, inventories, etc. shall be based on 
historical cost. 
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 “Historical cost” as mentioned in the previous paragraph refers to expenditures that are actu-
ally incurred by an enterprise in acquiring the assets. 

 Where assets held by an enterprise appreciate or depreciate in value during the holding period, 
the tax base of such assets shall not be adjusted unless gains or losses are determined according to 
the regulations prescribed by the departments of the State Council in charge of fi nance and taxa-
tion. 
  Article 57  “Fixed assets” as mentioned in Article 11 of the Corporate Income Tax Law refers to 
non-monetary assets which are used for a period in excess of 12 months and which are held by an 
enterprise for the production of goods, the provision of services, leasing or operation and manage-
ment, including buildings, structures, machinery, mechanical apparatus, means of transportation 
and other equipment, instruments, tools, etc. that are related to production and business opera-
tions. 
  Article 58  Th e tax base of fi xed assets shall be determined according to the following 
 methods:  

   (1)  Th e tax base of purchased fi xed assets shall be determined based upon the purchase price, 
related taxes and charges paid, other expenditures that are directly attributed to preparing 
the assets for their intended use;  

   (2)  Th e tax base of self-constructed fi xed assets shall be the expenditures that are incurred 
prior to the completion of such construction;  

   (3)  Th e tax base of fi xed assets under fi nance leases shall be the total lease payments under 
the lease contract and the related expenses that are incurred by the lessee in the course 
of entering into the lease contract. Where the total lease payments are not specifi ed 
in the lease contract, the tax base of fi xed assets under fi nance leases shall be the fair 
value of the assets and related expenses that are incurred by the lessee in the course of 
entering into the lease contract;  

   (4)  Th e tax base of fi xed assets inventory surplus shall be the total replacement value of 
fi xed assets of the same category;  

   (5)  Th e tax base of fi xed assets that are acquired through donations, investment, exchange 
of non-monetary assets, debt restructuring, etc. shall be the fair value of such assets and 
related taxes and charges paid; and  

   (6)  Th e tax base of the fi xed assets that have been altered shall be the alteration costs that 
are incurred during the alteration, excluding expenses referred to in items (1) and (2) of 
Article 13 of the Corporate Income Tax Law.     

  Article 59  Depreciation expenses on fi xed assets that are calculated using the straight-line method 
shall be deductible. 

 An enterprise shall commence the calculation of depreciation expenses for fi xed assets in the 
month following the month during which the fi xed asset is placed into use; where a fi xed asset 
ceases to be used, the enterprise shall stop the calculation of depreciation expenses in the month 
following the month during which the fi xed asset ceases to be used. 

 An enterprise shall reasonably determine the estimated residual value of fi xed assets taking into 
account the nature and the use of the fi xed assets. Once the residual value is determined, it shall 
not be changed. 
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  Article 60  Unless otherwise prescribed by the departments of the State Council in charge of 
fi nance and taxation, the minimum periods for computing depreciation expenses for fi xed assets 
shall be as follows:  

   (1)  Buildings and structures–20 years;  
   (2)  Aircraft , trains, vessels, machinery, mechanical apparatus and other production equip-

ment–10 years;  
   (3)  Instruments, tools, furniture, etc. that are connected with production and business 

operations–5 years;  
   (4)  Means of transportation other than aircraft , trains, vessels–4 years;  
   (5)  Electronic equipment–3 years.     

  Article 61  For an enterprise that is engaged in the extraction of petroleum, natural gas and similar 
mineral resources, the deduction method for expenses that are incurred prior to commercial 
production and the depletion and the depreciation methods for relevant fi xed assets shall be 
separately prescribed by the departments of the State Council in charge of fi nance and taxation. 
  Article 62  Th e tax base for biological assets used for production shall be determined using the 
following methods:  

   (1)  For purchased biological assets used for production, the tax base shall be the purchase 
price and related taxes and charges paid;  

   (2)  For biological assets used for production that are acquired through donations, 
 investment, exchange of non-monetary assets, debt restructuring, etc., the tax base 
shall be the fair value of the assets and related taxes and charges paid.     

 “Biological assets used for production” as mentioned in the previous paragraph refers to 
 biological assets that are held by an enterprise for the production of agricultural products, the 
provision of services, leasing, etc., including economic forests, forests of charcoal and fi rewood, 
productive livestock, draft  animals, etc. 
  Article 63  Depreciation expenses for biological assets used for production that are calculated 
using the straight-line method shall be deductible. 

 An enterprise shall commence the calculation of depreciation expenses for the biological assets 
used for production in the month following the month during which the biological assets used for 
production are put into use; where a biological asset used for production ceases to be used, the enter-
prise shall stop the calculation of depreciation expense for the biological asset used for production in the 
month following the month during which the biological asset used for production ceases to be used. 

 An enterprise shall reasonably determine the estimated residual value of biological assets used 
for production taking into account the nature and the use of the biological assets used for produc-
tion. Once the residual value is determined, it shall not be changed. 
  Article 64  Th e minimum periods for computing depreciation expenses for biological assets used 
for production shall be as follows:  

   (1)  Forestry biological assets used for production - 10 years;  
   (2)  Livestock biological assets used for production - 3 years     
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  Article 65  “Intangible assets” as mentioned in Article 12 of the Corporate Income Tax Law 
refers to incorporeal, non-monetary, long term assets that are held by an enterprise for the 
production of goods, provision of services, leasing or operation and management, including 
patents, trademarks, copyrights, land use rights, proprietary technologies, goodwill, etc. 
  Article 66  Th e tax base of intangible assets shall be determined using the following methods:  

   (1)  Th e tax base of purchased intangible assets shall be the purchase price, related taxes and 
charges paid, and other expenditures that are directly attributed to preparing the assets for 
their intended use;  

   (2)  Th e tax base of self-developed intangible assets shall be the expenses that are incurred 
by an enterprise during the period from when the intangible assets fi rst meet the 
criteria for capitalizations to when the intangible assets reach the stage of their intended 
use; and  

   (3)  Th e tax base of intangible assets that are acquired through donations, investments, 
exchanges of non-monetary assets, debt restructurings, etc. shall be the fair value of the 
assets and related taxes and charges paid.     

  Article 67  Amortization expenses for intangible assets that are calculated using the straight-line 
method shall be deductible. 

 Intangible assets shall be amortized over a period of not less than 10 years. 
 Intangible assets that are acquired through investments or acquisitions shall be amortized over 

their useful lives prescribed under relevant laws or contracts. 
 Expenditures that are incurred in acquiring goodwill shall be deductible upon the complete 

disposal or liquidation of the enterprise. 
  Article 68  “Expenses incurred for the alteration of fi xed assets” as mentioned in items (1) and 
(2) of Article 13 refers to expenses that are incurred for structural alterations of buildings and 
structures, extension of their useful lives, etc. 

 Expenses that are prescribed in item (1) of Article 13 of the Corporate Income Tax Law shall be 
amortized over the estimated remaining useful life of the fi xed assets; expenses that are prescribed 
in item (2) of Article 13 shall be amortized over the remaining lease term that is stipulated in the 
lease contract. 

 Where the useful lives of fi xed assets that have been altered are extended, their depreciation 
periods shall be extended accordingly, unless items (1) and (2) of Article 13 of the Corporate 
Income Tax Law prescribe otherwise. 
  Article 69  “Expenses incurred for the overhaul of fi xed assets” as mentioned in item (3) of 
Article 13 of the Corporate Income Tax Law refers to expenses that meet all of the following 
criteria:  

   (1)  Repair expenses are more than 50 %  of the tax base at the time of the acquisition of the 
fi xed assets; and  

   (2)  Th e useful life of the fi xed assets is extended by more than two years.     

 Expenses that are prescribed in item (3) of Article 13 of the Corporate Income Tax Law shall be 
amortized over the remaining useful life of the fi xed assets. 
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  Article 70  “Other expenses that shall be treated as long-term deferred expenses” as mentioned 
in item (4) of Article 13 of the Corporate Income Tax Law shall be amortized starting from the 
month following the month during which the expenditures are incurred, and shall be amortized 
over a period of not less than three years. 
  Article 71  “Investment assets” as mentioned in Article 14 of the Corporate Income Tax Law refers 
to assets that arise out of external equity investments and debt investments made by an enterprise. 

 Th e costs of investment assets shall be deductible when an enterprise transfers or disposes of 
investment assets. 

 Th e costs of investment assets shall be determined using the following methods:  

   (1)  Where the investment assets are acquired with cash, the costs shall be the purchase 
price; and  

   (2)  Where the investment assets are acquired with consideration other than cash, the costs 
shall be the fair value of the assets and the related taxes and charges paid.     

  Article 72  “Inventories” as mentioned in Article 15 of the Corporate Income Tax Law refers to 
products or merchandise that are held by an enterprise for sale, work in progress, materials, etc. 
that are consumed in the process of production or provision of services. 

 Th e costs of inventories shall be determined using the following methods:  

   (1)  Where the inventories are acquired with cash, the costs shall be the purchase price and the 
related taxes and charges paid;  

   (2)  Where the inventories are acquired with consideration other than cash, the costs shall 
be the fair value of the assets and the related taxes and charges paid; and  

   (3)  For agricultural products that are derived from biological assets used for production, 
the costs shall be the materials costs, the labor costs, shared indirect costs and similar 
necessary expenditures that are incurred in the course of production or harvesting.     

  Article 73  Enterprises may select the fi rst-in-fi rst-out method, the weighted average method or the 
specifi c identifi cation method as their inventory costing method for inventories that are used or sold 
by the enterprises. Once selected, the inventory costing method shall not be arbitrarily changed. 
  Article 74  “Net asset value” as mentioned in Article 16 of the Corporate Income Tax Law and 
“net property value” as mentioned in Article 19 refer to the remaining tax base of the assets or 
properties, aft er deducting the depreciation, depletion, amortization, provisions, etc. in accor-
dance with relevant regulations. 
  Article 75  Unless otherwise prescribed by the departments of the State Council in charge of 
fi nance and taxation, an enterprise shall recognize, at the time when the transactions take place, 
the gains or losses that arise out of transfers of assets in the course of a reorganization. Th e tax base 
of the relevant assets shall be re-determined based upon the transaction prices.      

   chapter 3 tax payable   

  Article 76  Th e calculation formula for tax payable as prescribed in Article 22 of the Corporate 
Income Tax Law shall be: 

 Tax payable = Taxable income x applicable tax rate–Tax reduced/exempted–Tax credit 



434  Appendix 2

 Th e tax reduced/exempted and tax credit in the formula refer to taxes otherwise payable that 
are reduced, exempted and credited in accordance with the preferential tax treatments prescribed 
by the Corporate Income Tax Law and the State Council. 
  Article 77  “Foreign income tax paid” as mentioned in Article 23 of the Corporate Income Tax 
Law refers to taxes in the nature of corporate income tax that are payable, and actually paid, on 
income derived from sources outside China in accordance with the foreign tax laws and related 
regulations. 
  Article 78  “Tax credit limit” as mentioned in Article 23 of the Corporate Income Tax Law refers to 
the tax payable on income derived from sources outside China in accordance with the Corporate 
Income Tax Law and these Implementation Rules. Unless otherwise prescribed by the departments 
of the State Council in charge of fi nance and taxation, such tax credit limit shall be calculated by 
country (region) and not by income category and the calculation formula is as follows: 

 Total tax payable on income Taxable income derived 
 derived from both within and from the particular 
 Tax Credit Limit = outside China as calculated in X  foreign country (region)___  
 accordance with the Corporate Total taxable income derived 
 Income Tax Law and these from sources both within 
 Implementation Rules and outside China. 

  Article 79  “Five years” as mentioned in Article 23 of the Corporate Income Tax Law refers to the 
fi ve successive tax years following the year in which the taxes in the nature of corporate income 
tax, which are paid outside China on income derived from sources outside China, exceeds the tax 
credit limit. 
  Article 80  “Directly controlled” mentioned in Article 24 of the Corporate Income Tax Law 
refers to the situation where a resident enterprise directly holds at least 20 %  of equity interest in a 
foreign enterprise. 

 “Indirectly controlled” mentioned in Article 24 of the Corporate Income Tax Law refers to the 
situation where a resident enterprise indirectly holds at least 20 %  of the equity interest in a for-
eign enterprise. Detailed measures for determining indirect control shall be separately formulated 
by the departments of the State Council in charge of fi nance and taxation. 
  Article 81  When an enterprise claims a credit against tax payable in accordance with Articles 23 
and 24 of the Corporate Income Tax Law, it shall provide relevant tax payment certifi cates for the 
corresponding year issued by the foreign tax authorities.     

   chapter 4 tax incentives   

  Article 82  “Interest from state treasury debts” as mentioned in item (1) of Article 26 of the 
Corporate Income Tax Law refers to interest that is derived by an enterprise from the state 
treasury debts issued by the fi nance department of the State Council. 
  Article 83  “Qualifi ed dividends, profi t distributions and other returns on equity investments 
derived from a resident enterprise from another resident enterprise” as mentioned in item (2) of 
Article 26 of the Corporate Income Tax Law refers to the investment return derived by a resident 
enterprise from its direct investment in another resident enterprise. “Dividends, profi t distribu-
tions and other returns on equity investments” as referred to in items (2) and (3) of Article 26 
of the Corporate Income Tax Law shall not include the return on investment in publicly issued 
and traded shares of a resident enterprise that are held for less than 12 consecutive months. 
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  Article 84  “Qualifi ed non-profi t organization” as mentioned in item (4) of Article 26 of 
the Corporate Income Tax Law refers to an organization that satisfi es all of the following 
 conditions:  

   (1)  It has completed the registration procedures required for non-profi t organizations in 
accordance with the laws;  

   (2)  It is engaged in public welfare or non-profi t operations;  
   (3)  Income derived by the organization is entirely used for the public welfare or non profi t 

undertakings that are prescribed upon registration or in the Articles of Association, 
except for related and reasonable expenses of the organization;  

   (4)  Its properties and the income or gains derived as a result of the holding of such proper-
ties are not used for distributions;  

   (5)  As authorized in its registration and stipulated in its Articles of Association, the 
remaining assets aft er deregistration of the organization are used for public welfare or 
non-profi t purposes, or are re-donated through registration and administrative author-
ities to other organizations of the same nature and missions, and the same are 
announced to the general public;  

   (6)  Th e donors do not reserve or enjoy any rights in the assets that are donated to the 
organization; and  

   (7)  Salaries and welfare benefi ts of employees are limited by prescribed ratios and proper-
ties of the organization are not distributed in a disguised form.     

 Th e administrative measures for assessing the qualifi cations of a non-profi t organization 
referred to in the preceding paragraph shall be formulated by the departments of the State Council 
in charge of fi nance and taxation in conjunction with other relevant departments of the State 
Council. 
  Article 85  “Revenue of a qualifi ed non-profi t organization” as mentioned in item (4) of Article 26 
of the Corporate Income Tax Law shall not include any revenue that is derived from for-profi t 
operations of the non-profi t organization, unless otherwise prescribed by the departments of the 
State Council in charge of fi nance and taxation. 
  Article 86  Th e tax exemption and reduction, as prescribed in item (1) of Article 27 of the 
Corporate Income Tax Law, on income derived by an enterprise from projects in agriculture, 
forestry, animal husbandry and fi shery refer to:  

   (1)  Income derived by an enterprise engaging in the following projects shall be exempt from 
Corporate Income Tax:  
   i  Th e growing of vegetables, grains, tuber crops, oil plants, beans, cotton, 

hemps, sugar crops, fruits and nuts;  
   ii  Th e selection and cultivation of new agricultural species;  
   iii  Th e growing of Chinese medicinal herbs;  
   iv  Th e cultivation and growing of forests;  
   v  Th e rearing of livestock and poultry;  
   vi  Th e harvesting of forestry products;  
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   vii  vii Irrigation, preliminary processing of agricultural products, veterinary services, 
promotion of agricultural technologies, operation and maintenance of agricul-
tural machineries and similar agricultural, forestry, animal husbandry, fi shery ser-
vices projects;  

   viii  Ocean fi shing.    
   (2)  Th e Corporate Income Tax applicable to an enterprise engaging in the following proj-

ects shall be reduced by 50 % :  
   i  Th e growing of fl owers, tea plants and other crops used for beverages and spices;  
   ii  Sea and inland water aquaculture.       

 Enterprises engaging in any projects that are restricted and prohibited by the State shall not be 
entitled to the preferential Corporate Income Tax treatments under this Article. 
  Article 87  “Public infrastructure projects eligible for key support from the State” as mentioned 
in item (2) of Article 27 of the Corporate Income Tax Law refers to projects involving ports and 
wharfs, airports, railways, highways, urban public transportation, electric power, water supplies, 
etc. as prescribed in the Catalogue of Public Infrastructure Projects Eligible for Preferential 
Corporate Income Tax Treatment. 

 Income derived by an enterprise from the investment in, and the operation of, public infra-
structure projects eligible for key support from the State as referred to in the previous  paragraph 
shall be eligible for a tax exemption for the fi rst year to the third year, and a 50 %  reduction in 
Corporate Income Tax for the fourth year to the sixth year, starting from the year in which the 
project fi rst generates operating income. 

 Enterprises that are engaged, under contract, in the operation or construction of projects 
referred to in this Article, or are engaged in the construction of projects referred to in this Article 
for self-use, shall not be entitled to the preferential Corporate Income Tax treatment prescribed 
under this Article. 
  Article 88  “Qualifi ed environmental protection and energy or water conservation projects” as 
mentioned in item (3) of Article 27 of the Corporate Income Tax Law includes public sewerage 
treatment, public refuse treatment, synergistic development and utilization of methane, techno-
logical innovation in energy conservation and emission reduction, sea water desalination and 
similar projects. Th e qualifi cation criteria and the scope shall be formulated by the departments 
of the State Council in charge of fi nance and taxation in conjunction with relevant departments 
of the State Council, and shall be promulgated and implemented with the approval of the State 
Council. 

 Income derived by an enterprise from engaging in qualifi ed environmental protection and 
energy or water conservation projects as prescribed in the previous paragraph shall be eligible for 
a tax exemption for the fi rst year to the third year, and a 50 %  reduction in Corporate Income Tax 
for the fourth year to the sixth year, starting from the year in which the project fi rst generates 
operating income. 
  Article 89  For a project that is eligible for a tax reduction or exemption under Articles 87 and 
88 of these Implementation Rules, where the project is transferred during the period of such tax 
reduction or exemption, the transferee of such project shall become eligible, on the date of the 
transfer, for the preferential treatment during the remaining period of such tax reductions or 
exemption. Where the project is transferred aft er the period for the tax reduction or exemption 
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has expired, the transferee of such projects shall not enjoy the above tax reduction or exemption 
with respect to the same project. 
  Article 90  “Income derived from technology transfers that meet certain conditions is eligible for 
Corporate Income Tax reduction or exemption” as mentioned in item (4) of Article 27 of the 
Corporate Income Tax Law means that, within a tax year, the portion of income from technology 
transfer that does not exceed RMB 5 million shall be exempt from Corporate Income Tax; the 
portion of income that exceeds RMB 5 million shall enjoy a 50 %  reduction. 
  Article 91  Income referred to in item (5) of Article 27 of the Corporate Income Tax Law that is 
derived by a non-resident enterprise shall be subject to Corporate Income Tax at a reduced 
rate of 10 % . 

 Th e following income shall be exempt from Corporate Income Tax:  

   (1)  Interest income from loans made by a foreign government to China government;  
   (2)  Interest income from loans with preferential terms made by international fi nancial 

organizations to China government and resident enterprises;  
   (3)  Other income approved by the State Council.     

  Article 92  “Small-scale enterprises with low profi tability that meet certain conditions” as men-
tioned in paragraph 1 of Article 28 of the Corporate Income Tax Law refers to enterprises that are 
not engaged in industries restricted or prohibited by the State and that meet all of the following 
conditions:  

   (1)  For industrial enterprises, the taxable income for the year shall not exceed RMB 300,000, 
total employees shall not exceed 100, and total assets shall not exceed RMB 30 million;  

   (2)  For all other enterprises, the taxable income for the year shall not exceed RMB 300,000, 
total employees shall not exceed 80, and total assets shall not exceed RMB 10 million.     

  Article 93  “High-and-New Technology Enterprises eligible for key support from the State” as 
mentioned in paragraph 2 of Article 28 of the Corporate Income Tax Law refers to enterprises that 
own core proprietary intellectual property rights, and that meet all of the following  conditions:  

   (1)  Products (services) are within the scope prescribed in the High-and-New Technology 
Sectors Eligible for Key Support from the State;  

   (2)  Th e proportion of research and development expenditures to sales revenue is not lower 
than a prescribed ratio;  

   (3)  Th e proportion of the revenue derived from high and new technology products 
(services) to the total revenue of the enterprise is not lower than a prescribed ratio;  

   (4)  Th e proportion of the number of research and development personnel to the number 
of all employees is not lower than a prescribed ratio; and  

   (5)  Other conditions prescribed by the administrative measures for assessing the qualifi ca-
tions of advanced and new technology enterprises.     

 Th e High-and-New Technology Sectors Eligible for Key Support from the State and the 
Administrative Measures for the Recognition of High-and-New Technology Enterprises shall 
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be formulated by the departments of the State Council in charge of science and technology, 
fi nance and taxation in conjunction with relevant departments of the State Council, and shall be 
promulgated and implemented with the approval of the State Council. 
  Article 94  “Ethnic autonomous regions” as mentioned in Article 29 of the Corporate Income 
Tax Law refers to autonomous regions, prefectures and counties with regional ethnic autonomy 
in accordance with the Law of the People’s Republic of China on Ethnic Regional Autonomy. 

 Enterprises in ethnic autonomous regions that are engaged in industries restricted or prohib-
ited by the State shall not be eligible for Corporate Income Tax reduction or exemption. 
  Article 95  “Additional deductions on research and development expenses” as mentioned in 
item (1) of Article 30 of the Corporate Income Tax Law refers to the additional tax deduction in 
excess of the actual research and development expenses incurred for developing new technologies, 
new products and new technological processes. Such additional tax deduction for research and 
development expenses shall equal 50 %  of the amount actually incurred in the case where the 
research and development expenses are not required to be capitalized as intangible assets. Research 
and development expenses that are required to be capitalized as intangible assets shall be 
amortized based upon 150 %  of the capitalized amount. 
  Article 96  “Additional deductions on salary expenses paid to disabled personnel employed by 
the enterprise” as mentioned in item (2) of Article 30 of the Corporate Income Tax Law refers to 
the additional tax deduction of 100 %  of the actual amount of salaries paid to disabled personnel 
employed by the enterprise. Th e relevant rules of the Law of the People’s Republic of China on 
Safeguard of Disabled Persons shall apply with respect to the determination of the qualifi cations 
of the disabled personnel. 

 Measures for additional deductions on salary expenses paid to “other personnel whose employ-
ment is encouraged by the State” as mentioned in item (2) of Article 30 of the Corporate Income 
Tax Law shall be separately prescribed by the State Council 
  Article 97  “Set off  against its taxable income” as mentioned in Article 31 of the Corporate Income 
Tax Law means that where a venture capital enterprise has invested for at least two years, in the 
form of an equity investment, in a medium to small-sized high and new technology enterprise 
that has not been listed on a stock exchange, 70 %  of the amount so invested may be set off  against 
its taxable income in the year in which the equity has been held for two years; any amount that is 
not set off  in that year may be carried forward and set off  against its taxable income in  succeeding 
tax years. 
  Article 98  Fixed assets for which “the depreciation period may be shortened or an accelerated 
depreciation method may be adopted” as mentioned in Article 32 of the Corporate Income Tax 
Law includes:  

   (1)  Fixed assets that are upgraded and replaced frequently due to advancement in tech-
nologies;  

   (2)  Fixed assets that are exposed to constantly high level of vibration or corrosion.     

 For fi xed assets to be depreciated over shortened depreciable periods, the minimum depreciable 
periods shall not be shorter than 60 %  of the depreciable periods prescribed in Article 60 of these 
Implementation Rules. For fi xed assets to be depreciated using an accelerated depreciation method, 
either the double-declining-balance method or the sum of the years digits method shall be adopted. 
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  Article 99  Th e reduction in revenue mentioned in Article 33 of the Corporate Income Tax Law 
means that when computing its taxable income, an enterprise may include in its gross income only 
90 %  of the revenue derived from the use as its raw materials of the resources prescribed in 
Catalogue of Preferential Corporate Income Tax Treatments for Synergistic Utilization of 
Resources in the production of goods that are neither restricted nor prohibited by the State and 
that are in compliance with relevant State and industry standards. 

 Th e proportion of the amount of raw materials referred to in the previous paragraph to the 
amount of materials for the production of goods shall not be lower than the criteria prescribed in 
Catalogue of Preferential Corporate Income Tax Treatments for Synergistic Utilization of 
Resources. 
  Article 100  “Credit against tax payable” as mentioned in Article 34 of the Corporate Income 
Tax Law refers to 10 %  of the amount invested in specialized equipment that may be credited 
against the tax payable by the enterprise for the current year, where the enterprise purchases and 
actually uses specialized equipment in environmental protection, energy or water conservation, 
safe production, etc. as prescribed in Catalogue of Preferential Corporate Income Tax Treatments 
for Specialized Equipment in Environmental Protection, Catalogue of Preferential Corporate 
Income Tax Treatments for Specialized Equipment in Energy or Water Conservation and 
Catalogue of Preferential Corporate Income Tax Treatments for Specialized Equipment in Safe 
Production; any excess in such credit may be carried forward for fi ve succeeding tax years. 

 An enterprise that is eligible for the preferential Corporate Income Tax treatment prescribed 
in the previous paragraph shall actually purchase and use the equipment prescribed in the previ-
ous paragraph. An enterprise that purchases the aforementioned specialized equipment and that 
transfers or leases the same within fi ve years of the purchase shall no longer be eligible for the 
preferential Corporate Income Tax treatment, and shall repay the amount that has been credited 
against the Corporate Income Tax payable. 
  Article 101  Th e catalogues of preferential Corporate Income Tax treatments referred to in 
Articles 87, 99 and 100 of these Implementation Rules shall be formulated by the departments of 
the State Council in charge of fi nance and taxation in conjunction with relevant departments of the 
State Council, and shall be promulgated and implemented with the approval of the State Council. 
  Article 102  An enterprise that is concurrently engaged in projects that are eligible for diff erent 
preferential Corporate Income Tax treatments shall separately account for income eligible for 
each preferential treatment, and shall reasonably allocate the relevant expenses incurred during 
the period. Where income is not so separately accounted for, it shall not be eligible for the prefer-
ential Corporate Income Tax treatment.     

   chapter 5 withholding of tax at source   

  Article 103  Where a non-resident enterprise is subject to the withholding of tax at source in 
accordance with the Corporate Income Tax Law, the taxable income shall be calculated in accor-
dance with Article 19 of the Corporate Income Tax Law. 

 “Th e entire amount of revenue” as mentioned in Article 19 of the Corporate Income Tax Law 
refers to the total consideration and other charges received by a nonresident enterprise from a payer. 
  Article 104  “Payer” as mentioned in Article 37 of the Corporate Income Tax Law refers to an 
entity or an individual who is directly liable to a non-resident enterprise for the payment of all 
relevant amounts in accordance with relevant laws and regulations or contracts. 
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  Article 105  “Pay” as mentioned in Article 37 of the Corporate Income Tax Law includes paying 
by cash, by remittance, by account transfers, by transfers of rights of equal value and similar 
monetary and non-monetary payments. 

 “Amount payable” as mentioned in Article 37 of the Corporate Income Tax Law refers to the 
amount payable that should be accounted for by the payer on an accrual basis in relevant costs and 
expenses. 
  Article 106  Circumstances under which a withholding agent may be designated, as prescribed in 
Article 38 of the Corporate Income Tax Law, include:  

   (1)  Where the work on a project or the provision of services is projected to last less than a tax 
year, and there is evidence of non-fulfi llment of tax obligations;  

   (2)  Where tax registration or temporary tax registration has not been completed, and an 
agent in China has not been appointed to fulfi ll tax obligations on its behalf; or  

   (3)  Where the annual or quarterly Corporate Income Tax return has not been fi led within 
the prescribed ti me limits.     

 Th e tax authorities above the county or above level shall designate the withholding agent 
prescribed in the previous paragraph, and shall at the same time notify the withholding agent of 
the calculation basis, the calculation methods, the withholding deadline and the withholding 
methods. 
  Article 107  “Th e place where such taxable income is derived” as mentioned in Article 39 of the 
Corporate Income Tax Law refers to the place where taxable income is derived, as determined 
under the principles prescribed in Article 7 of these Implementation Rules. Where there are mul-
tiple places in China where taxable income is derived, the taxpayer shall select one of the places 
that shall perform Corporate Income Tax fi ling and make Corporate Income Tax payments. 
  Article 108  “Other revenue due to the taxpayer in China” as mentioned in Article 39 of the 
Corporate Income Tax Law refers to revenue derived by the taxpayer from various other sources 
within China. 

 When attempting to collect from the taxpayer the overdue tax payable, the tax authorities shall 
notify the taxpayer of the reasons, amount, deadline and methods of collection.     

   chapter 6 special tax adjustments   

  Article 109  “Related party” as mentioned in Article 41 of the Corporate Income Tax Law refers 
to an enterprise, an organization or an individual that has one of the following relationships with 
the enterprise:  

   (1)  Th ere is a direct or indirect controlling relationship in fi nancing, business  
   (2)  operations, purchases, sales, etc.;  
   (3)  Th e parties are directly or indirectly controlled by the same third party;  
   (4)  Other relationships in which the parties have mutual interest.     

  Article 110  “Th e arm’s-length principle” as mentioned in Article 41 of the Corporate Income Tax 
Law refers to the principle of adopting fair market prices and business norms for transactions 
carried out between non-related parties. 
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  Article 111  “Reasonable methods” as mentioned in Article 41 of the Corporate Income Tax Law 
include:  

   (1)  Comparable uncontrolled price method (CUP): refers to the pricing method based on a 
price for identical or similar business transactions conducted between non-related enter-
prises;  

   (2)  Resale price method (RPM): refers to the pricing method based on the resale price at 
which the goods purchased from related parties are sold to non-related parties minus 
the gross margin derived from identical or similar transactions;  

   (3)  Cost plus method (CPLM): refers to the pricing method based on cost plus reasonable 
expenses and profi t margin;  

   (4)  Transactional net margin method (TNMM): refers to the method whereby the profi t 
is based on the net profi t level achieved from identical or similar business transactions 
conducted between non-related parties;  

   (5)  Profi t split method (PSM): refers to the method whereby the consolidated profi t or loss 
of an enterprise and its related parties are split based on reasonable criteria;  

   (6)  Other methods in compliance with the arm’s-length principle.     

  Article 112  An enterprise may reach a cost sharing agreement with its related parties on the 
sharing of jointly incurred costs based on the arm’s length principle in accordance with paragraph 2 
of Article 41 of the Corporate Income Tax Law. 

 When costs are shared between an enterprise and its related parties, the principle of matching 
costs with expected benefi ts shall be followed. Th e required information as specifi ed by the tax 
authorities shall be fi led with the tax authorities within the prescribed period. 

 If an enterprise fails to comply with paragraphs 1 and 2 of this Article in the sharing of costs 
with its related parties, the costs allocated shall not be allowed to be deducted when computing 
the enterprise’s taxable income. 
  Article 113  “Advance pricing arrangement” as mentioned in Article 42 of the Corporate Income 
Tax Law refers to an agreement reached between an enterprise and the tax authorities, aft er the 
enterprise submits its application and negotiates with the tax authorities based on the arm’s-
length principle, on the pricing principle and computation method applicable to its related party 
transactions for future years. 
  Article 114  “Relevant information” as mentioned in Article 43 of the Corporate Income Tax Law 
includes:  

   (1)  contemporaneous documentation relating to the standards, computation method and 
other explanations, etc. used to determine the prices or charges of the related party trans-
actions;  

   (2)  information relating to the resale (or transfer) price or ultimate sale (or transfer) price 
of property, rights to use the property, services etc. involved in the related party trans-
actions;  

   (3)  information to be submitted by other enterprises relevant to the related party transac-
tion investigation regarding product prices, pricing methods and profi tability, etc. that 
are comparable to the enterprise under investigation; and  
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   (4)  other information relevant to the related party transactions.  
   (5)  “Other enterprises relevant to the related party transactions under investigation” 

as mentioned in Article 43 of the Corporate Income Tax Law refers to enterprises 
whose business scope and operation model are similar to the enterprise under 
investigation.     

 Enterprises shall provide tax authorities with the standards, computation methods and rele-
vant explanations adopted in determining the prices and expenses of related party transactions 
within the prescribed time. Th e related parties and other enterprises relevant to the investigation 
of the related party transactions shall provide information within the time period agreed upon 
with the tax authorities. 
  Article 115  Th e following methods may be adopted by the tax authorities when assessing an enter-
prise’s taxable income on a deemed basis in accordance with Article 44 of the Corporate Income 
Tax Law:  

   (1)  by reference to the profi t level of identical or similar enterprises;  
   (2)  based on the enterprises’ cost plus reasonable expenses and profi t;  
   (3)  based on the reasonable proportion of the related party’s group profi t; and  
   (4)  based on other reasonable methods.     

 Where an enterprise disagrees with the tax authorities regarding the amount of deemed tax-
able income, calculated using the methods prescribed in the previous paragraph, it shall provide 
relevant supporting evidence. Upon confi rmation by the tax authorities, the deemed taxable 
income can then be adjusted. 
  Article 116  “China individual resident” as mentioned in Article 45 of the Corporate Income Tax 
Law refers to an individual who is liable for individual income tax in China on income derived 
from both within and outside China in accordance with the Individual Income Tax Law of the 
People’s Republic of China. 
  Article 117  “Control” as mentioned in Article 45 of the Corporate Income Tax Law includes the 
following instances:  

   (1)  Where resident enterprises or China residents individually hold, directly or indirectly, 
10 %  or more in voting shares of a foreign enterprise, and collectively hold at least 50 %  in 
shares of the foreign enterprise;  

   (2)  Where the shareholding percentages of resident enterprises, or resident enterprises 
jointly with China individual residents, do not reach the percentages prescribed in (1) 
above, but such resident enterprises, or resident enterprises jointly with China indi-
vidual residents, have substantive control of the foreign enterprise in shareholdings, 
funding, operations, purchases and sales and similar aspects.     

  Article 118  “Th e eff ective tax burden distinctly lower than the tax rate set forth in paragraph 1 
of Article 4 of the Corporate Income Tax Law” as mentioned in Article 45 of the Corporate 
Income Tax Law refers to a tax rate that is lower than 50 %  of the tax rate set forth in paragraph 1 
of Article 4 of the Corporate Income Tax Law. 
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  Article 119  “Debt investment” as mentioned in Article 46 of the Corporate Income Tax Law 
refers to fi nancing that is directly or indirectly obtained by an enterprise from its related parties, 
and that is to be repaid in principal and interest or to be compensated in ways similar in nature to 
paying interest. 

 Th e debt investments that an enterprise indirectly obtains from related parties include the 
following:  

   (1)  Th e debt investments off ered by related parties through an unrelated third party;  
   (2)  Th e debt investments provided by an unrelated third party that is guaranteed, with a 

joint liability, by a related party; or  
   (3)  Other debt investments, having the substance as such, obtained indirectly from related 

parties.     

 “Equity investment” as mentioned in Article 46 of the Corporate Income Tax Law refers to 
investments received by an enterprise without the obligation to repay principal and interest, and 
through which investors possess ownership rights in the net assets of the enterprise. 

 “Th e prescribed level” as mentioned in Article 46 of the Corporate Income Tax Law shall be 
separately prescribed by the departments of the State Council in charge of fi nance and taxation. 
  Article 120  “Without reasonable business purposes” as mentioned in Article 47 of the 
Corporate Income Tax Law refers to having reducing, avoiding or deferring paying taxes as 
primary purposes. 
  Article 121  When tax authorities make special tax adjustments in accordance with tax laws and 
administrative regulations, there shall be imposed interest, on a daily basis, upon the underpaid 
taxes for the period from June 1 of the year following the taxable year to which the underpayment 
relates to the date when the underpaid taxes are paid. 

 Th e interest prescribed in the previous paragraph shall not be deducted when computing the 
taxable income. 
  Article 122  “Interest” as mentioned in Article 48 of the Corporate Income Tax Law shall be cal-
culated based upon the RMB loan base rate published by the People’s Bank of China in the tax 
year(s) to which the underpaid tax belongs for a loan of the same term as the period for which 
additional tax is payable, plus 5 % . 

 Enterprises that provide relevant information as prescribed in Article 43 of the Corporate 
Income Tax Law and these Implementation Rules may calculate the interest using only the bench-
mark interest rate on RMB loans prescribed in the previous paragraph. 
  Article 123  Where transactions conducted between related parties do not conform to the 
 arm’s-length principle, or where enterprises enter into arrangements with no reasonable business 
purpose, the tax authorities shall have the right to make tax adjustments within 10 years of the 
year during which the transactions take place.     

   chapter 7 tax collection and administration   

  Article 124  “Th e place where an enterprise is registered” as mentioned in Article 50 of the 
Corporate Income Tax Law refers to the location of the enterprise that is registered in accordance 
with the relevant regulations of the State. 
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  Article 125  Where an enterprise consolidates the calculation and settlement of its Corporate 
Income Tax liability, it shall compute its taxable income on a consolidated basis. Th e detailed 
measures shall be separately formulated by the departments of the State Council in charge of 
fi nance and taxation. 
  Article 126  “Principal establishment or place of business” as mentioned in Article 51 of the 
Corporate Income Tax Law shall meet both of the following conditions:  

   (1)  It bears the responsibility for the supervision and management of the production and 
business operations at other establishments and places of business; and  

   (2)  It keeps complete accounting records and vouchers, which accurately refl ect the income, 
costs, expenses and profi ts and losses of each establishment or place of business.     

  Article 127  “Upon the approval by the tax authorities” as mentioned in Article 51 of the Corporate 
Income Tax Law refers to the examination and approval by the upper-level tax authority which 
supervises the tax authorities at the locations of the establishments or places of business. 

 Where, subsequent to obtaining the approval for tax consolidation, a nonresident enterprise 
undergoes an expansion, merger, relocation, closure of establishments or places of business, or a 
termination of the business operations of the establishments or places of business, the principal 
establishment or place of business that is charged with consolidated fi ling and settlement shall 
report in advance to the tax authorities of the location of such principal establishment or place of 
business. Where the choice of the principal establishment or place of business that is charged with 
consolidated fi ling and settlement is to be changed, the procedures prescribed in the previous 
paragraph shall apply. 
  Article 128  Th e tax authorities shall determine whether an enterprise makes provisional 
Corporate Income Tax payments on a monthly or a quarterly basis. Where an enterprise makes 
provisional Corporate Income Tax payments on a monthly or a quarterly basis in accordance with 
Article 54 of the Corporate Income Tax Law, the provisional Corporate Income Tax payments 
shall be determined based upon the actual profi ts for the month or the quarter. Where it is  diffi  cult 
for an enterprise to determine its provisional Corporate Income Tax payments based upon the 
actual profi ts for the month or the quarter, the provisional Corporate Income Tax payments shall 
be determined based upon the average monthly or quarterly profi ts for the immediate  preceding 
year, or based upon other methods permitted by the tax authorities. Once a provisional payment 
method is determined, that method shall not be arbitrarily changed within the tax year. 
  Article 129  An enterprise, irrespective of its profi ts or losses in a tax year, shall fi le with tax 
 authorities the provisional Corporate Income Tax returns, annual Corporate Income Tax return, 
fi nancial accounting reports and other information that is required by the tax authorities within 
the time limits prescribed by Article 54 of the Corporate Income Tax Law. 
  Article 130  Where the income of an enterprise is calculated in a currency other than RMB, the 
taxable income shall be converted into RMB using the medium exchange rate on the last day of a 
month or a quarter for which the provisional Corporate Income Tax payments are made. When 
settling the annual payment aft er the end of the year, the provisional Corporate Income 
Tax  payments that have been made shall not be converted and calculated again; only the income 
on which Corporate Income Tax has not been paid for the tax year shall be converted into RMB 
using the medium exchange rate on the last day of the year in computing taxable income. 
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 Where, upon the tax authorities’ examination, an enterprise is determined to have understated 
or overstated its income, the enterprise shall calculate the understated or overstated income in 
RMB using the medium exchange rate on the last day of the month immediately preceding the 
month during which the underpayment or overpayment of taxes is determined, and then calcu-
late the amount of taxes to be paid additionally or refunded.     

   chapter 8 supplementary provisions   

  Article 131  “Enterprises that have been approved to be established prior to the promulgation 
of this Law” as mentioned in Article 57 of the Corporate Income Tax Law refers to enterprises 
that have completed the business registration prior to the promulgation of the Corporate Income 
Tax Law. 
  Article 132  Enterprises that are established in the Hong Kong Special Administrative Region, the 
Macao Special Administrative Region and Taiwan region shall apply the relevant provisions 
under paragraphs 2 and 3 of Article 2 of the Corporate Income Tax Law. 
  Article 133  Th ese Implementation Rules shall take eff ect on January 1, 2008. Th e Detailed 
Implementation Rules of the Income Tax Law of the People’s Republic of China on Foreign 
Investment Enterprises and Foreign Enterprises promulgated by the State Council on June 30, 
1991 and the Detailed Implementation Rules for the Provisional Regulations of the People’s 
Republic of China on Enterprise Income Tax promulgated by the Ministry of Finance on February 
4, 1994 shall hereby be repealed.        



446

(2007 11 28 197 2007 12 6 512

The Implementation Rules for the Corporate 
Income Tax Law of the People’s Republic of China 
(Chinese version)



Appendix 2 (Chinese version)  447



448  Appendix 2 (Chinese version)



Appendix 2 (Chinese version)  449



450  Appendix 2 (Chinese version)



Appendix 2 (Chinese version)  451



452  Appendix 2 (Chinese version)



Appendix 2 (Chinese version)  453



454  Appendix 2 (Chinese version)



Appendix 2 (Chinese version)  455

1

2
3
4
5
6
7

8

1
2



456  Appendix 2 (Chinese version)



Appendix 2 (Chinese version)  457



458  Appendix 2 (Chinese version)



Appendix 2 (Chinese version)  459



460  Appendix 2 (Chinese version)



Appendix 2 (Chinese version)  461



This page intentionally left blank 



463

       
  apa  Advance Pricing Arrangement  
 bpo  Business process outsourcing  
 cdm  Clean Development Mechanism  
 cer  Certifi ed emission reduction  
 cit  Corporate Income Tax  
 cit Law  PRC Corporate Income Tax Law  
 cit Implementation 

Rules 
 Detailed Rules for the Implementations of PRC Corporate Income 

Tax Law  
 cplm  Cost Plus Method  
 csa  Cost Sharing Agreement  
 cup  Comparable Uncontrolled Price Method  
 eit Regulations  Provisional Regulations of the PRC on Enterprise Income Tax 

(eff ective from January 1, 1994 to December 31, 2007)  
 eur  Euro  
 feit  Foreign Enterprise Income Tax (applicable for foreign enterprises and 

foreign invested enterprises for the period from July 1, 1991 to 
December 31, 2007)  

 feit law  Th e Income Tax Law of the PRC for Foreign Invested Enterprises and 
Foreign Enterprises (eff ective July 1, 1991 — December 31, 2007)  

 feit Regulations  Detailed Rules for Implementation of the Income Tax Law of the 
PRC for Foreign Invested Enterprises and Foreign Enterprises 
(eff ective July 1, 1991 — December 31, 2007)  

 kpo  Knowledge process outsourcing  

                   Glossary        



464  Glossary

 ip  Intellectual property  
 ito  Information technology outsourcing  
 mof  Th e Ministry of Finance  
 npc  National People’s Congress  
 oecd  Organization for Economic Co-operation and Development  
 prc  Th e People’s Republic of China  
 r&d  Research and development  
 rmb  Renminbi Yuan, Chinese currency  
 rpm  Resale Price Method  
 psm  Profi t Split Method  
 sar  Special Administrative Region of PRC  
 sat  Th e State Administration of Taxation  
 tnmm  Transactional Net Margin Method  
 usd  United States dollar  
 wfoe  Wholly foreign owned enterprise  
 wto  World Trade Organization  

   



465

     Administrative appeal  
  Advertising expenses  
  Amortization  
  Appeal  
  Asset loss  

  Approved loss  
  Bank deposit loss  
  Cash loss  
  Credit card loss  
  Evidence  
  Inventory loss  
  Loss of fi xed assets  
  Loss of productive biological assets  
  Loss on bad loans  
  Loss on guarantee  
  Loss on student loans  
  Self claimed loss  
  Uncollected receivables    

  Bankruptcy  
  Boot  
  Business Tax  
  Capital gain  
  Charitable contribution  
  City Maintenance and Construction Tax  
  Commission expense  

  Controlled foreign corporation  
  Defi nition  
  Inclusion of undistributed profi ts  
  Deemed dividend    

  Credit carryover  
  Criminal liability  
  Customs Duty  
  Deductible taxes  
  Deed Tax  
  Deemed profi t rate  
  Depreciation and amortization  

  Accelerated depreciation  
  Biological assets  
  Defi nition of fi xed asset  
  Depreciation method  
  Development expense for oil and gas 

property  
  Expenses of acquisition of 

exploration right  
  Exploration expenses  
  Intangibles  
  Long-term deferred expenses  
  Pre-operating expenses  

  Recovery period  
  Tax basis    

            Key Words      



466  Key Words

  Dividend  
  Paid between resident enterprises  
  Received by nonresident enterprise    

  Donation  
  Made to qualifi ed recipient  
  Qualifi ed public welfare 

social organization  
  Received    

  Education Surcharge  
  Enterprise reorganization  

  Asset Acquisition  
  Change of legal form  
  Consideration other than qualifi ed stock  
  Cross-board reorganization  
  Debt restructuring  
  De-merger  
  Equity transfer from nonresident to 

nonresident  
  Equity transfer from nonresident 

to resident  
  Filing for special reorganization  
  Financing acquisition  
  Global merger with direct 

China subsidiaries  
  Global merger with indirect 

China subsidiaries  
  Global taxable asset acquisition  
  Global taxable stock acquisition  
  Indirect transfer of equity of 

resident enterprise  
  Merger  
  Ordinary reorganization  
  Outbound transfer  
  Prior tax incentives  
  Special reorganization  
  Stock Acquisition  
  Stock for asset as special reorganization  
  Stock to stock as special reorganization    

  Entertainment expenses  
  Foreign exchange loss  
  Foreign representative offi  ce  

  Actual profi t method  
  Actual revenue and deemed profi t method  
  Cost plus method  
  Exempted    

  Foreign tax credit  
  Carry forward period  
  Computation of credit  

  Creditable taxes  
  Direct foreign tax credit  
  Eligible foreign company  
  Indirect foreign tax credit  
  Limitation  
  Sparing tax credit  

  Tiers of subsidiaries    
  Gain on transfer of property  
  General anti-avoidance  
  Goodwill  
  Government subsidy  
  Insurance premium  
  Interest  

  Expense deduction  
  From state treasury debts  
  Interest expense paid to non-fi nancial 

institution  
  Received by nonresident enterprises  

  Th in capitalization    
  Inventory  
  Labor union fund  
  Land Appreciation Tax  
  Leasing expenses  
  Liquidation  

  Tax year  
  Treatment to liquidating company  
  Treatment to shareholders    

  Litigation  
  Administrative compensation  
  Enforcement of judgment  
  Judicial system  
  Petition for review  
  Trial in fi rst instance  

  Trial in second instance    
  Loss carryover  
  Management fees  
  Mergers and acquisitions  
  Net operating losses  
  Non-profi t organization  
  Non-resident enterprise  

  Establishment or place of business  
  Income not connected with establishment 

in China  
  Permanent Establishment  
  Production sharing contract  
  Representative offi  ce    

  Oil and gas  
  Ordinary Reorganization  



Key Words  467

  Partnership  
  Penalties  

  Administrative penalty  
  Criminal penalty  

  Limitation on deduction    
  Pension  
  Permanent establishment  
  Promotional expense  
  Provision and reserves  

  Credit guarantee company  
  Exchange risk fund  
  Futures company risk fund  
  Futures exchange risk fund  
  Futures investor protection fund  
  Incurred and reported outstanding 

loss reserve  
  Incurred but not reported outstanding 

loss reserve  
  Insurance protection fund  
  Life insurance reserve  
  Loan loss  
  Long-term health insurance reserve  
  Provision for bad debt  
  Securities company  
  Securities investor protection fund  
  Securities settlement risk fund  
  Unearned premium reserve    

  Provision of services  
  Adverting  
  Art performance  
  Banquets services  
  Licensing fee  
  Membership fee  
  Percentage of completion  
  Soft ware fee    

  Qualifi ed foreign institutional 
investor (QFII)  

  R&D expenses  
  Real estate development  
  Calculation of tax basis  
  Commission  
  Common facilities  
  Cooperative housing development  
  Financial charges  
  Income recognition  
  Maintenance costs    

  Reinsurance claim  
  Rental income  

  Resident enterprise  
  Enterprise organized under 

Chinese laws  
  Enterprise organized under 

foreign laws    
  Reorganization  
  Royalties  

  Computer soft ware  
  Royalty vs. service fee    

  Salary and wages  
  Sale of goods  

  Consignment sale  
  Installment sale    

  Small scale enterprise with low profi tability  
  Sole proprietorship  
  Source of income  
  Special reorganization  
  Sponsorship  
  Staff  education expenses  
  Staff  welfare expenses  
  Stamp Duty  
  Tax audit  

  Audit target selection  
  Enforcement  
  Inspection  
  Jurisdiction  
  Notice  
  Procedures  
  Review and decision  
  Types of audit    

  Tax fi lings and payments  
  Administrative penalties  
  Annual fi ling  
  Apportionment of tax  
  Confi dentiality of tax information  
  Criminal penalties  
  Filings and payment for branches  
  Interest and penalties  
  Late payment charges  
  Local tax bureau  
  Provisional tax fi ling and payment  
  State tax bureau  
  Statute of limitation  
  Tax bureaus  
  Tax de-registration  
  Tax registration  
  Translation of foreign currency  
  Withholding tax    



468  Key Words

  Tax incentives  
  Advanced technology service 

enterprises  
  Agriculture, forestry, animal husbandry, 

fi shery industry  
  Animation enterprise  
  Clean development mechanism projects  
  Culture enterprises  
  Employment of disabled personnel  
  Environmental protection  
  High and new technology enterprises  
  Integrated circuit design enterprise  
  Integrated circuit production enterprise  
  Local tax incentives  
  Public infrastructure  
  Resources conservation  
  Service outsourcing business  
  Soft ware enterprise  
  Super deduction of R&D expenditures  
  Technology transfer  
  Venture capital investment enterprise    

  Tax treaty  
  Benefi cial owner  
  Business profi t  
  Capital gain  
  Claim treaty benefi ts  
  Dividends  
  Elimination of double taxation  
  Exchange of information  
  Interest  
  Legal authority  
  Mutual agreement procedures  
  Network  
  Non-discrimination  
  Permanent establishment  
  Record retention for treaty benefi t claim  

  Resident  
  Royalties    

  Th in capitalization rule  
  Debt to equity ratio  
  Exceptions  
  Related party debt    

  Transfer pricing  
  Advance pricing arrangement  
  Annual information fi ling  
  Arm’s-length principle  
  Audit  
  Comparable uncontrolled price method  
  Corresponding adjustment  
  Cost-plus method  
  Cost sharing agreement  
  Cotemporaneous documentation  
  Covered transactions  
  Interest  
  Methodologies  
  Penalties  
  Profi t split method  
  Related parties  
  Resale price method  
  Statute of limitation  
  Transaction net margin method  
  Transfer pricing audit targets    

  Translation of foreign currency  
  Value Added Tax  
  Withholding of tax at source  

  Foreign exchange remittance  
  Income not eff ectively connected with 

establishment in China  
  Income of foreign service providers  
  Payment to individuals  
  Penalties on withholding agent  
  Tax certifi cate            



469

                                  Table of Authorities     

   LAWS:   

  Constitution of the PRC, adopted at the Fift h Session of the Fift h NPC on December 4, 1982 and 
last amended on March 14, 2004 

  Article 58, 1 n 1  
  Article 59, 1 n 2  
  Article 61, 2 n 3  
  Article 62.2 n 4  
  Article 67, 2 n 5  
  Article 85, 2 n 7  
  Article 89, 2 n 8   

  Company Law,adopted at the Fift h Session of the Standing Committee of the Eighth NPC on 
December 29, 1993 and last revised by the NPC on October 27, 2005 

  Article 26, 14 n 4, 14 n 6  
  Article 59, 14 n 5  
  Article 79, 14 n 7  
  Article 81, 14 n 8, 14 n 9  
  Article 167, 85 n 81  
  Article 173, 144 n 29  
  Article 175, 146 n 32  
  Article 177, 150 n 35  
  Article 181, 354 n 2   

  Contract Law, adopted at the Second Session of the Ninth NPC on March 15, 1999 and eff ective on 
October 1, 1999 

  Article 186, 57 n 61   



470  Table of Authorities

  Corporate Income Tax Law, adopted at the Fift h Session of the Tenth NPC on March 16, 2007 and 
eff ective on January 1, 2008 

  Article 1, 13 n 1, 274 n 10  
  Article 2, 13 n 2, 20 n 27  
  Article 3, 27 n 39, 31 n 1, 42 n 29, 241 n 1, 345 n 1, 362 n 29  
  Article 3(3), 55  
  Article 4, 31 n 3, 42 n 30  
  Article 5, 31 n 2, 44 n 1  
  Article 6, 44 n 2, 45 n 5  
  Article 7(1), 63 n 84  
  Article 7(3), 63 n 85  
  Article 8, 65 n 1  
  Article 9, 79 n 57  
  Article 10, 84 n 80  
  Article 10(3), 85 n 84  
  Article 10(4), 85 n 83  
  Article 10(6), 82 n 68  
  Article 10(7), 85 n 85  
  Article 11, 121 n 1  
  Article 12, 130 n 39  
  Article 13, 122 n 5  
  Article 13(1), 131 n 43  
  Article 13(2), 131 n 44  
  Article 13(3), 132 n 45  
  Article 13(4), 132 n 46  
  Article 15, 66 n 8  
  Article 18, 120 n 213  
  Article 19(1), 345 n 2  
  Article 19(2), 42 n 36, 345 n 4  
  Article 19(3), 42 n 37  
  Article 23, 245 n 17, 254 n 28, 255 n 30  
  Article 23(1), 245 n 15  
  Article 23(2), 245 n 16  
  Article 24, 248 n 23  
  Article 26, 52 n 34  
  Article 26(1), 54 n 47  
  Article 26(4), 18 n 21  
  Article 27, 42 n 31  
  Article 27(1), 205 n 1  
  Article 27(2), 206 n 4  
  Article 27(3), 208 n 14  
  Article 27(4), 212 n 35  
  Article 28, 32 n 4, 213 n 40  
  Article 29, 239 n 127  
  Article 30, 77 n 49, 210 n 25  
  Article 31, 226 n 87  
  Article 32, 123 n 13  
  Article 32(2), 233 n 105  
  Article 33, 209 n 21  



Table of Authorities 471

  Article 34, 209 n 18  
  Article 35, 42 n 32  
  Article 37, 345 n 1, 346 n 6, 361 n 22  
  Article 38, 349 n 26  
  Article 41, 317 n 1, 339 n 80  
  Article 43, 326 n 29  
  Article 45, 262 n 41, 263 n 44  
  Article 46, 72 n 37, 188 n 103  
  Article 47, 264 n 49  
  Article 50, 371 n 17, 377 n 41  
  Article 51, 375 n 32, 377 n 43  
  Article 54, 370 n 12, 371 n 14, 377 n 40  
  Article 55, 356 n 13, 377 n 42  
  Article 57, 237 nn 117–18  
  Article 58, 24 n 35, 267 n 2  
  Article 103, 42 n 35   

  Criminal Law, adopted at the Second Session of the Fift h NPC on July 1, 1979, revised at the Fift h 
Session of the Eighth NPC on March 14, 1997, and last amended by the Standing Committee of 
NPC on February 28, 2009 

  Article 201, 381 n 63  
  Article 211, 381 n 64   

  Enterprise Bankruptcy Law, passed by the Standing Committee of the NPC on August 27, 2006 and 
eff ective on June 1, 2007, 355 n 7 

  Article 120, 355 n 8   
  Income Tax Law of the PRC for Foreign Invested Enterprises and Foreign Enterprises, adopted at the 

Fourth Session of the Seventh NPC on April 9, 1991 and eff ective from July 1, 1991 to December 
31, 2007, 10 

  Article 5, 11 n 29  
  Article 6, 55  
  Article 19, 52 n 37, 55  
  Article 33, 123 n 8   

  Individual Income Tax Law of the PRC, adopted at the third session of the Fift h NPC on September 
10, 1980 and last amended by the Standing Committee of the 10th NPC on December 29, 2007 

  Article 2, 351 n 32  
  Article 3, 11 n 28  
  Article 5, 142 n 21  
  Article 8, 351 n 32, 362 n 25   

  Income Tax Law of the PRC for Foreign Enterprises, passed by the fourth session of fi ft h NPC on 
December 13, 1981 and eff ective from January 1, 1982 to June 30, 1991, 9 n 16 

  Article 1, 9 n 17  
  Article 3, 9 n 18  
  Article 4, 9 n 19   

  Income Tax Law of PRC for Sino-Foreign Equity Joint Ventures, adopted at the 2nd Meeting of the 
Standing Committee of the Sixth NPC on September 2, 1983 and eff ective from September 2, 
1983 to June 30, 1991), 9 n 14 

  Article 3, 9 n 15   
  Labor Union Law, Adopted at the Fift h Session of the Seventh NPC on April 3, 1992 and amended 

by the Standing Committee of the Ninth NPC on October 27, 2001 
  Article 42, 57 n 61   



472  Table of Authorities

  Law of Administration of Tax Collection, adopted at the 27th Meeting of the Standing Committee 
of the Seventh NPC on September 4, 1992 and revised at the 21st Meeting of the Standing 
Committee of the Ninth NPC on April 28, 2001, 265, 317, 318, 344, 380, 382, 385, 387 

  Article 8, 383 n 73  
  Article 15, 369 n 7  
  Article 16, 369 n 10  
  Article 30, 318 n 3, 379 n 51  
  Article 32, 344 n 107, 379 n 53  
  Article 52, 382 n 67  
  Article 57, 265 n 55  
  Article 60, 343 n 103, 351 n 35, 380 n 57  
  Article 61, 380 n 60  
  Article 62, 316 n 96, 343 n 103, 351 n 36, 380 nn 58–59  
  Article 63, 316 n 97, 344 n 105  
  Article 64, 380 n 61  
  Article 69, 316 n 98, 351 n 37, 380 n 62  
  Article 70, 343 n 104  
  Article 86, 383 n 72  
  Article 87, 383 n 74   

  Law of Administrative Procedures, passed by the NPC on April 4, 1989 and eff ective on January 1, 
1990, 398 n 61 

  Article 4, 400 n 78  
  Article 6, 402 n 89  
  Article 10, 403 n 92  
  Article 13, 398 n 62  
  Article 14, 398 n 63  
  Article 15, 399 n 65  
  Article 16, 399 n 66  
  Article 17, 399 n 67  
  Article 20, 399 n 68  
  Article 22, 399 n 69  
  Article 23, 399 n 70  
  Article 38, 399 n 71  
  Article 42, 400 n 73  
  Article 43, 400 n 75  
  Article 45, 400 n 76  
  Article 51, 400 n 77  
  Article 53, 400 n 79  
  Article 54, 400 n 80  
  Article 55, 401 n 81  
  Article 57, 400 n 74, 401 n 84  
  Article 58, 401 n 85  
  Article 59, 402 n 87  
  Article 60, 402 n 86  
  Article 61, 402 n 88  
  Article 62, 402 n 90  
  Article 63, 403 n 91  
  Article 64, 403 n 93  



Table of Authorities 473

  Article 65, 403 n 94  
  Article 67, 404 n 96   

  Law of the PRC on Safeguard of Disabled Persons, adopted by the Standing Committee of the NPC 
on December 28, 1990, and amended by the Standing Committee of the NPC on April 24, 
2008 

  Article 2, 233 n 106   
  Legislation Law of the PRC, adopted by the Th ird Session of the Ninth NPC on March 15, 2000 and 

eff ective on July 1, 2000 
  Article 7, 2 n 5  
  Article 8, 2 n 9  
  Article 9, 3 n 10   

  Partnership Law, passed by the NPC Standing Committee on February 23, 1997 and revised by the 
Standing Committee of the NPC on August 27, 2006, 16 n 14 

  Article 108, 16 n 19   

  REGULATIONS/IMPLEMENTATION RULES ISSUED BY THE STATE COUNCIL:  

  Detailed Rules for the Implementation of PRC Corporate Income Tax Law, promulgated by Order 
of the State Council No. 512 on December 6, 2007 and eff ective from January 1, 2008, 2, 

  Article 3, 14 n 3  
  Article 4, 20 n 28  
  Article 5, 23 nn 33–34  
  Article 7, 27 n 40  
  Article 7(5), 55, 55 n 51  
  Article 9, 45 n 6  
  Article 12, 44 n 3  
  Article 13, 44 n 4  
  Article 14, 45 n 7  
  Article 15, 47 n 17  
  Article 16, 49 n 24  
  Article 17, 52 n 32, 120 n 215  
  Article 18, 53 n 41  
  Article 19, 54 n 49  
  Article 20, 56 n 55  
  Article 21, 57 n 60  
  Article 22, 62 n 80  
  Article 23, 47 n 14, 47 n 18  
  Article 24, 47 n 15  
  Article 25, 47 n 16, 49 n 23, 50 n 25, 71 n 30, 84 n 76, 84 n 79  
  Article 26, 63 nn 84–85  
  Article 27, 65 n 2  
  Article 28, 64 n 87, 65 nn 3–4  
  Article 29, 65 n 5  
  Article 30, 66 n 6  
  Article 31, 120 n 217  
  Article 34, 67 n 11  
  Article 35, 68 nn 14–15  



474  Table of Authorities

  Article 36, 68 n 17  
  Article 37, 72 n 33  
  Article 38, 72 n 34  
  Article 40, 68 n 18  
  Article 41, 70 n 23  
  Article 42, 70 n 27  
  Article 43, 71 n 29  
  Article 44, 83 n 72  
  Article 47, 78 n 53  
  Article 49, 76 n 46, 78 n 54  
  Article 50, 78 n 55, 79 n 56  
  Article 51, 79 n 59  
  Article 52, 79 n 61  
  Article 53, 79 n 58  
  Article 54, 82 n 69  
  Article 55, 85 n 86  
  Article 56, 122 n 3  
  Article 57, 121 n 2  
  Article 58, 122 n 4  
  Article 59, 123 n 7  
  Article 60, 124 n 12  
  Article 62, 126 n 23  
  Article 65, 130 n 40  
  Article 66, 130 n 41  
  Article 67, 131 n 42  
  Article 68, 131 nn 43–44  
  Article 69, 132 n 45  
  Article 70, 132 n 46  
  Article 72, 66 n 9  
  Article 73, 66 n 10  
  Article 77, 245 n 17  
  Article 78, 255 n 29  
  Article 80, 248 n 24  
  Article 82, 54 n 48  
  Article 83, 52 n 35  
  Article 85, 19 n 25  
  Article 86(1), 205 n 2  
  Article 86(2), 206 n 3  
  Article 87, 206 n 4, 207 nn 7–8  
  Article 88, 208 nn 14–15  
  Article 89, 207 n 13, 208 n 17  
  Article 90, 212 n 35  
  Article 91, 42 n 33  
  Article 92, 32 n 5  
  Article 93, 213 n 41  
  Article 94, 239 n 128  
  Article 95, 77 n 49, 210 n 26  
  Article 96, 233 nn 105–6  
  Article 97, 226 n 87  



Table of Authorities 475

  Article 98, 124 n 13, 124 n 15, 125 n 17  
  Article 99, 209 n 21, 209 n 23  
  Article 100, 209 n 18  
  Article 103, 345 n 3  
  Article 104, 346 n 7, 361 n 22  
  Article 105, 361 n 23  
  Article 106, 350 n 27  
  Article 109, 318 n 6  
  Article 110, 317 n 2  
  Article 111(1), 321 n 9  
  Article 111(2), 323 n 16  
  Article 111(3), 323 n 19  
  Article 111(4), 324 n 22  
  Article 111(5), 325 n 27  
  Article 112, 339 n 81  
  Article 114, 326 n 31  
  Article 117, 263 n 42  
  Article 118, 263 n 44  
  Article 119, 72 n 38  
  Article 120, 264 n 50  
  Article 123, 344 n 109, 382 n 71  
  Article 128, 370 n 13, 371 n 15  
  Article 130, 378 n 46   

  Detailed Rules for the Implementation of Law of Sino-foreign Equity Joint Ventures, promulgated 
by the State Council on September 20, 1983 and last revised by the the State Council on July 22, 
2001 

  Article 90, 355 n 3   
  Detailed Rules for the Implementation of Law of Wholly Foreign Owned Enterprises, promulgated 

by Order No. 301 of the State Council on April 12, 2001 
  Article 58, 85 n 82  
  Article 72, 355 n 72   

  Detailed Rules for Implementation of the Income Tax Law of the PRC for Foreign Invested 
Enterprises and Foreign Enterprises, promulgated by Order No. 85 of the State Council on June 
30, 1991 and eff ective from July 1, 1991 to December 31, 2007 

  Article 49, 132 n 47   
  Implementation Rules for Individual Income Tax Law, promulgated by Order No. 142 of the State 

Council on January 28, 1994 and last revised on February 18, 2008 
  Article 35, 362 n 26  
  Article 36(4), 362 n 27   

  Implementation Rules for the Law of Administration of Tax Collection, promulgated by Order No. 
362 of the State Council on September 7, 2002 and eff ective on October 15, 2002, 265, 318, 318 n 5 

  Article 5, 383 n 75, 383 n 77  
  Article 75, 379 n 54  
  Article 81, 382 n 68  
  Article 82, 382 n 66  
  Article 83, 382 n 70   

  Provisional Regulations of the PRC on Enterprise Income Tax, promulgated by Order No. 137 of the 
State Council on December 13, 1993 and eff ective from January 1, 1994 to December 31, 2007, 10 

  Article 2, 82 n 70  



476  Table of Authorities

  Article 3, 11 n 29  
  Article 7, 82 n 70   

  Provisional Regulations of the PRC on Income Tax for Collectively Owned Enterprises, promulgated by 
the State Council on April 11, 1985 and eff ective from January 1, 1985 to December 31, 1993, 10, 10 n 24 

  Article 3, 10 n 25   
  Provisional Regulations of the PRC on Income Tax for Private Enterprises, promulgated by Order 

No. 15 of the State Council on June 25, 19882 and eff ective from January 1, 1988 to December 31, 
1993, 10, 10 n 26 

  Article 3, 10 n 27   
  Provisional Regulations of the PRC on Income Tax for State Owned Enterprises (Draft ), issued by 

the State Council on September 18, 1984 and implemented from October 1, 1984 to December 
31, 1993, 9, 9 n 20 

  Article 4, 10 n 22   
  Provisional Regulations of Value Added Tax, promulgated by Order No. 538 of the State Council on 

November 10, 2008 and eff ective from January 1, 2009 
  Article 1, 195 n 108  
  Article 2, 195 nn 109–10  
  Article 3, 195 n 111  
  Article 12, 196 n 112  
  Article 18, 196 n 113   

  Provisional Regulations on Business Tax, promulgated by Order No. 540 of the State Council on 
November 10, 2008 and eff ective from January 1, 2009 

  Article 1, 200 n 120  
  Article 3(12), 200 n 130  
  Article 11, 351 n 33  
  Article 12, 200 n 131  
  Article 24, 200 n 131   

  Provisional Regulations on Deed Tax, promulgated by Order No. 224 of the State Council on July 7, 
1997 and eff ective from October 1, 1997 

  Article 1, 202 n 144  
  Article 3, 203 n 145   

  Provisional Regulations on Land Appreciation Tax, promulgated by Order No. 138 of the State 
Council on December 13, 1993 and eff ective from January 1, 1994 

  Article 2, 202 n 139  
  Article 4, 202 n 140  
  Article 5, 202 n 141  
  Article 7, 202 n 143   

  Provisional Regulations on Stamp Duty, promulgated by Order No. 11 of the State Council on 
August 6, 1988 and eff ective from October 1, 1988 

  Article 1, 203 n 146   
  Regulations of the PRC Concerning Chinese-foreign Cooperation in Exploiting Continental 

Petroleum Resources, promulgated by Order No. 131 of the State Council on October 7, 1993 
and last revised by the State Council on September 18, 2007. 

  Article 6, 26 n 36  
  Article 8, 26 n 38   

  Regulations of the PRC Concerning Chinese-foreign Cooperation in Exploiting Off shore Petroleum 
Resources, promulgated by the State Council on January 30, 1982 and revised by the State 
Council on September 23, 2001. 

  Article 6, 26 n 37  
  Article 13, 26 n 38   



Table of Authorities 477

   OTHER AUTHORITIES ISSUED BY STATE COUNCIL:   

  Measures on Administration of Registration of Representative Offi  ces of Foregin Enterprises, State 
Council Order No. 584, issued by the State Council on November 19, 2010 and eff ective on 
March 1, 2011 

  Article 14, 28 n 41   
  Measures on Collection of Adjusted Tax for State Owned Enterprises, issued by the State Council on 

September 18, 1984 and implemented from October 1, 1984 to December 31, 1993, 9 n 21 
  Article 1, 10 n 23  
  Article 6, 10 n 23   

  Provisional Measures for Education Surcharge, Order of State Council [1990] No. 60, issued by the 
State Council on June 7, 1990, amended by Order of State Council No. 448 on August 20, 2005 

  Article 2, 201 n 135  
  Article 3, 201 n 136   

  Provisional Measures for City Maintenance and Construction Tax, Guo Fa [1985] No. 19, issued by 
the State Council on February 8, 1985  

  Article 1, 201 n 133 
  Article 4, 201 n 134   

  Notice on Policies Concerning Extensive Development of Western Regions, Guo Fa [2000] No. 33, 
issued by the State Council on October 26, 2000, 238 n 123  

  Notice on the Correction of Tax Refund Policies of Local Governments, Guo Fa [2000] No. 2, issued 
by the State Council on January 11, 2000, 239 n 129  

  Notice on the Implementation of the Transitional Preferential Corporate Income Tax Policies, Guo 
Fa [2007] No. 39, issued by the State Council on December 26, 2007, 374 

  Article 1, 237 n 117  
  Article 2, 238 n 126   

  Notice on the Implementation of the Transitional Preferential Tax Treatment of High and New 
Technology Enterprises Newly Established in Special Economic Zones and Shanghai Pudding 
New Area, Guo Fa [2007] No. 40, issued by the State Council on December 26, 2007 and 
eff ective on January 1, 2008 

  Article 1, 237 n 118  
  Article 2, 237 nn 119–20  
  Article 3, 238 n 121  
  Article 4, 238 n 122   

  Notice on Unifi cation of City Maintenance and Construction Tax and Education Surcharge for 
Domestic Enterprises, Foreign Invested Enterprises, and Foreign Individuals, Guo Fa [2010] No. 
35, issued by the State Council on October 18, 2010 and eff ective on December 1, 2010, 201 n 133  

  Opinion on the Implementation of the Establishment of the Local Tax Organizations of the SAT 
and Local Tax Bureaus, issued by the SAT on December 4, 1993 and forwarded via Guo Ban Fa 
[1993] 87, by the General Offi  ce of State Council on December 9, 1993, 364 n 1, 366 n 2  

  Opinion on Adjustment to the Scope of Tax Collection and Administration between State Tax 
Bureaus and Local Tax Bureaus, issued by the SAT on January 22, 1996 and forwarded via Guo 
Ban Fa [1996] No. 4 by the General Offi  ce of State Council on January 24, 1996, 366–67 n 3  

  Notice on Issues Concerning the Polices on Tax Reductions or Exemptions Such As Collecting First 
and Refund Later Made by Some Local Governments in Violation of Regulations, Guo Ban Fa 
[2002] No. 5, Issued by the General Offi  ce of the State Council on January 16, 2002, 239 n 130  

  Notice on Forwarding the Several Opinions of the Ministry of Finance, the Ministry of Education, 
the Ministry of Science and Technology, the Ministry of Information Industry, the Ministry 
of Commerce, the Ministry of Culture, the State Administration of Taxation, the State 
Administration for Industry and Commerce, the State Administration of Radio, Film and 



478  Table of Authorities

Television and the General Administration of Press and Publication on Promoting the 
Development of China’s Animation Industry, Guo Ban Fa [2006] No. 32, issued by the General 
Offi  ce of the State Council on April 25, 2006, 224 n 78  

  Reply on Issue Concerning Promoting the Development of Service Outsourcing Industry, Guo Ban 
Han [2009] No. 9, issued by the General Offi  ce of the State Council on January 15, 2009 

  Article 1, 229 n 100   

   AUTHORITIES ISSUED BY THE MOF OR JOINTLY BY THE MOF AND THE SAT   

   Implementation Rules   
  Implementation Rules for Provisional Regulations on Business Tax, promulgated by Order No. 52 of 

the MOF and the SAT on December 15, 2008 and eff ective from January 1, 2009 
  Article 24, 200 n 131   

  Implementation Rules of Provisional Regulations of Value Added Tax, promulgated by Order No. 50 
of the MOF and the SAT on December 15, 2008 and eff ective from January 1, 2009 

  Article 28, 196 n 112   
  Implementation Rules of the Provisional Regulations of Enterprise Income Tax, Cai Fa Zi [1994] No 

3, issued by the MOF on February 4, 1994 (eff ective from January 1, 1994 to December 31, 2007) 
  Article 17, 82 n 70   

   Cai Shui:   
  Notice of Tax Policies for Encouraging the Development of the Soft  ware and the Integrate 

Circuit Industries, Cai Shui [2000] No. 25, issued by the MOF, the SAT, and the General 
Administration of Customs on September 12, 2000, 222 n 70  

  Notice on the Preferential Tax Policies for the Extensive Development of the Western regions, Cai 
Shui [2001] No. 202, jointly issued by the MOF, the SAT, and the General Administration of 
Customs on December 30, 2001 and eff ective on January 1, 2001, 238nn124–25  

  Measures for Certain Issues Concerning Enlargement of Scope of Credit for Value-added Tax in 
North-eastern Area, Cai Shui [2004] No. 156, issued by the MOF and the SAT on September 
14, 2004 and eff ective from July 1, 2004 to December 31, 2008, 197 n 114  

  Notice on Certain Tax Policy Issues Concerning Supporting the Development of Culture Enterprises 
during the Tryout Period for Culture Industry Reform, Cai Shui [2005] No. 2, issued by the 
MOF, General Administration of Customs, and the SAT on March 29, 2005  

  Notice on Relevant Tax Policy Issues Concerning Split-Share Structure Reform, Cai Shui [2005] No. 
103, issued by the MOF and the SAT on June 13, 2005, 63 n 82  

  Notice of the Ministry of Finance and the SAT on Business Tax Policy Concerning QFIIs, Cai Shui 
[2005] No. 155, issued on December 1, 2005, 51 n 28 

  Article 1, 234 n  n 111,112   
  Notice on the Criteria for Newly Established Enterprises for Enjoying Corporate Income Tax 

Incentives, Cai Shui [2006] No. 1, issued by the MOF and the SAT on January 9, 2006, 368 n 6  
  Notice on Relevant Issues Concerning the Implementation of the Notice of the State Council on 

the Implementation of the Transitional Preferential Corporate Income Tax Policies, Cai Shui 
[2008] No. 21,, issued by the MOF and the SAT on February 4, 2008, 374  

  Measures for Certain Issues Concerning Enlargement of Scope of Credit for Value-added Tax in 
Central Area, Cai Shui [2007] No. 75, issued by the MOF and the SAT on May 11, 2007 and 
eff ective from July 1, 2007 to December 31, 2008, 197 n 115  

  Notice of Certain Corporate Income Tax Incentive Issues, Cai Shui [2008] No. 1, issued by the MOF 
and the SAT on February 22, 2008, 63 n 82, 374 

  Article 1(1), 222 n 71  
  Article 1(2), 222 n 72  



Table of Authorities 479

  Article 1(3), 222 n 73  
  Article 1(4), 222 n 74  
  Article 1(6), 222 nn 71–74  
  Article 1(8), 223 n 75  
  Article 1(9), 223 n 76  
  Article 1(10), 223 n 77  
  Article 4, 53 n 38, 359 n 19   

  Notice on Certain Issues Concerning the Implementation of the Catalog of Public Infrastructure 
Projects Eligible For Preferential Corporate Income Tax Treatment, Cai Shui [2008] No. 46, 
issued by the MOF and the SAT on September 23, 2008, 206 n 6  

  Measures for Certain Issues Concerning Enlargement of Scope of Credit for Value-added Tax in East 
Area of Inner-Mongolia, Cai Shui [2008] No. 94, issued by the MOF and the SAT on July 2, 
2008 and eff ective from July 1, 2008 to December 31, 2008, 197 n 116  

  Measures for Certain Issues Concerning Enlargement of Scope of Credit for Value-added Tax in Area 
Severely Damaged by the Wenchuan Earthquake, Cai Shui [2008] No. 108, issued by the MOF 
and the SAT on August 1, 2008 and eff ective from July 1, 2008 to December 31, 2008, 197 n 117  

  Catalog of Preferential Corporate Income Tax Treatments for Specialized Equipment in Energy 
or Water Conservation, Cai Shui [2008] No. 115, issued by the MOF, the SAF, and National 
Development and Reform Commission on August 20, 2008, 209 n 19  

  Notice on the Release of the Catalog of Public Infrastructure Projects Eligible For Preferential 
Corporate Income Tax Treatment (2008 edition), Cai Shui [2008] No. 116, issued by the MOF, 
the SAT, and National Development and Reform Commission on September 8, 2008 and 
eff ective from January 1, 2008, 207 n 9  

  Catalog of Preferential Corporate Income Tax Treatments of Synergistic Utilization Resources, Cai 
Shui [2008] No. 117, issued by the MOF, the SAF, and National Development and Reform 
Commission on August 20, 2008, 209 n 22  

  Catalog of Preferential Corporate Income Tax Treatments for Specialized Equipment in Energy 
or Water Conservation, Cai Shui [2008] No. 118, issued by the MOF, the SAF, and State 
Administration of Work Safety on January 1, 2008, 209 n 20  

  Notice on the Issues Concerning Taxation Policies for the Standards for Pre-Tax Deduction of 
Interest Payments Made to Related Parties, Cai Shui [2008] No. 121, issued by the MOF and the 
SAT on September 19, 2008, 74 n 44, 188 n 103 

  Article 1, 72 n 33, 72 n 36  
  Article 1, 74 n 43  
  Article 46, 72 n 37   

  Notice on Issues Concerning Collection of Corporate Income Tax for Non-resident Enterprises, Cai 
Shui [2008] No. 130, issued by the MOF and the SAT on September 25, 2008 and eff ective on 
January 1, 2008, 42 n 38, 346 n 5  

  Notice Concerning Income Tax Issues of Partners of Partnerships, Cai Shui [2008] No. 159, issued by 
the MOF and the SAT on December 23, 2008 and eff ective on January 1, 2008 

  Article 1, 274 n 11  
  Article 2, 16 n 15  
  Article 3, 16 n 16  
  Article 4, 16 n 17  
  Article 5, 17 n 18   

  Notice on Relevant Issues of Pre-tax Deduction of Charitable Contribution, Cai Shui [2008] No. 
160, issued by the MOF, the SAT, and the Ministry of Civil Aff airs on December 31, 2008 and 
eff ective on January 1, 2008 

  Article 3, 79 n 60  
  Article 6, 80 n 62  



480  Table of Authorities

  Article 8, 81 n 66  
  Article 9, 81 n 67   

  Notice on Certain Issues Concerning Implementation of VAT Reform Th roughout China, Cai 
Shui [2008] No. 170, issued by the MOF and the SAT on December 19, 2008 and eff ective on 
January 1, 2009, 199 n  n 124–125 

  Article 4, 198 n 119  
  Article 7, 197 n 118   

  Notice on the Termination of Tax Refund Policy for Purchase of Domestically Produced Equipment 
by Foreign Invested Enterprises, Cai Shui [2008] No. 176, issued by the MOF and the SAT on 
December 25, 2008, 198 n 122  

  Notice on Corporate Income Tax Policies Concerning Supplemental Pension and Supplemental 
Medical Insurance Expenses, Cai Shui [2009] No. 27, issued by the MOF and the SAT on June 
2, 2009 and eff ective on January 1, 2008, 68 n 16  

  Notice of Policy of Deduction of Commission Expenses for Corporate Income Tax Purposes, Cai 
Shui [2009] No. 29, issued by the MOF and the SAT on March 19, 2009 and eff ective on March 
19, 2009 

  Article 1, 94 n 124  
  Article 2, 94 n 125  
  Article 4, 94 n 127  
  Article 5, 94 n 126   

  Notice on Corporate Income Tax Polices for China CDM Fund and CDM Projects, Cai Shui [2009] 
No. 30, issued by the MOF and the SAT on March 23, 2009 and eff ective on January 1, 
2007 

  Article 1, 228 n 97  
  Article 2(1), 228 n 98  
  Article 2(2), 228 n 99   

  Notice on Certain Issues Concerning the Deduction of Expense Previsions by Securities Industry for 
Corporate Income Tax Purposes, Cai Shui [2009] No. 33, issued by the MOF and the SAT on 
April 9, 2003 and eff ective from January 1, 2008 to December 31, 2010 

  Article 1(1), 89 n 101  
  Article 1(2), 89 n 103, 90 n 105  
  Article 1(3), 90 n 107–108  
  Article 2(1), 90 n 109  
  Article 2(2), 90 n 110  
  Article 2(3), 91 n 111–112   

  Notice on Certain Issues of Corporate Income Tax Incentives for the Enterprises Converted from 
Publicly-Funded Culture Institutions of Business Nature in Culture System Reform, Cai Shui 
[2009] No. 34, issued by the MOF and the SAT on March 26, 2009 and eff ective from January 
1, 2009 to December 31, 2013, 234 n 110, 234 n 112  

  Notice of Tax Deduction of Reserves for Insurance Companies, Cai Shui [2009] No. 48, issued by 
the MOF and the SAT on April 17, 2009 and eff ective from January 1, 2008 to December 31, 
2010 

  Article 1, 91 n 116  
  Article 2, 92 n 117  
  Article 3, 92 n 120  
  Article 4, 92 n 121   



Table of Authorities 481

  Notice of Tax Treatment of Depreciation and Deletion for Expenses and Relevant Fixed Assets for 
Oil and Gas Production Enterprises, Cai Shui [2009] No. 49, issued by the MOF on April 12, 
2009 and eff ective on April 12, 2009 

  Article 1, 127 n 24  
  Article 2, 127 n 25  
  Article 3, 128 n 27, 128 n 29  
  Article 4, 128 n 30, 128 n 32  
  Article 5, 127 n 26, 128 n 28, 128 n 31   

  Notice of Policy of Deduction of Asset Losses for Corporate Income Tax Purposes, Cai Shui [2009] 
No. 57, issued by the MOF and the SAT on April 16, 2009 and eff ective on January 1, 2008, 94 n 128 

  Article 4, 99 n 145  
  Article 5(1), 106 n 164, 106 n 167  
  Article 5(2), 106 n 165  
  Article 5(3), 106 n 166  
  Article 5(4), 107 n 169  
  Article 5(5), 107 n 170  
  Article 5(6), 108 n 173  
  Article 6, 111 n 183  
  Article 10, 120 n 218  
  Article 12, 120 n 216   

  Notice on Certain Issues of Corporate Income Tax Treatment of Enterprise Reorganizations Cai 
Shui [2009] No. 59, issued by the MOF and the SAT on April 30, 2009 and eff ective on January 
1, 2008, 62, 133 n 1, 178 

  Article 1, 134 n 4  
  Article 2, 158 n 54, 160 n 59, 168 n 73  
  Article 3, 134 n 3  
  Article 3(1), 160 n 57  
  Article 3(2), 160 n 58  
  Article 4(1), 136nn8–9, 356 n 9  
  Article 4(2)(1), 138 n 11  
  Article 4(2)(2), 138 n 12  
  Article 4(2)(4), 138 n 13  
  Article 4(3), 138 n 14, 139 n 16, 141 n 19  
  Article 4(4)(1), 145 n 30  
  Article 4(4)(2), 144 n 27, 356 n 10  
  Article 4(4)(3), 146 n 31  
  Article 4(5), 146 n 33  
  Article 4(5)(4), 356 n 11  
  Article 4(5)(5), 148 n 34  
  Article 5(1), 153 n 41  
  Article 5(2), 154 n 43  
  Article 5(3), 154 n 44  
  Article 5(4), 155 n 45  
  Article 5(5), 155 n 46  
  Article 6(1), 156 n 48  
  Article 6(2), 157 n 49  
  Article 6(2)(1), 158 n 51  
  Article 6(2)(2), 158 n 52  



482  Table of Authorities

  Article 6(2)(3), 158 n 53  
  Article 6(3), 160 n 55  
  Article 6(4), 161 n 60  
  Article 6(4)(1), 161 n 62  
  Article 6(4)(2), 161 n 63  
  Article 6(4)(3), 161 n 65  
  Article 6(4)(4), 161 n 64  
  Article 6(5), 165 n 67  
  Article 6(5)(1), 165 n 69  
  Article 6(5)(2), 166 n 70  
  Article 6(5)(3), 166 n 71  
  Article 6(5)(4), 166 n 72  
  Article 6(6), 158 n 50, 160 n 56, 161 n 61, 165 n 68, 169 n 74, 172 n 75  
  Article 7(1), 173 n 76  
  Article 7(2), 174 n 78  
  Article 7(3), 175 n 79  
  Article 7(4), 177 n 81  
  Article 8, 175 n 80  
  Article 9, 184 n 97, 185 n 98, 199 n 125  
  Article 10, 178 n 82  
  Article 11, 179 n 85   

  Notice on Certain Corporate Income Tax Issues Concerning Enterprise Liquidation, Cai Shui [2009] 
No. 60, issued by the MOF and the SAT on April 30, 2009 and eff ective on January 1, 2008 

  Article 1, 354 n 1  
  Article 3, 144 n 28  
  Article 3(1), 357 n 14  
  Article 3(2), 357 n 15  
  Article 3(3), 357 n 16  
  Article 3(4), 358 n 17  
  Article 4, 356 n 12  
  Article 4(3), 142 n 23  
  Article 5, 142 n 20, 359 n 18, 360 n 20   

  Notice on Corporate Income Tax Deduction of Provision for Institutions Providing Credit 
Guarantee for Small and Medium Size Enterprises, Cai Shui [2009] No. 62, issued by the MOF 
and the SAT on June 1, 2009 and eff ective from January 1, 2008 to December 31, 2010 

  Article 1, 89 n 97  
  Article 2, 89 n 99  
  Article 3, 89 n 98   

  Notice on Tax Policies Concerning Advanced Technology Service Enterprises, Cai Shui [2009] No. 
63, issued by the MOF, the National Development and Reform Commission, the SAT, the 
Ministry of Science and Technology, and the Ministry of Commerce on April 24, 2009 and 
eff ective from January 1, 2009 to June 30, 2010, 230 n 103 

  Article 1, 229 n 101   
  Notice on the Issues of Pre-tax Deduction for Provisions for Loan Losses of Finance Enterprises, 

Cai Shui [2009] No. 64, issued by the MOF and the SAT on April 30, 2009 and eff ective from 
January 1, 2008 to December 31, 2010 

  Article 1, 86 n 87  
  Article 2, 86 n 88–89  
  Article 3, 86 n 90  
  Article 4, 86 n 91   



Table of Authorities 483

  Notice on Tax Policies Concerning Supporting the Development of Animation Industry, Cai Shui 
[2009] No. 65, issued by the MOF and the SAT on July 17, 2009 and eff ective on January 1, 
2009 

  Article 2, 224 n 79   
  Notice on Policies Concerning Corporate Income Tax Incentives for Employment of Disabled 

Persons, Cai Shui [2009] No. 70, issued by the MOF and the SAT on April 30, 2009 and 
eff ective on January 1, 2008 

  Article 1, 233 n 108  
  Article 3, 233 n 107  
  Article 4, 234 n 109   

  Notice on Policies Concerning Corporate Income Tax Deduction on Advertising and Business 
Promotion Expenses for Certain Industries, Cai Shui [2009] No. 72, issued by the MOF and 
the SAT on July 31, 2009 and eff ective from January 1, 2008 to December 31, 2010 

  Article 1, 83 n 73  
  Article 2, 83 n 74  
  Article 3, 83 n 75   

  Notice on Corporate Income Tax Treatment of Financial Subsidies to Be Used for Specifi c Purpose, 
Cai Shui [2009] No. 87, issued by the MOF and the SAT on June 16, 2009 and eff ective from 
January 1, 2008 to December 31, 2010, 64 n 86–87  

  Notice on Policy of Corporate Income Tax Deduction of Provision for Agriculture Related Loans 
and Loans to Medium and Small Size Enterprises, Cai Shui [2009] No. 99, issued by the MOF 
and the SAT on August 21, 2009 and eff ective from January 1, 2008 to December 31, 2010. 

  Article 1, 88 n 95  
  Article 2, 87 n 92  
  Article 3, 87 n 93  
  Article 4, 88 n 96   

  Notice on Deduction of Agriculture Catastrophe Risk Reserve for Corporation Income Tax Purposes 
for Insurance Companies, Cai Shui [2009] No. 110, issued by the MOF and the SAT on August 
21, 2009 and eff ective from January 1, 2008 to December 31, 2010, 93 n 122  

  Notice on the Release of the Catalog of Environmental Protection, Energy and Water Conservation 
Enterprises for Preferential Corporate Income Tax Treatments (Trial Implementation), Cai 
Shui [2009] No. 116, issued by the MOF, the SAT, and the National Development and Reform 
Commission on December 31, 2009 and eff ective from January 1, 2008, 208 n 16  

  Notice on the Issues Concerning the Revenue of Non-profi t Organizations that is Exempted 
from Corporate Income Tax, Cai Shui [2009] No. 122, issued by the MOF and the SAT on 
November 11, 2009 and eff ective on January 1, 2008, 19 n 26  

  Notice on the Issues Concerning the Determination of Tax Exemption Status of Nonprofi t 
Organizations, Cai Shui [2009] No. 123, issued by the MOF and the SAT on November 11, 
2009 and eff ective on January 1, 2008 

  Article 3, 19 n 23  
  Article 5, 19 n 24  
  Article 84, 18 n 22   

  Notice on the Issue Concerning Tax Deduction for Donations Made Th  rough Public Welfare Social 
Groups, Cai Shui [2009] No. 124, issued by the MOF and the SAT on December 8, 2009 and 
eff ective on January 1, 2008, 81 n 64  

  Notice on the Issues Concerning Foreign Tax Credits, Cai Shui [2009] No. 125, issued by the MOF 
and the SAT on December 25, 2009 and eff ective on January 1, 2008, 260 

  Article 3(1), 242 n 4  
  Article 3(2), 243 n 9  



484  Table of Authorities

  Article 3(3), 244 n 12  
  Article 3(5), 242 n 6  
  Article 4, 245 n 18  
  Article 5, 246 n 27  
  Article 6, 245 n 25  
  Article 10, 259 n  n 33–34  
  Article 11, 243 n 8  
  Article 13, 242 n 2   

  Notice on the Corporate Income Tax Policy Concerning Small Scale Enterprises with Low 
Profi tability, Cai Shui [2009] No. 133, issued by the MOF and the SAT on December 2, 2009 
and eff ective from January 1, 2010 to December 31, 2010, 32 n 7  

  Notice on Tax Policies Concerning Rural Finance, Cai Shui [2010] No. 4, issued by the MOF and the 
SAT on May 13, 2010 

  Article 2, 236 n 113  
  Article 4, 236 n 114  
  Article 5, 236 n 115  
  Article 6, 236 n 116   

  Notice on Corporate Income Tax Policies Concerning Advanced Technology Service Enterprises, 
Cai Shui [2010] No. 65, issued by the MOF, the SAT, the Ministry of Commerce, the Ministry 
of Science and Technology, and the National Development and Reform Commission on 
November 5, 2010 and eff ective from July 1, 2010 to December 31, 2013 

  Article 1, 229 n 101  
  Article 2, 231 n 102  
  Article 3, 232 n 104   

  Cai Shui Zi:  
  Notice on Temporary Exemption of Individual Income Tax on the Transfer of Shares, Cai Shui Zi 

[1994] No. 40, issued by the MOF and the SAT on June 20, 1994, 1996, 50 n 27  
  Article 2(8), 142 n 22  
  Notice on Temporary Exemption of Individual Income Tax on the Transfer of Shares in 1996, Cai 

Shui Zi [1996] No. 12, issued by the MOF and the SAT on February 9, 50 n 27  
  Provisional Measures on Computation and Collection of Income Derived from Outside China, Cai 

Shui Zi [1997] No. 116, issued by the MOF and the SAT on November 25, 1997, 259 n 31  
  Notice Concerning Income Tax Treatment of Guarantee Fee Derived by Foreign Enterprises from 

China, Cai Shui Zi [1998] No. 1, issued by the MOF and the SAT on March 1, 1998, 54 n 46  
  Notice on Continuing Temporarily Exemption of Individual Income Tax on the Transfer of Shares, 

Cai Shui Zi [1998] No. 61, issued by the MOF and the SAT on March 30, 1998 and eff ective on 
January 1, 1997, 50 n 27, 363 n 30  

  Notice on Tax Treatment of Abandonment Costs of Off shore Oil and Gas Wells by Chinese-Foreign 
Cooperative Projects, Cai Shui Zi [2000] No. 21, issued by the MOF and the SAT on Feburary 
18, 2000, 129 n 33  

   Other Circulars:   
  Working Rules of Ministry of Finance, Cai Ban [2008] No. 27, issued by the MOF on June 10, 2008 

  Article 47, 6 n 11   
  Detailed Rules for Implementation of Provisional Regulations on Land Appreciation Tax, Cai Fa Zi 

[1995] No. 6, issued by the MOF and the SAT on January 27, 1995 and eff ective on January 27, 1995 
  Article 7, 202 n 142   

  Notice on Adjustment to Tax Policy on the Import of Key Technology Equipment, Cai Guan Shui 
[2009] No. 55, issued by the MOF, National Development and Reform Commission, the 



Table of Authorities 485

Ministry of Industry and Information, General Administration of Customs, the SAT, and 
National Energy Board on August 20, 2009, 197 n 118  

  Opinions on Administration of Provision and Use of Staff  Education Expenses, Cai Jian [2006] No. 
317, jointly issued by the MOF, the Federation of Trade Unions, the National Development 
and Reform Commission, the Ministry of Education, the Ministry of Science and Technology, 
the Commission of Science, Technology and Industry for National Defense, the Ministry of 
Personnel, the Ministry of Labor and Social Security, the State-Owned Assets Supervision and 
Administration Commission of the State Council, the SAT and the All-China Federation of 
Industry and Commerce on June 19, 2006, 70 n 26  

  Accounting Standard for Business Enterprises No. 6–Intangible Assets, Cai Kuai [2006] No. 18, 
issued by the MOF on October 30, 2006 

  Article 7, 77 n 50  
  Article 8, 77 n 51  
  Article 9, 77 n 52  
  Article 13, 143 n 24  
  Article 14, 143 n 25   

  Provisional Measures for Financial Administration of Commodity Futures Transactions, Cai Shang 
Zi [1997] No. 44, issued by the MOF on March 3, 1997 

  Article 15, 90 n 109  
  Article 34, 90 n 110   

  Reply on the Issue Concerning Tax on Soft  ware Fee Derived by Foreign Enterprises, Cai Shui Wai Zi 
[1986] No. 235, issued by the MOF and the SAT on August 29, 1986, 56 n 57  

  Provisional Measures for the Administration of the Allocation and Budget of Corporate Income 
Tax the Headquarters and Cross-Province Branches, Cai Yu [2008] No. 10, issued by the MOF, 
the SAT, and the People’s Bank of China on January 15, 2008 and eff ective on January 1, 2008, 
372 n 18, 372 n 21  

  Notice on Specifi c Issues Concerning the Provision and Payment of Withholding Handling Fees by 
Collection Authorities, Cai Yu Zi [1994] No. 217, issued by the Ministry of Finance on July 12, 
1994, 379 n 52  

   AUTHORITIES ISSUED BY THE SAT   

   SAT Orders:   
  Provisional Measures on Awarding Tip-off s against Tax-related Illegal Acts of Taxpayers, Order of 

the SAT and the MOF [2007] No. 18, issued by the SAT and the MOF on January 13, 2007 and 
eff ective on March 1, 2007, 386 n 1  

  Rules for Tax Administrative Appeal (Trial Implementation), Order of SAT [2004] No. 8, issued by 
the SAT on February 24, 2004 and eff ective on May 1, 2004 

  Article 8, 394 n 43  
  Article 10, 394 n 44  
  Article 11, 394 n 46  
  Article 12, 394 n 45, 395 n 47  
  Article 13, 395 n 48  
  Article 14, 396 n 50  
  Article 16, 395 n 49  
  Article 20, 396 n 51  
  Article 21, 396 n 52  



486  Table of Authorities

  Article 22, 399 nn 71–72  
  Article 28, 396 n 56  
  Article 35, 396 n 54  
  Article 36, 396 n 55  
  Article 37, 396 n 53  
  Article 38, 397 n 57  
  Article 41, 397 n 58  
  Article 42, 398 n 60  
  Article 43, 397 n 59   

   SAT Gong Gao:   
  Operational Guidance to Foreign Tax Credits, issued by the SAT via SAT Gong Gao [2010] No. 1 on 

July 2, 2010 
  Article 1, 244 n 13  
  Article 2, 247 n 22  
  Article 4, 243 n 8  
  Article 8, 242 n 5  
  Article 9, 244 n 11  
  Article 10, 247 n 20  
  Article 12, 245 n 14  
  Article 14, 242 n 7  
  Article 15, 246 n 19  
  Article 16, 245 n 16  
  Article 17, 247 n 21  
  Article 21, 249 n 26  
  Article 24, 261 n 38  
  Article 25, 261 n 39  
  Article 29, 261 n 40  
  Article 31, 259 n 32  
  Article 32, 259 n 33  
  Article 40, 242 n 3   

  Measures on Administration of Corporate Income Tax Concerning Enterprise Reorganizations, 
issued by the SAT, via SAT Gong Gao [2010] No. 4, on July 26, 2010 and eff ective from January 
1, 2010, 134 n 2, 393 n 34 

  Article 3, 135 n 6  
  Article 4, 135 n 5  
  Article 7, 135 n 7  
  Article 10, 151 n 36  
  Article 11, 151 n 37  
  Article 12, 152 n 38  
  Article 13, 152 n 39  
  Article 14, 152 n 40  
  Article 16, 179 n 86  
  Article 17, 179 n 87  
  Article 18, 153 n 42  
  Article 19, 154 n 44, 156 n 48  
  Article 20, 155 n 47  
  Article 22(1), 180 n 88  
  Article 22(2), 180 n 89  



Table of Authorities 487

  Article 23, 180 n 90  
  Article 24, 181 n 91  
  Article 25, 181 n 92  
  Article 26, 162 n 66  
  Article 27, 182 n 93  
  Article 29, 183 n 95  
  Article 30, 183 n 96  
  Article 32, 179 n 83  
  Article 33, 179 n 84  
  Article 37, 182 n 94   

  Public Notice on the Corporate Income Tax Treatment of Equity Loss, SAT Gong Gao [2010] No. 6, 
issued by the SAT on July 28, 2010 

  Article 1, 111 n 185   
  Public Notice on the Issues of Corporate Income Tax Treatment of Income Derived by Enterprises on 

the Transfer of Property, SAT Gong Gao [2010] No. 19, issued by the SAT on October 27, 2010 
and eff ective on November 26, 2010, 57 n 62, 58 n 64  

  Public Notice on the Issue of Tax Loss Carryovers Off setting Increase of Taxable Income as Aduit 
Adjustment, SAT Gong Gao [2010] No. 20, issued by the SAT on October 27, 2010 and eff ective 
on December 1, 2010, 120 n 214  

  Public Notice on the Issue of Recognition of Interest Income by Fiance Enterprises, SAT Gong Gao 
[2010] No. 23, issued by the SAT on November 5, 2010 and eff ective on December 4, 2010 

  Article 1, 54 n 42  
  Article 2, 54 n 43  
  Article 3, 54 n 44   

  Public Notice on the Issue Concerning the Evidence for Deduction of Union Fees for Corporate 
Income Tax Purposes, SAT Gong Gao [2010] No. 24. issued by the SAT on November 9, 2010 
and eff ective from July 1, 2010, 70 n 24  

   Guo Shui Fa:   
  Notice on the Issues Concerning Income Tax on Gain on Transfer of Stocks and Dividend Income of 

Foreign-invested Enterprises, Foreign Enterprises and Foreign Individuals, Guo Shui Fa [1993] 
No. 45, issued by the SAT on July 21, 1993, 362 n 28 

  Article 1(2), 50 n 26   
  Tax Audit Procedures, Guo Shui Fa [1995] No. 226, issued by the SAT on December 1, 1995 and 

eff ective on December 1, 1995, 387 n 3  
  Notice on the Relevant Issues Concerning the Strengthening of the Collection and Management 

of the Taxes of the Representative Offi  ces of Foreign Enterprises, Guo Shui Fa [1996] No. 165, 
issued by the SAT on September 13, 1996, 28 n 42, 30  

  Provisional Measures for Income Tax Treatment of Reorganizations Such as Merger, De-merger, 
Equity Restructuring, and Asset Transfer for Foreign Invested Enterprises, Guo Shui Fa [1997] 
No. 71, issued by the SAT on April 28, 1997 and eff ective till December 31, 2007 

  Article 2, 185 n 100   
  Notice on the Issue Concerning Tax on Income Derived from Renting Satellite Telecommunication Lines 

by Foreign Enterprises, Guo Shui Fa [1998] No. 201, issued by the SAT on November 12, 1998, 55 n 52  
  Notice on the Issues Concerning the Donations Received by Foreign Invested Enterprises and 

Foreign Enterprises, Guo Shui Fa [1999] No. 195, issued by the SAT on October 18, 1999, 58 n 63  
  Rules and Procedures of Foreign Related Tax Audit, Guo Shui Fa [1999] No. 74, issued by the SAT 

on April 26, 1999, 387 n 4 
  Article 2.1, 389 n 15   



488  Table of Authorities

  Measures on Pre-tax Deductions of Enterprise Income, Guo Shui Fa [2000] No. 84, issued by the 
SAT on May 16, 2000 and eff ective on January 1, 2000 

  Article 41, 82 n 71, 84 n 78   
  Notice on Certain Income Tax Issues Concerning Equity Investment of Enterprises, Guo Shui Fa 

[2000] No. 118, issued by the SAT on June 21, 2000  
  Article 2, 187 n 101  
  Notice on the Scope of Tax Collection and Administration aft  er the Reform of Tax Revenue Sharing 

System, Guo Shui Fa [2002] No. 8, issued by the SAT on January 24, 2002, 367 n 4  
  Notice on the Relevant Issues Concerning Tax Administration of the Representative Offi  ces of 

Foreign Enterprises, Guo Shui Fa [2003] No. 28, issued by the SAT on March 12, 2003, 28 n 43, 
29, 30 n 47, 41  

  Working Rules of the State Administration of Taxation, Guo Shui Fa [2003] No. 56, issued by the 
SAT on May 27, 2003 

  Article 32, 6 n 11   
  Notice on Follow-up Administration for the Canceled Examination and Approval Items of 

Enterprise Income Tax, Guo Shui Fa [2003] No. 70, issued by the SAT on June 18, 2003 
  Article 2, 123 n 10   

  Provisional Measures for Applications by Chinese Residents (Nationals) for Launching Tax 
Negotiation Procedures Guo Shui Fa [2005] No. 115, issued by the SAT on July 7, 2005 and 
eff ective on July 1, 2005, 343, 343 n 98 

  Article 7(2), 343 n 99  
  Article 10, 343 n 100  
  Article 12, 343 n 101  
  Article 13, 343 n 102   

  Rules and Procedures for International Tax Information Exchange, Guo Shui Fa [2006] No. 70, 
issued by the SAT on June 12, 2006 and eff ective on June 12, 2006, 306 n 66 

  Article 7, 306 n 68  
  Article 8, 306 n 67  
  Article 9, 307 n 69  
  Article 11, 308 n 70  
  Article 13, 309 n 71  
  Article 15, 309 n 72  
  Article 17, 310 n 73  
  Article 18, 310 n 74  
  Article 27, 310 n 75  
  Article 28, 310 n 76  
  Article 29, 310 n 77  
  Article 30, 310 n 78   

  Provisional Measures for Collection and Administration of Corporate Income Tax for Enterprises 
that Have Branches in Multiple Regions and File Consolidated Corporate Income Tax Returns, 
Guo Shui Fa [2008] No. 28, issued by the SAT on March 10, 2008 and eff ective on January 1, 
2008, 372, 372 n 19, 375, 376  

  Article 2, 372 n 20 
  Article 10, 373 n 22  
  Article 19, 373 n 24  
  Article 23, 374 n 25  
  Article 24, 374 n 26  
  Article 25, 374 n 27  
  Article 26, 374 n 28  
  Article 27, 374 n 29   



Table of Authorities 489

  Measures on Assessment of Corporate Income Tax on a Deemed Basis (Trial Implementation), Guo 
Shui Fa [2008] No. 30, issued by the SAT on March 6, 2008 and eff ective on January 1, 2008 

  Article 3, 33 n  n 8–9  
  Article 4, 34 n 10  
  Article 5, 34 n 11  
  Article 6, 34 n 12  
  Article 8, 35 n 14  
  Article 9, 35 n 16  
  Article 10, 35 n 15  
  Article 11, 36 n 17   

  Notice on Printing and Distributing the Second Protocol to the Arrangement between the Mainland 
of China and the Hong Kong Special Administrative Region for the Avoidance of Double 
Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on Income and the 
Exchanged Letters between the Representatives of the Competent Authorities, Guo Shui Fa 
[2008] No. 70, issued by the SAT on June 25, 2008, 295 n 48  

  Provisional Measures for the Administration of Confi dential Information of Taxpayers, Guo Shui Fa 
[2008] No. 93, issued by the SAT on October 9, 2008 and eff ective on January 1, 2009 

  Article 2, 383 n 75, 383 n 77  
  Article 3, 383 n 76   

  Annual Report for Related Party Transactions for Enterprise, Guo Shui Fa [2008] No. 114, issued by 
the SAT on December 5, 2008  

  Measures for Administration of Corporate Income Tax Deduction of Research and Development 
Expenditures (for Trial Implementation), Guo Shui Fa [2008] No. 116, issued by the SAT on 
December 10, 2008 and eff ective on January 1, 2008 

  Article 3, 210nn27–28  
  Article 4, 210 n 29  
  Article 5, 211 n 30  
  Article 6, 211 n 31  
  Article 9, 211 n 32  
  Article 10, 211 n 33  
  Article 12, 211 n 34   

  Notice on Adjustment to the Scope of Corporate Income Tax Collection and Administration for 
New Enterprises, Guo Shui Fa [2008] No. 120, issued by the SAT on December 16, 2008 and 
eff ective on January 1, 2009, 367 n 5, 368  

  Measures for Administration of Tax Certifi cates for Foreign Exchange Payment for Services and 
Other Items, Guo Shui Fa [2008] No. 122, issued by the SAT on December 18, 2008 and 
eff ective on January 1, 2009 

  Article 5, 352 n 39   
  Implementation Rules for Special Tax Adjustments (Trial), Guo Shui Fa [2009] No. 2, issued by the 

SAT on January 8, 2009 and eff ective on January 1, 2008, 318 n 4 
  Article 9, 318 n 7  
  Article 10, 320 n 8  
  Article 13, 326 n 31  
  Article 14, 327 n 33  
  Article 15, 326 n 32  
  Article 23, 321 n 10  
  Article 23(1), 322 n 11  
  Article 23(2), 322 n 12  
  Article 23(3), 322 n 13  
  Article 23(4), 322 n 14  



490  Table of Authorities

  Article 23(5), 322 n 15  
  Article 24, 323 nn 17–18  
  Article 25, 324 nn 20–21  
  Article 26, 325 nn 25–26  
  Article 27, 326 n 28  
  Article 16, 329 n 34  
  Article 17, 329 n 38  
  Article 18, 329 n 40  
  Article 19, 329 n 36  
  Article 20, 329 n 39  
  Article 29, 329 n 41  
  Article 30, 331 n 49  
  Article 31, 330 n 42  
  Article 32, 330 n 43  
  Article 85, 73 n 39  
  Article 86, 73 n 42  
  Article 87, 73 n 41  
  Article 89, 74 n 43  
  Article 77, 263 n 43  
  Article 80, 263 n 45  
  Article 82, 263 n 46  
  Article 83, 263 n 47  
  Article 84, 264 n 48  
  Article 88, 74 n 45  
  Article 91, 73 n 40  
  Article 92, 264 n 51  
  Article 93, 265 n 52  
  Article 94, 265 n 53  
  Article 95, 265 n 54  
  Article 96, 265 n 56  
  Article 97, 265 n 57  
  Article 36, 330 n 43  
  Article 37, 330 n 44  
  Article 42, 331 n 46  
  Article 43, 331 n 47  
  Article 44, 331 n 48  
  Article 38, 331 n 50  
  Article 39, 332 n 51  
  Article 40, 332 n 52  
  Article 41, 332 n 53  
  Article 45, 332 n 54  
  Article 46, 334 n 62  
  Article 47, 333 n 56  
  Article 48, 333 n 55  
  Article 49, 333 n 58  
  Article 57, 333 n 59  
  Article 58, 333 n 57  
  Article 60, 333 n 60  
  Article 61, 333 n 61  



Table of Authorities 491

  Article 50(1), 334 n 63  
  Article 50(2), 334 n 64  
  Article 50(3), 334 n 65  
  Article 51(1), 335 n 66  
  Article 51(2), 335 n 67  
  Article 52, 335 n 68  
  Article 53, 337 n 69  
  Article 54, 337 n 70  
  Article 55, 337 n 71  
  Article 56(1), 337 n 72  
  Article 56(2), 338 n 73  
  Article 56(3), 338 n 74  
  Article 56(4), 338 n 75  
  Article 56(5), 338 n 76  
  Article 59, 339 n 77  
  Article 62, 339 n 78  
  Article 63, 339 n 79  
  Article 65, 339 n 82  
  Article 66, 340 n 83  
  Article 67, 340 n 84  
  Article 68, 340 n 85  
  Article 69, 340 n 86  
  Article 70, 340 n 87  
  Article 71, 341 n 89  
  Article 72, 341 n 90  
  Article 73, 340 n 88  
  Article 74, 342 n 92  
  Article 75, 342 n 92  
  Article 98, 342 n 93  
  Article 99, 342 n 94  
  Article 100, 342 n 95  
  Article 101, 342 n 96  
  Article 104, 342 n 97  
  Article 105, 343 n 103  
  Article 106, 343 n 104  
  Article 107, 344 n 106  
  Article 109, 344 n 108  
  Article 116, 329 n 35   

  Provisional Measures for Administration of Corporate Income Tax Withholding for Non-resident 
Enterprises, Guo Shui Fa [2009] No. 3, issued by the SAT on January 9, 2009 and eff ective on 
January 1, 2009 

  Article 3, 346 n 8  
  Article 4, 346 n 8  
  Article 5, 346 n 9  
  Article 6, 346 n 10  
  Article 7, 346 n 11  
  Article 8, 347 n 12, 347 n 14, 347 n 18  
  Article 9, 378 n 47  



492  Table of Authorities

  Article 10, 347 n 13  
  Article 11, 347 n 16  
  Article 12, 347 n 15  
  Article 13, 347 n 17  
  Article 14, 348 n 20  
  Article 15, 348 n 21, 349 n 23, 362 n 24  
  Article 16, 348 n 19  
  Article 17, 348 n 22  
  Article 22, 351 nn 34–35  
  Article 23, 351 nn 36–37  
  Article 3, 378 n 48  
  Article 4, 378 n 49  
  Article 7, 379 n 50  
  Article 107, 380 n 56   

  Measures on the Corporate Income Tax Treatment of Real Estate Development Business, Guo Shui 
Fa [2009] No. 31, issued by the SAT on March 6, 2009 and eff ective on January 1, 2008, 58 n 65, 
113 n 190 

  Article 2, 58 n 66  
  Article 3, 58 n 67  
  Article 5, 59 n 69  
  Article 6(1), 59 n 70  
  Article 6(2), 59 n 71  
  Article 6(3), 59 n 72  
  Article 6(4), 59 n 73  
  Article 7, 60 n 74  
  Article 8, 60 n 75  
  Article 9, 61 n 76  
  Article 10, 61 n 77  
  Article 11, 113 n 191  
  Article 12, 113 n 192  
  Article 14, 113 n 193  
  Article 15, 113 n 194  
  Article 16, 114 n 195  
  Article 17, 114 n 196, 114 nn 198–99  
  Article 18, 114 n 200  
  Article 19, 115 n 201  
  Article 20, 115 n 202  
  Article 21, 115 n 203  
  Article 22, 115 n 204  
  Article 23, 115 n 205  
  Article 24, 115 n 206  
  Article 26, 116 n 207  
  Article 27, 116 n 208  
  Article 27(5), 114 n 198  
  Article 29, 117 n 209  
  Article 30, 118 n 210  
  Article 31, 119 n 211  
  Article 32, 119 n 212  



Table of Authorities 493

  Article 33, 114 n 197  
  Article 36, 61 n 78  
  Article 37, 62 n 79   

  Cai Shui [2009] No. 59 
  Article 7, 193  
  Article 7(1), 192   

  Notice on the Issues of Corporate Income Tax Incentives for Public Infrastructure Projects Eligible 
for Key Support from the State, Guo Shui Fa [2009] No. 80, issued by the SAT on April 16, 
2009 and eff ective from January 1, 2008 

  Article 2, 206 n 5  
  Article 3, 207 n 7  
  Article 4, 207 n 7  
  Article 5, 207 n 8  
  Article 6, 207 n 10  
  Article 7, 207 n 11  
  Article 8, 207 n 12  
  Article 9, 207 n 13   

  Notice on the Issues Concerning Corporate Income Tax Treatment of Accelerated Depreciation of 
Fixed Assets, Guo Shui Fa [2009] No. 81, issued by the SAT on April 16, 2009 and eff ective on 
January 1, 2008 

  Article 2, 124 n 14  
  Article 3, 125 n 16  
  Article 4, 125 nn 18–20  
  Article 5, 126 n 21  
  Article 6, 126 n 22   

  Notice on the Relevant Issues Concerning the Criteria for the Determination of Enterprises 
Registered Overseas and Controlled by Chinese Enterprises as a Resident Enterprise on the 
Basis of Place of Eff ective Management, Guo Shui Fa [2009] No. 82, issued by the SAT on April 
22, 2009 and eff ective on January 1, 2008, 20 n 29, 22 

  Article 1, 20 n 30  
  Article 2, 20 n 31  
  Article 3, 21 n 32   

  Notice on Issues Concerning the Implementation of Corporate Income Tax Incentives for Venture 
Capital Investment Enterprises, Guo Shui Fa [2009] No. 87, issued by the SAT on April 30, 
2009 and eff ective on January 1, 2008 

  Article 2, 226 n 91  
  Article 3, 226 n 92  
  Article 4, 227 n 94   

  Measures for Administration of the Deduction of Asset Losses for Corporate Income Tax Purposes, 
Guo Shui Fa [2009] No. 88, issued by the SAT on May 4, 2009 and eff ective on January 1, 2008, 
94 n 129 

  Article 2, 94 n 130  
  Article 3, 94 n 131  
  Article 5, 95 n 133–135  
  Article 6, 96 n 136  
  Article 7, 96 n 137  
  Article 8, 96 n 138  
  Article 9, 97 n 139  



494  Table of Authorities

  Article 11, 97 n 140  
  Article 12, 97 n 141  
  Article 13, 98 n 142  
  Article 14, 98 n 143  
  Article 15, 98 n 144  
  Article 16, 99 n 146  
  Article 17, 100 n 148  
  Article 18, 100 n 147  
  Article 19, 100 n 150  
  Article 20, 100 n 151  
  Article 21, 101 n 152  
  Article 22, 101 n 153  
  Article 23, 102 n 154  
  Article 24, 102 n 155  
  Article 25, 103 n 156  
  Article 26, 103 n 157  
  Article 27, 104 n 158  
  Article 28, 104 n 159  
  Article 29, 104 n 160  
  Article 30, 104 n 1619  
  Article 31, 105 n 162  
  Article 32, 105 n 163  
  Article 34(1), 106 n 164  
  Article 34(2), 106 n 165  
  Article 34(3), 106 n 166  
  Article 34(4), 106 n 167  
  Article 34(5), 107 n 168  
  Article 34(6), 107 n 169  
  Article 34(7), 107 n 170  
  Article 34(8), 107 n 171  
  Article 34(9), 108 n 172  
  Article 34(10), 108 n 173  
  Article 34(11), 108 n 174  
  Article 34(12), 108 n 175  
  Article 34(13), 108 n 176  
  Article 34(14), 109 n 177  
  Article 34(15), 109 n 178  
  Article 35, 109 n 180  
  Article 36, 110 n 182  
  Article 37, 111 n 186  
  Article 38, 111 n 184  
  Article 39, 109 n 181  
  Article 40, 112 n 187  
  Article 41, 112 n 188  
  Article 42, 112 n 189   

  Administrative Measures for Claims for Tax Treaty Benefi ts by Non-residents (Trial 
Implementation), Guo Shui Fa [2009] No. 124, issued by the SAT on August 24, 2009 and 
eff ective on October 1, 2009, 311, 311 n 79, 314 

  Article 8, 312 n 84  



Table of Authorities 495

  Article 9, 311 n 80  
  Article 10, 313 n 89  
  Article 11, 314 n 91  
  Article 12, 314 n 91  
  Article 14, 313 n 85  
  Article 15, 313 n 86  
  Article 16, 313 n 87  
  Article 17, 313 n 88  
  Article 18, 313 n 90  
  Article 20, 315 n 93  
  Article 21, 312 n 83  
  Article 22, 315 n 92  
  Article 24, 315 n 94  
  Article 27, 315 n 95  
  Article 28, 316 n 99  
  Article 32, 316 n 96  
  Article 34, 316 nn 97–98   

  Tax Audit Procedures, Guo Shui Fa [2009] No. 157, issued by the SAT on December 24, 2009 and 
eff ective on January 1, 2010, 387 n 2 

  Article 10, 387 n 5  
  Article 12, 388 n 6  
  Article 5, 388 nn 8–9  
  Article 14, 388 n 10  
  Article 16, 388 n 11  
  Article 17, 388 n 12  
  Article 18, 388 n 13  
  Article 19, 389 n 14  
  Article 22, 390 n 16  
  Article 23, 390 n 17  
  Article 33, 390 n 18  
  Article 34, 390 n 19  
  Article 35, 390 n 20  
  Article 36, 390 n 22  
  Article 38, 390 n 21  
  Article 42, 391 n 23  
  Article 43, 391 n 24  
  Article 45, 391 n 25  
  Article 46, 392 n 26  
  Article 47, 392 n 27  
  Article 48, 392 n 28  
  Article 49, 392 n 29  
  Article 50, 392 n 30  
  Article 51, 392 n 31  
  Article 52, 392 n 32  
  Article 55, 392 n 33, 393 nn 35–37  
  Article 56, 392 n 33  
  Article 57, 393 n 35  
  Article 58, 393 n 36  
  Article 59, 393 n 37  



496  Table of Authorities

  Article 60, 393 n 38  
  Article 62, 393 n 39  
  Article 63, 394 n 40  
  Article 66, 394 n 41  
  Article 67, 394 n 42   

  Provisional Measures on Administration of Tax Collection of Foreign Representative Offi  ces Guo 
Shui Fa [2010] No. 18, issued by the SAT on February 20, 2010 and eff ective from January 1, 
2010, 29, 30, 39 

  Article 6, 29 n 45, 39 n 25  
  Article 7, 29 n 46  
  Article 7(1), 39 n 26  
  Article 7(2), 41 n 28  
  Article 8, 40 n 27  
  Article 11, 30 n 49   

  Administrative Measures for the Collection of Corporate Income Tax on Non-resident Enterprises 
on a Deemed Basis, Guo Shui Fa [2010] No. 19, issued by the SAT on February 20, 2010 and 
eff ective on February 20, 2010, 37 n 18 

  Article 4, 37  n  19  
  Article 5, 38 n 21  
  Article 6, 38 n 23  
  Article 7, 38 n 24  
  Article 8, 38 n 22   

  Notice on the Implementation of the Measures on Administration of Issuing Regulatory Documents, 
Guo Shui Fa [2010] No. 55, issued by the SAT on June 1, 2010 

  Article 4, 37 n 19   
  Notice Concerning the Eff ectiveness and Implementation of Protocol to the Agreement between 

the Government of Barbados and the Government of the PRC for the Avoidance of Double 
Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on Income, Guo Shui Fa 
[2010] No. 64, issued by the SAT on June 28, 2010, 295 n 52  

  Th e Interpretation of Provisions of the Agreement between the Government of the Government 
of the PRC and the Government of the Republic of Singapore for the Avoidance of Double 
Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on Income and Protocols, 
Guo Shui Fa [2010] No. 75, issued by the SAT on July 27, 2010 

  Article 4(1), 274 n 9  
  Article 5(1), 276 n 13  
  Article 5(3)(i), 278 n 14  
  Article 5(3)(ii)(1), 278 n 15  
  Article 5(3)(ii)(2), 278 n 16  
  Article 5(3)(ii)(3), 278 n 17  
  Article 5(3)(ii)(4), 278 n 18  
  Article 5(4), 281 nn 19–20  
  Article 5(5), 282 n 21  
  Article 5(6), 283 n 22  
  Article 5(7), 284 n 23  
  Article 10(2)(i), 289 n 27  
  Article 10(2)(ii), 289 n 26  
  Article 10(3), 289 n 29  
  Article 13(4), 296 n 53  
  Article 13(5), 297 n 58   



Table of Authorities 497

  Provisional Measures on Administration of Supervision of Aduit of Important Tax Violation Cases, 
Guo Shui Fa [2010] No. 103, issued by the SAT on November 1, 2010 and eff ective on 
January 1, 2011 

  Article 2, 388 n 7  
  Article 5, 388 n 8   

  Guo Shui Han:  
  Notice on the Income Tax Treatment Issue Concerning the Equity Transfer for Foreign Enterprises 

and Foreign Invested Enterprises, Guo Shui Han [1997] No. 207, issued by the SAT on April 17, 
1997 and eff ective till December 31, 2008, 173 n 77  

  Reply on the Issue of No Business Tax on Transfer of Entire Business, Guo Shui Han [2002] No. 165, 
issued by the SAT on February 21, 2002, 201 n 132  

  Reply on the Issue of No VAT on Transfer of Entire Business, Guo Shui Han [2002] No. 420, issued 
by the SAT on May 17, 2002, 199 n 127  

  Notice on Clarifi cation of Implementation Period for Adjusting Residual Value Percentage of Fixed 
Assets for Enterprises, Guo Shui Han [2005] No. 883, issued by the SAT on September 14, 2005, 
123 n 10  

  Reply on Tax Issues Concerning the Provision of IT Maintenance Support and Consulting Services 
by Foreign Enterprises, Guo Shui Han [2005] No. 912, issued by the SAT on September 25, 
2005, 57 n 59  

  Notice on the Interpretation of Certain Articles of Double Taxation Agreement between the 
Governments of China and Mexico and Its Protocol, Guo Shui Han [2007] No. 131, issued by 
the SAT on January 28, 2007 

  Article 5, 294 n 43   
  Notice on the Interpretation and Implementation of Certain Articles of the Arrangement between 

the Mainland of China and the Hong Kong Administration Region for the Avoidance of 
Double Taxation and the Prevention of Fiscal Evasion with respect to taxes on Income, Guo 
Shui Han [2007] No. 403, issued by the SAT on April 4, 2007 

  Article 7, 294 n 45, 296 n 54  
  Article 14, 294 n 46   

  Reply on the Issues Concerning Late Payment Charge on Provisional Tax Payment For Tax Filing 
on Extended Date, Guo Shui Han [2007] No. 753, issued by the SAT on July 10, 2007, 
379 n 55  

  Operational Guidelines for Taxpayers Concerning Tax-related Matters, issued as appendix to the 
Notice on the Relevant Issue Concerning Cleaning up, Simplifying, and Combining Tax-related 
Materials Submitted by Taxpayers, Guo Shui Han [2007] No. 1077, issued by the SAT on 
November 2, 2007, 369 n 8  

  Outlines for Promotion of the New Corporate Income Tax Law, Guo Shui Han [2008] No. 159, 
issued by the SAT on February 5, 2008 

  Article 5, 15 n 11   
  Notice on the Issue of Exclusion of Non-resident Enterprises from the Application of Preferential 

Corporate Income Tax Policies for Small-scale Enterprises with Low Profi tability, Guo Shui 
Han [2008] No. 650, issued by the SAT on July 3, 2008, 32 n 6  

  Notice on the Relevant Issues Concerning the Implementation of the Second Protocol of the 
Arrangement between the Mainland of China and the Hong Kong Administration Region for 
the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with respect to taxes on 
Income, Guo Shui Han [2008] No. 685, issued by the SAT on July 19, 2008 

  Article 2, 295 n 49  
  Article 3, 296 n 55   



498  Table of Authorities

  Notice on Certain Issues Concerning Revenue Recognition for Corporate Income Tax Purposes, 
Guo Shui Han [2008] No. 875, issued by the SAT on October 30, 2008 

  Article 1(1), 45 n 8  
  Article 1(2), 45 n 9  
  Article 1(3), 46 n 10  
  Article 1(4), 46 n 11  
  Article 1(5), 46 n 12  
  Article 2(1), 47 n 19  
  Article 2(2), 48 n 20  
  Article 2(3), 48 n 21  
  Article 2(4), 48 n 22  
  Article 3, 46 n 13   

  Notice on Withholding Tax Issues Concerning Dividends Paid by a Resident Enterprise to 
Nonresident Enterprise H Shareholders, Guo Shui Han [2008] No. 897, issued by the SAT on 
November 6, 2008, 53 n 40, 362 n 29  

  Notice on Relevant Issues Concerning the Examination and Approval Procedure for Tax Exemption 
on the Representative Offi  ces Established by Foreign Governments and Other Organizations 
within China, Guo Shui Han [2008] No. 945, issued by the SAT on November 21, 2008, 30 n 48  

  Notice on Strengthening Administration of Withholding Tax on Interest Income Derived by 
Non-resident Enterprises from China, Guo Shui Han [2008] No. 955, issued by the SAT on 
November 24, 2008 

  Article 1, 349 n 24  
  Article 2, 349 n 25   

  Notice on Issues concerning Deduction of Salaries and Wages and Employee Benefi ts of Enterprises, 
Guo Shui Han [2009] No. 3, issued by the SAT on January 4, 2009 and eff ective on January 1, 
2008 

  Article 1, 67 n 12  
  Article 2, 67 n 13, 69 n 20, 70 n 25, 71 n 28  
  Article 3, 68 n 19  
  Article 4, 69 n 21   

  Notice of the SAT Concerning Corporate Income Tax Issues on Dividends Paid by Resident 
Enterprises to QFII, Guo Shui Han [2009] No. 47, issued on January 23, 2009, 51 n 29, 52 n 36, 
54 n 45  

  Notice on the Relevant Issues of the Application of Dividend Article of Double Taxation 
Agreements, Guo Shui Han [2009] No. 81, issued by the SAT on February 20, 2009 

  Article 3, 289 n 25  
  Article 4, 289 n 28   

  Notice on Relevant Administrative Issues Concerning Simplifi ed VAT Collection Methods, Guo 
Shui Han [2009] No. 90 issued by the SAT on February 25, 2009 and eff ective on January 1, 
2009, 198 n 120, 199 n 126  

  Notice on Several Issues Concerning the Transition of Corporate Income Tax, Guo Shui Han [2009] 
No. 98, issued by the SAT on February 27, 2009 

  Article 1, 123 n 11  
  Article 9, 132 n 48   

  Reply on the Issue of Input Tax Credit on the Claw-back of VAT Exemption as a Result of Early 
Termination of Customs Supervision Period, Guo Shui Han [2009] No. 158, issued by the SAT 
on March 30, 2009, 199 n 123  

  Notice on Tax Treatments of Certain Items in Implementation of Corporate Income Tax, Guo Shui 
Han [2009] No. 202, issued by the SAT on April 21, 2009, 71 n 31, 84 n 77  



Table of Authorities 499

  Notice of Relevant Issues of Corporation Income Tax Exemption and Reduction in Relation to 
Technology Transfer, Guo Shui Han [2009] No. 212, issued by the SAT on April 24, 2009 and 
eff ective from January 1, 2008 

  Article 1, 212 n 36  
  Article 2, 212 n 37  
  Article 3, 213 n 38  
  Article 4, 213 n 39   

  Notice on Certain Issues Concerning the Collection and Administration of Corporate Income Tax 
for Enterprises that Have Branches in Multiple Regions and File Consolidated CIT Returns, 
Guo Shui Han [2009] No. 221, issued by the SAT on April 29, 2009 and eff ective on January 1, 
2009 

  Article 1, 373 n 23  
  Article 4, 375 n 31   

  Reply on Issues Concerning the Tax Deduction of Interest Expenses Due to Failure of Corporate 
Investors to Contribute Capital, Guo Shui Han [2009] No. 312, issued by the SAT on June 4, 
2009, 76 n 47  

  Notice of Deduction of Reinsurance Claims for Corporate Income Tax Purposes, Guo Shui Han 
[2009] No. 313, issued by the SAT on June 4, 2009, 93 n 123  

  Reply on the Issue of Time Limitation for Recovery of Tax Due to Failure to File Tax Returns, Guo 
Shui Han [2009] No. 326, issued by the SAT on June 15, 2009, 382 n 69  

  Reply on the Issue Concerning Income Tax Exemption on Consideration in Assets or Debt 
Forgiveness Received by Listed Companies in Split-Share Structure Reform, Guo Shui Han 
[2009] No. 375, issued by the SAT on July 13, 2009, 63 n 83  

  Notice on Certain Issues Concerning the Assessment of Corporate Income Tax on a Deemed Basis, 
Guo Shui Han [2009] No. 377, issued by the SAT on July 14, 2009 and eff ective on 
January 1, 2009 

  Article 1, 33 n 9  
  Article 2, 35 n 13   

  Reply on the Corporate Income Tax Issue Concerning Dividends on B Shares and Other Shares 
Received by Nonresident Enterprises, Guo Shui Han [2009] No. 394, issued by the SAT on July 
24, 2009, 53 n 39–40, 362 n 29  

  Notice on the Relevant Issues of the Application of Royalty Article of Double Taxation Agreements, 
Guo Shui Han [2009] No. 507, issued by the SAT on September 14, 2009 and eff ective on 
October 1, 2009 

  Article 1, 290 n 30  
  Article 2, 290 n 31  
  Article 3, 290 n 32  
  Article 4, 290 n 33  
  Article 5, 56 n 56, 291 n 34  
  Article 6, 291 n 35  
  Article 7, 292 n 39   

  Reply on Certain Issue of Corporate Income Tax Incentive for synergistic utilization of 
resources, Guo Shui Han [2009] No. 567, issued by the SAT on October 10, 2009, 
209 n 24  

  Reply on the Issue of Value-added Tax Policy on Asset Reorganization of Taxpayers, Guo Shui Han 
[2009] No. 585, issued by the SAT on October 21, 2009, 200 n 128  

  Notice on Interpretation and Determination of “Benefi cial Owner” under Tax Treaties, Guo Shui 
Han [2009] No. 601, issued by the SAT on October 27, 2009, 274 n 12  



500  Table of Authorities

  Notice on Strengthening the Administration of Corporate Income Tax Concerning Equity Transfer 
for Non-resident Enterprises, Guo Shui Han [2009] No. 698, issued by the SAT on December 
10, 2009 and eff ective on January 1, 2008 

  Article 1, 51 n 30, 191 n 106  
  Article 3, 139 n 17, 360 n 21  
  Article 4, 140 n 18  
  Article 5, 191 n 104  
  Article 6, 191 n 105  
  Article 8, 195 n 107   

  Notice on the Issue Concerning Corporate Income Tax Treatment of Prior Asset Losses that Have not 
Been Deducted, Guo Shui Han [2009] No. 772, issued by the SAT on December 31, 2009, 95 n 132  

  Notice on the Issue of Deduction of Interest Expenses on Loans from Individuals for Corporate 
Income Tax Purpose, Guo Shui Han [2009] No. 777, issued by the SAT on December 31, 2009, 
76 n 48  

  Notice on the Implementation of Relevant Articles of Double Taxation Agreement, Guo Shui Han 
[2010] No. 46, issued by the SAT on January 26, 2010 

  Article 1, 291 n 36  
  Article 2, 291 n 37  
  Article 3, 291 n 38   

  Notice on Certain Tax Policies on the Implementation of Corporate Income Tax Law, Guo Shui Han 
[2010] No. 79, issued by the SAT on February 22, 2010 

  Article 1, 54 n 50  
  Article 3, 139 n 15  
  Article 4, 52 n 33  
  Article 5, 122 n 6  
  Article 6, 66 n 7  
  Article 7, 132 n 49  
  Article 8, 71 n 32   

  Notice on Relevant Corporate Income Tax Policy Concerning Newly Established Culture Enterprise, 
Guo Shui Han [2010] No. 86, issued by the SAT on March 2, 2010, 234nn111  

  Notice on the Collection and Administration of Corporate Income Tax for Construction Enterprises 
Operating in Multiple Regions, Guo Shui Han [2010] No. 156, issued by the SAT on April 19, 
2010 and eff ective on January 1, 2010, 375 n 33 

  Article 2, 375 n 34  
  Article 3, 375 n 35  
  Article 4, 376 n 36  
  Article 5, 377 n 44  
  Article 6, 376 n 37  
  Article 7, 376 n 38, 378 n 45  
  Article 8, 376 n 39   

  Notice of the Issue of Bad Debt Deduction for Telecomm Enterprises, Guo Shui Han [2010] No. 196, 
issued by the SAT on May 12, 2010, 100 n 149  

  Notice of the Conditions for Recognition of Completion of Product Development for Real Estate 
Development Enterprises, Guo Shui Han [2010] No. 201, issued by the SAT on May 12, 2010, 
58 n 68 

  Article 2, 62 n 81   
  Notice of Issues on the Withholding of Enterprise Income Tax on Interest Income Derived from 

China by Bank Branches Outside China, Guo Shui Han [2010] No. 266, issued by the SAT on 
June 2, 2010 

  Article 2, 292 n 40   



Table of Authorities 501

  Supplemental Notice on Relevant Issues Concerning Administrative Measures for Claims for Tax 
Treaty Benefi ts by Non-residents (Trial Implementation), Guo Shui Han [2010] No. 290, issued 
by the SAT on June 21, 2010 

  Article 3, 312 n 82   

   Other SAT Circulars   
  Reply on Tax Issues Concerning Fees for the Right to Use Computer Soft  ware Derived by Foreign 

Enterprises, Guo Shui Han Fa [1994] No. 304, issued by the SAT on June 14, 1994, 56 n 58  
  Notice on the succession of tax treaty between China and former Czechoslovak Socialist Republic by 

Czech Republic and Slovak Republic, Guo Shui Fa Zi [1993] No. 68, issued by the SAT on April 
1, 1993, 269 n 3, 271 n 4  

   AUTHORITIES ISSUED BY THE MOF AND/OR THE SAT WITH OTHER 
AGENCIES   

  Administrative Measures for Foreign Invested Venture Capital Investment Enterprises, Order of the 
Ministry of Foreign Trade and Economic Cooperation, the Ministry of Science and Technology, 
the State Administration for Industry and Commerce, the SAT and the State Administration 
of Foreign Exchange [2003] No. 2, issued by the Ministry of Foreign Trade and Economic 
Cooperation, the Ministry of Science and Technology, the State Administration for Industry 
and Commerce, the SAT and the State Administration of Foreign Exchange on January 30, 2003 
and eff ective on March 1, 2003, 226, 226 n 89  

  Measures for the Administration of Insurance Protection Fund, Order of the China Insurance 
Regulatory Commission [2008] No. 2, issued by the China Insurance Regulatory Commission, 
the MOF and the People’s Bank of China on September 11, 2008 

  Article 3, 91 n 113  
  Article 6, 91 n 114  
  Article 14, 91 n 115, 92 n 118  
  Article 15, 92 n 119   

  Measures of the Operations of Clean Development Mechanism Projects, Order of NDRC, the 
Ministry of Science and Technology, the Ministry of Foreign Aff airs, and the MOF [2005] No. 
37, issued by National Development and Reform Commission, the Ministry of Science and 
Technology, the Ministry of Foreign Aff airs, and the MOF on October 12, 2005 and eff ective on 
October 12, 2005 

  Article 11, 227 n 95  
  Article 24, 228 n 96   

  Provisional Measures for the Administration of Venture Capital Investment Enterprises, 
Order of NDRC [2005] No. 39, approved by the State Council on September 7, 2005, 
and jointly issued by the National Development and Reform Commission, the Ministry 
of Science and Technology, the MOF, the Ministry of Commerce, the People’s Bank of 
China, the SAT, the State Administration for Industry and Commerce, the China 
Banking Regulatory Commission, the China Securities Regulatory Commission 
and the State Administration of Foreign Exchange, and eff ective on March 1, 
2006, 226, 226 n 88  

  Recognition of High and New Technology Enterprises and the Catalog of High and New 
Technology Areas Eligible for Key Support from the State (the “High-Tech Catalog”), Guo Ke 
Fa Huo [2008] No. 172, issued by the Ministry of Science and Technology, the MOF and the 
SAT on April 14. 2008, 213, 220, 213 n 42, 226, 226 n 90, 437 



502  Table of Authorities

  Article 2, 214 n 44  
  Article 10(1), 214n, 45, 214 nn 47–48  
  Article 10(2), 214 n 50  
  Article 10(3), 215 n 52  
  Article 10(4), 215 n 54  
  Article 10(5), 215 n 50  
  Article 11(1), 219 n 64, 220 n 65  
  Article 11(2), 220 n 66  
  Article 11(3), 221 n 67  
  Article 11(4), 221 n 68  
  Article 12, 221 n 69   

  Administrative Working Guidelines of the Recognition of High and New Technology 
Enterprises (the “Working Guidelines”), Guo Ke Fa Huo [2008] No. 362, issued by the Ministry 
of Science and Technology, the MOF and the SAT on July 8, 2008, 213 n 43, 219, 220, 226, 226 n 90 

  Article 1, 219 n 63  
  Article 2(1)(1), 219 n 64  
  Article 2(1)(2), 220 n 65  
  Article 2(1)(3), 220 n 66  
  Article 2(1)(4), 221 n 67  
  Article 2(1)(5), 221 n 68  
  Article 5(1), 214 n 46, 214 n 49  
  Article 5(2), 215 n 53  
  Article 5(3), 215 n 51  
  Article 4(1), 216 n 55  
  Article 4(2), 216 n 56  
  Article 6, 216 n 57  
  Article 6(1), 216 n 58  
  Article 6(2)(1), 217 n 59  
  Article 6(2)(2), 217 n 60  
  Article 6(2)(3), 218 n 61  
  Article 6(2)(4), 219 n 62   

  Notice on Relevant Issues Concerning the Submission of Tax Certifi cates for Foreign Exchange 
Payment for Services and Other Items, Hui Fa [2008] No. 64, issued by the State Administration 
of Foreign Exchange and the SAT on November 25, 2008 and eff ective on January 1, 2009 

  Article 1, 352 n 40  
  Article 2, 352 n 40   

  Notice on Issuing the Provisional Measures on Administration of Abandonment of Off shore Oil and 
Gas Production Facilities, Fa Gai Neng Yuan [2010] No. 1305, issued by National Development 
and Reform Commission, National Energy Bureau, the MOF, the SAT, and State Oceanic 
Administration on June 23, 2010, 129, 129 n 34 

  Article 7, 129 n 35  
  Article 14, 130 n 36  
  Article 15, 130 n 37  
  Article 18, 130 n 38   

  Notice on Further Clarifi cation of the Submission of Tax Certifi cate for Remittance in Foreign Exchanges 
for Services and Other Projects, Hui Fa [2009] No. 52, issued by the State Administration of Foreign 
Exchange and the SAT on November 6, 2009 and eff ective on November 6, 2009 

  Article 3, 353 n 41  
  Article 5, 353 n 42  



Table of Authorities 503

  Article 6, 353 n 42   
  Administrative Measures for Recognition of Animation Enterprises (Trial implementation), Wen Shi 

Fa [2008] No. 51, issued by the Ministry of Culture, the MOF and the SAT on December 18, 
2008 and eff ective on January 1, 2009 

  Article 4, 224 n 80  
  Article 5, 224 n 81  
  Article 10, 224 n 82  
  Article 6, 225 n 84  
  Article 7, 225 n 85  
  Article 11, 225 n 83  
  Article 14, 225 n 86   

  Measures of Administration on Securities Settlement Risk Fund, Zheng Jian Fa [2006] No. 65, issued 
by China Securities Regulatory Commission and the MOF on June 16, 2006, 89 n 102, 90 n 104  

   OTHER AUTHORITIES   

  Minutes of Courts of Nation-wide on the Discussions on the Trials of Financial Crime Cases, Issued 
by the Supreme Court by Nation-wide Courts, Fa [2001] No. 8, issued by the Supreme Court of 
the PRC on January 21, 2001, 382 n 65  

  Interpretations on Certain Issues Concerning the Enforcement of the PRC Administrative 
Procedures, Fa Shi [2000] No. 8, issued by the Supreme People’s Court on March 8, 2000 and 
eff ective on March 10, 2000 

  Article 8, 399 n 64  
  Article 55, 401 n 82  
  Article 56, 401 n 83  
  Article 84, 4041 n 95   

  Detailed Rules for the Implementation of Law of Sino-foreign Cooperative Joint Ventures, Approved 
by the State Council on 7 August 1995 and Promulgated by the Ministry of Foreign Trade and 
Economic Cooperation as Order No. 6 on September 4, 1995 

  Article 48, 355 n 4  
  Article 50, 15 n 10  
  Article 54, 16 n 12   

  Measures for Mergers and De-mergers of Foreign Invested Enterprises, Wai Jing Mao Fa Fa [1999] 
No. 395, issued by Ministry of Foreign Trade and Economic Cooperation and the State 
Administration for Industry and Commerce on September 23, 1999, amended in accordance 
with the Oder of the Ministry of Foreign Trade and Economic Cooperation and the State 
Administration for Industry and Commerce on November 22, 2001 

  Article 4, 185 n 99   
  Reply on the Scope of Entrusted Loans, Yin Tiao Fa [1997] No. 41, issued by the People’s Bank of 

China on July 4, 1997, 109 n 179  
  Provisional Measures on Administration of Stock Exchange Risk Fund, Zheng Jian Fa [2000] No. 

22, issued by China Securities Regulatory Commission on April 4, 2000 and invalidated and 
replaced by Measures on Administration of Stock Exchange Risk Fund, Zheng Jian Fa Lu Zi 
[2007] No. 5 issued by China Securities Regulatory Commission on March 6, 2007, 89 n 100  

  Administrative Measures for Exemption or Reduction of Tax on Import and Export of Goods, Order 
of General Administration of Customs No. 179, issued by General Administration of Customs 
on December 29, 2008 

  Article 49, 198 n 121   



504  Table of Authorities

  Administrative Measures for the Examination and Approval of Representative Offi  ces of Foreign Air-
transport Enterprises, Order of Civil Aviation Administration of China [2006] No. 165, issued 
by Civil Aviation Administration of China on April 3, 2006, 30 n 50  

  Detailed Implementing Rules Governing the Examination, Approval and Administration of 
Representative Offi  ces of Foreign Enterprises, Order of Ministry of Foreign Trade and 
Economic Cooperation [1995] No. 3, issued by of the former Ministry of Foreign Trade and 
Economic Cooperation on February 13, 1995 

  Article 4, 28 n 41         



505

  Absorption merger,   144–46 ,  162  
  Accounting Standard for Business 

Enterprises,   77  
  Acquisition, fi nancing 

  debt, at parent level,   189–90  
  debt, at subsidiary level,   188–89   

  Actual profi t method,   28 ,  29 ,  39  
  Actual revenue and deemed profi t method,   37 , 

 41–42  
  Administrative appeal,   394–98  
  Advanced technology services,   229–32  
  Advertising expenses,   48 ,  83–84  
  Amortization.  See  Depreciation and 

amortization  
  Animation enterprises,   223–25  
  Appeal,   394–98  
  Arm’s-length principle,   73–74 ,  141 ,  317 , 

 323 ,  340  
  Art performances,   49  
  A-shares,   50  
  Assessment Form for Collection of Corporate 

Income Tax on Deemed Basis,   35  
  Asset acquisition,   135 ,  141–44 ,  152 ,  170 ,  181  
  Asset loss 

  approved loss,   94–96  
  auction proceeds loss,   105  
  bad debt loss,   99–100  

  bad loan, loss on,   106–9  
  cash loss,   98  
  construction loss,   103–4  
  credit card loss,   109–10  
  deposit loss,   98–99  
  equity investment loss,   111–12  
  evidence,   96–98  
  fi xed asset loss,   102–3  
  guarantee, loss on,   112  
  inventory loss,   100–102  
  managed investment loss,   112  
  non-deductible loss,   112–13  
  productive biological assets 

loss,   104–5  
  self-claimed loss,   95  
  student loan, loss on,   110   

  Bankruptcy,   97 ,  98 ,  99 ,  106 ,  107 ,  109 ,  111 , 
 355 ,  370  

  Banquet services,   49  
  Barter trade,   47 ,  49  
  Biological assets and depreciation,   126–27  
  Bonded warehousing arrangement,   24–26  
  Boot,   168–69  
  B-shares,   50  
  Business tax,   40 ,  42–43 ,  51 ,  113 ,  200–201 ,  351 , 

 366 ,  367  

                                 Index                   



506  Index

  Capital expenditures,   65  
  Capital gains,   292–302  
  Cash discount,   46  
  Cash out minority interest,   164 ,  171  
  Categorized allocation principle,   116  
  Certifi ed emission reductions (CERs),   227  
  Charitable contributions,   79 ,  81 ,  82  
  China-sourced guarantee fee,   54  
  Chinese laws, enterprises under 

  domestic companies,   14  
  foreign invested enterprises,   15–16  
  nonprofi t organizations,   18–19  
  partnership,   16–18   

  City maintenance and construction tax,   37–38 , 
 41 ,  201  

  Commission expenses,   93–94  
  Common facilities and deductions,   114  
  Company law,   14 ,  84 ,  136 ,  144 ,  148  
  Construction and installation costs,   117  
  Construction area method,   118  
  Construction budget method,   118  
  Contract processing arrangement,   23–24 ,  25  
  Controlled foreign corporation 

  defi nition,   262–63  
  deemed dividend,   263  
  inclusion of undistributed profi ts,   263–64   

  Cooperative joint ventures, Chinese-foreign,   15  
  Corporate income tax system 

  early system of New China,   8  
  multiple tax systems in early years of reform,  

 9–10  
  tax reform of 2007 ,  11–12  
  tax reforms of 1991 and 1993 ,  10–11   

  Cost plus method,   28 ,  29 ,  37 ,  39–41 ,  323–24  
  Credit carryover,   140 ,  141 ,  255  
  Cross-border reorganization,   172 ,  177–78 

  other situations,   177–78  
  outbound transfer,   175–77  
  transfer of equity of resident enterprise, 

between nonresidents,   173–74  
  transfer of equity of resident enterprise, from 

nonresident to resident,   174–75   
  Culture enterprises,   234–35  
  Customs duty,   204  

  Debt restructuring,   134 ,  137–38 ,  155–57 ,  179–80 
  income,   62   

  Debt to equity ratio,   72–74 ,  188 ,  342  
  Deductions,   65 

  advertising expenses,   83–84  
  asset loss,   94–113  
  commission expenses,   93–94  
  common facilities,   114  
  dividends,   84–85  
  donations,   79–82  
  entertainment expenses,   71  
  fi nancial charges and commission,   115  
  foreign exchange losses,   84  
  interest expenses,   71–76  
  inventories,   66  
  leasing expenses,   78  
  maintenance costs,   113–14  
  management fees,   78–79  
  net operating loss,   119–20  
  penalties,   85  
  provisions,   85–93  
  of reinsurance claims,   93  
  research and development expenses,   77  
  sponsorship expenses,   82–83  
  staff  expenses,   66–71  
  tax basis calculation,   115–19  
  taxes,   120   

  Deed tax,   202–3  
  Deemed credit method,   258–59  
  Deemed profi t rate and deemed CIT 

  application of,   36  
  foreign representative offi  ce,   39–42  
  non-resident enterprise,   36–38 ,  42–43  
  resident enterprise,   33–36   

  Default category and representative 
offi  ces,   29  

  De-merger,   135 ,  146–51 ,  152 ,  165–68 ,  171–72 ,  182 , 
 185–86  

  Depreciation and amortization,   121 
  abandon costs,   129–30  
  accelerated depreciation,   124–26  
  biological assets,   126–27  
  depreciation method,   123–24 ,  128  
  development expenses,   128  
  expenses of acquisition of exploration 

rights,   127  
  exploration expenses,   127–28  
  fi xed assets,   121–26  
  intangibles,   130–31  
  long-term deferred expenses,   131–32  
  pre-operating expenses,   132  
  recovery periods,   123  
  tax basis,   122   



Index  507

  Diff erentiated based on cost principle, 
determination of cost objects,   116  

  Diff erentiated based on function principle, 
determination of cost objects,   116  

  Diff erentiated based on pricing principle, 
determination of cost objects,   116  

  Direct cost method,   118  
  Dividend,   285–89 

  deductions,   84–85  
  paid between resident enterprises,   52  
  received by non-resident enterprises,   52–53   

  Donation,   57–58 
  deductions,   79–82  
  made to qualifi ed recipient,   57 ,  81  
  qualifi ed public welfare social 

organization,   79–81  
  received,   57–58   

  Double income tax treaties,   30 ,  266–316  
  Double-declining balance method,   125  

  Education surcharge,   37–38 ,  201 ,  366  
  Eff ective management,   20 ,  22  
  Enterprise bankruptcy law,   355  
  Enterprise income tax (EIT) regulations,   10 ,  11 , 

 82 ,  187  
  Enterprise reorganization,   133–204 

  acquisition, fi nancing,   188–90  
  asset acquisition,   193–94  
  assets in enterprise formation,   187–88  
  business tax,   200–201  
  city maintenance and construction tax,   201  
  cross-border reorganization.  See  Cross-border 

reorganization  
  customs duty,   204  
  deed tax,   202–3  
  education surcharge,   201  
  global merger with direct China subsidiaries,  

 192  
  global merger with indirect China 

subsidiaries,   192–93  
  indirect transfer of resident enterprise by 

non-resident enterprise,   190–91  
  land appreciation tax,   202  
  ordinary reorganizations.  See  ordinary 

reorganizations  
  parties to reorganization and date,   135–36  
  reorganization classifi cation,   134–35  
  special reorganization.  See also  Special 

reorganization  

  stamp duty,   203  
  stock acquisition,   138–41 ,  157–59 ,  194–95  
  tax incentives prior to transactions,   183–86  
  value added tax,   195–200   

  Entertainment expenses,   40 ,  71  
  Equity investment,   73  
  Equity joint ventures, Chinese-foreign,   15  
  Established merger, new,   163  
  Exchange Risk Fund,   89  
  Expenditure plus method,   37  
  Exploration expenses,   127–28  

  Financial charges and commission,   115  
  Fixed asset 

  depreciation and amortization,   121–26  
  loss,   102–3   

  Foreign airlines in China and representative 
offi  ces,   30  

  Foreign exchange loss,   84  
  Foreign Invested Enterprises and Foreign 

Enterprises (FEIT Law),   10–11 ,  52 ,  54 ,  55 , 
 57 ,  78 ,  140  

  Foreign Investment Commercial Enterprise 
(FICE),   16  

  Foreign Investment Holding Company,   16  
  Foreign principal,   23 ,  25  
  Foreign private equity funds,   22  
  Foreign registered companies,   20–22  
  Foreign representative offi  ces,   27 

  actual profi t method,   28 ,  29 ,  39  
  actual revenue and deemed profi t method,  

 37 ,  41–42  
  cost plus method,   28 ,  29 ,  37 ,  39–41  
  exempted,   28   

  Foreign tax credit,   241 ,  245 
  computation of credit,   242–45 ,  251–54  
  controlled foreign corporation,   262–64  
  creditable taxes,   245–47  
  direct,   247  
  documentation for claiming,   261–62  
  eligible foreign company,   248–51  
  indirect,   248–54  
  limitations,   254–58  
  simplifi ed method,   258–60  
  sparing tax credit,   260–61  
  tiers of subsidiary,   248–50   

  Futures Company Risk Fund,   90  
  Futures Exchange Risk Fund,   90  
  Futures Investor Protection Fund,   90–91  



508  Index

  Gain on transfer of property,   49–51  
  General anti-avoidance,   153 ,  177 ,  241 ,  264–65  
  Goodwill,   131 ,  141 ,  143  
  Government offi  ces, circulars jointly issued 

with,   8  
  Government subsidy,   19 ,  63  
  Guarantee fees,   54  

  High and new technology enterprises,   213–21 , 
 226 ,  237 ,  238  

  Indirect development costs,   117  
  Individual income tax,   16  
  Industry and commerce tax,   8 ,  10  
  Infrastructure construction costs,   117  
  Installation service fees,   48  
  Intangibles and depreciation,   130–31  
  Interest,   53–54 ,  71–76 ,  285–89 

  expense deductions,   71–76  
  for non-resident enterprises,   54  
  for resident enterprises,   53–4  
  from state treasury debts,   54  
  thin capitalization,   72 ,  75–76   

  Inventory,   24 ,  45 ,  60 ,  66 ,  100–102 ,  120 ,  143 , 
 196 ,  199  

  Issuing stock, merger without,   164  

  Joint stock limited companies,   14  

  Labour union fund,   69–70  
  Land acquisition fee and relocation 

compensation,   116–17  
  Land appreciation tax,   113 ,  202  
  Land area method,   117–18  
  Large Enterprise Administration Department,   8  
  Law of Administration of Tax Collection,   265 , 

 317 ,  344 ,  380 ,  382 ,  385 ,  387  
  Law of Administrative Procedures,   310  
  Law of the PRC Concerning Sino-Foreign 

Cooperative Joint Ventures,   9  
  Law of the PRC Concerning Wholly Foreign 

Owned Enterprises,   9 ,  16 ,  85  
  Law of the PRC on Ethnic Regional 

Autonomy,   239  
  Law of the PRC on Safeguard of Disabled 

Persons,   233  
  Leasing expenses,   78  
  Legal form change and reorganization,   134 , 

 136–37 ,  151  

  Legal-person shares,   63  
  Licensing fees,   49 ,  56  
  Limited liability companies,   14 ,  15  
  Liquidation,   106–7 ,  109–12 ,  136–37 ,  142 ,  144 , 

 354–55 
  of company shares traded on stock exchanges,  

 362–63  
  tax withholding on,   361–62  
  tax year,   356  
  treatment to liquidating company,   357–59  
  treatment to shareholders,   359–61   

  Litigation 
  administrative compensation,   404  
  enforcement of judgment,   403–4  
  judicial system,   398  
  petition for review,   402–3  
  procuratorate,   403  
  trial in fi rst instance,   398–401  
  trial in second instance,   401   

  Long-term deferred expenses,   131–32  
  Loss carryover,   57 ,  62 ,  120 ,  138 ,  142 ,  146 ,  148 , 

 161–62 ,  166 ,  167 ,  243 ,  358  

  Maintenance costs,   113–14  
  Management fees,   78–79  
  Membership fees,   49  
  Mergers and acquisitions.  See  Enterprise 

reorganization  

  Net operating losses,   119–20 ,  138 ,  358  
  Non-monetary revenue,   44  
  Nonprofi t organizations,   18–19 

  exempted revenue of a qualifi ed,   19   
  Non-resident enterprises,   22 ,  31 ,  78 ,  139–40 , 

 377 ,  379 
  establishment and place of business under 

domestic law,   23–24  
  with establishment in China, and deemed 

profi t rate and CIT,   36–38  
  permanent establishment under tax treaty,  

 24–26  
  production sharing contract, for oil and gas 

projects,   26  
  receiving income from China, but not in 

China,   26–27  
  representative offi  ces in China,   27–30 ,  39–42  
  withholding tax for,   52 ,  54–55 ,  56 ,  142 ,  348  
  without establishment in China,   42–43   

  Non-tradable shares,   63  



Index  509

  Off shore holding companies,   20 ,  22  
  Oil and gas enterprise, and depreciation and 

amortization,   127–30  
  Open door policy,   9  
  Ordinary reorganization, 134.  See also  

Enterprise reorganization 
  asset acquisition,   141–44  
  change of legal forms of enterprise,   136–37  
  de-merger,   146–51  
  documentation and fi ling requirements,  

 151–53  
  enterprise debt restructuring,   137–38  
  fi ling for change of legal form,   151  
  fi ling for debt restructuring,   151–52  
  fi ling for de-merger,   152–53  
  fi ling for merger,   152  
  fi ling for stock or asset acquisition,   152  
  merger,   144–46  
  stock acquisition,   138–41   

  Outbound transaction,   175–77 ,  182–83  
  Overseas China-funded enterprises,   20–21  
  Overseas holding companies,   21  

  Partnership,   15 ,  16–18 ,  136 ,  151 ,  356 
  partners’ income of,   16–17   

  Penalties 
  administrative,   380–81  
  criminal,   381–82  
  deductions,   85   

  Pension,   68  
  Percentage of-completion method,   47  
  Permanent establishment,   24–26 ,  314 

  authority to conclude contracts,   282–83  
  construction worksite, assembly, installation,  

 277–78  
  defi nition,   276–77  
  independent agent,   283–84  
  parent and subsidiary relationship,   284–85  
  preparatory and auxiliary activities,   280–82  
  provision of services,   278–80   

  PRC Chinese-Foreign Cooperative Joint 
Venture Law,   15  

  PRC Chinese-Foreign Equity Joint Venture 
Law,   15  

  PRC Law of Administrative Procedures,   398  
  PRC Partnership Law,   16 ,  17  
  PRC Sino-Foreign Joint Venture Law,   9 ,  85  
  Pre-construction costs,   117  
  Pre-operating expenses,   132  

  Profi le split method,   325–26  
  Profi t distribution,   52  
  Promotional expense,   83–84  
  Provision and reserves,   85 

  agricultural crop insurance,   92–93  
  bad debt loss,   99–100  
  credit guarantee company,   88–89  
  Exchange Risk Fund,   89  
  Futures Company Risk Fund,   90  
  Futures Exchange Risk Fund,   90  
  Futures Investor Protection Fund,   90–91  
  insurance protection fund,   91–92  
  life insurance reserve,   92  
  loan loss,   86–88  
  long-term health insurance reserve,   92  
  securities company,   89–91  
  Securities Investors Protection Fund,   90  
  Securities Settlement Risk Fund,   89–90  
  unearned premium reserve,   92   

  Provision of services,   47 
  advertising fees,   48  
  art performances,   49  
  banquet services,   49  
  installation service fees,   48  
  licensing fees,   49  
  membership fees,   49  
  percentage of completion,   47  
  routine service fees,   49  
  service fees,   49  
  soft ware fees,   49   

  Public facilities costs, supporting,   117  

  Qualifi ed foreign institutional investors 
(QFII),   50–51  

  Real estate development 
  commission,   115  
  common facilities,   114  
  cooperative housing development,   61  
  fi nancial charges,   115  
  income,   58–62  
  maintenance costs,   113–14  
  tax basis calculation,   115–19   

  Reasonable expenses,   65  
  Reinsurance claims,   93  
  Related expenses,   65  
  Related party debt to equity ratio,   72 ,  73  
  Rental income,   54–55  
  Reorganization.  See individual entries   
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  Resale price method,   323  
  Research and development (R&D) 

  expenses,   77 ,  215–16  
  management practices,   218   

  Resident enterprises,   139 ,  377 
  deemed basis method for,   33–36  
  domestic companies,   14  
  foreign invested enterprises,   15–16  
  under foreign laws,   20–22  
  nonprofi t organizations,   18–19  
  partnership,   16–18   

  Revenue expenditures,   65  
  Reverse merger,   162 ,  189  
  Routine service fees,   49  
  Routine tax audit,   386  
  Royalties,   55 ,  285–92 

  computer soft ware,   56–57  
  vs. service fee,   56   

  Rural fi nance,   236  

  Salability principle,   116  
  Salaries and wages,   11 ,  18 ,  39 ,  66–71 ,  216 ,  233  
  Sale of goods,   45–47 

  consignment,   46  
  installment,   46   

  Securities Investors Protection Fund,   90  
  Securities Settlement Risk Fund,   89–90  
  Service fees,   49  
  Service outsourcing business,   228–32  
  Small-scale enterprises with low 

profi tability,   32  
  Soft ware fees,   49 ,  56  
  Sole proprietorship,   8 ,  11 ,  13 ,  15 ,  136 ,  151 ,  356  
  Sparing tax credit,   260–61 ,  303–4  
  Special Economic Zones,   237  
  Special reorganization.  See also  Enterprise 

reorganization 
  common requirements to qualify as,   153–55  
  consideration other than qualifi ed stock,  

 168–72  
  cross-border reorganization,   172–78  
  debt restructuring,   155–57  
  de-merger,   165–68  
  fi ling for asset acquisition,   181  
  fi ling for debt restructuring,   179–80  
  fi ling for de-merger,   182  
  fi ling for merger,   181–82  
  fi ling for stock acquisition,   180–81  

  fi ling for outbound transaction,   182–83  
  follow-up fi lings,   183  
  global merger with direct China 

subsidiaries,   192  
  global merger with indirect China 

subsidiaries,   192–93  
  indirect transfer of resident enterprise by 

non-resident enterprise,   190–91  
  mergers,   161–65  
  step transactions,   178–79  
  stock for asset transaction,   160–61  
  stock-to-stock transactions,   157–59   

  Special tax audit,   386  
  Specifi c case audit,   386  
  Sponsorship expenses,   82–83  
  Staff  expenses 

  educational expenses,   70–71  
  insurance premiums,   68  
  labour union fund contributions,   69–70  
  pension premiums,   68  
  salary and wages,   66–67  
  welfare expenses,   68–69   

  Stamp duty,   203  
  State-owned shares,   63  
  Stock acquisition,   134–35 ,  138–41 ,  152 ,  169–70 , 

 180–81  
  Stock Exchange Risk Fund,   90  
  Straight-line method,   58 ,  123 ,  125 ,  127 ,  128 ,  129 , 

 131 ,  132  
  Sum-of-the-years-digits method,   125–26  

  Tax audit 
  audit target selection,   388–89  
  enforcement,   393–94  
  inspection,   389–91  
  jurisdiction,   387–88  
  procedures,   387–94  
  review and decision,   392–93  
  types,   386   

  Tax base and rate,   31 
  deemed profi t rate and deemed 

CIT,   33–43  
  small-scale enterprises with low 

profi tability,   32   
  Tax de-registration,   137  
  Tax exemption,   28 ,  51 

  for dividends,   52  
  for nonprofi t organizations,   18–19   
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  Tax fi lings and payments,   364 
  administrative penalties,   380–81  
  annual fi ling,   377–78  
  confi dentiality of tax information,   383–84  
  criminal penalties,   381–82  
  interest and penalties,   379–82  
  late payment charge,   379–80  
  provisional,   370–76  
  statute of limitation,   382–83  
  tax bureaus,   364–68  
  tax de-registration,   370  
  tax registration,   368–70  
  translation of foreign currency,   378  
  withholding tax,   378–79   

  Tax incentives,   205 
  advanced technology services,   229–32  
  agriculture, forestry, animal husbandry, 

fi shery industry,   205–6  
  animation enterprises,   223–25  
  clean development mechanism projects,  

 227–28  
  culture enterprises,   234–35  
  employment of disabled personnel,   233–34  
  environmental protection and resource 

conservation,   208–9  
  high and new technology enterprises,   213–21 , 

 226 ,  237 ,  238  
  integrated circuits,   222–23  
  local tax incentives,   239–40  
  public infrastructure,   206–7  
  rural fi nance,   236  
  service outsourcing business,   228–32  
  soft ware enterprises,   222  
  super deduction of research and development 

expenditures,   210–11  
  technology transfer,   211–13  
  transition rules,   236–39  
  venture capital investment enterprises,  

 225–27   
  Tax Information Exchange Agreement,   306  
  Tax payers,   13 

  non-resident enterprises,   22–30  
  resident enterprise,   13–22   

  Tax treaty,   266 
  benefi cial owner,   274–76  
  capital gains,   292–302  
  claims for treaty benefi ts,   310–15  
  dividends,   285–89  

  double taxation elimination,   303–4  
  exchange of information,   305–10  
  interests,   285–89  
  interpretation of,   266–68  
  mutual agreement procedures,   305  
  network,   268–72  
  non-discrimination,   304–5  
  permanent establishment,   276–85  
  record retention,   315–16  
  resident,   272–74  
  royalties,   285–92   

  Th in capitalization rule,   189–90 ,  289 
  debt to equity ratio,   72 ,  75 ,  188 ,  342  
  related party debt,   72 ,  75 ,  76 ,  188 ,  342   

  Tradable shares,   63  
  Trade discount,   46  
  Transaction net margin method,   324–25  
  Transfer pricing,   317 

  advance pricing arrangement,   332–39  
  annual information fi ling,   326  
  arm’s length principle,   317 ,  323 ,  340  
  audit and adjustment,   329–32  
  comparable uncontrolled price method,  

 321–22  
  contemporaneous documentation,   326–29  
  corresponding adjustment,   342–43  
  cost plus method,   323–24  
  cost-sharing agreement,   339–42  
  covered transaction,   320  
  interest,   344  
  methodologies,   320–26  
  penalties,   343–44  
  profi le split method,   325–26  
  related parties,   318–19  
  resale price method,   323  
  statute of limitation,   344  
  transaction net margin method,   324–25   

  Value added tax (VAT),   120 ,  195–200 ,  222  
  Vendor-managed inventory 

arrangements,   24  
  Venture capital investment 

enterprises,   225–27  

  Wholly foreign owned enterprises (WFOE),  
 9 ,  16  

  Withholding of tax,   247 ,  285 
  on dividends,   52  
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 Withholding of tax (Cont’d) 
  fi ling of,   378–79  
  foreign exchange regulations,   351–53  
  income not eff ectively connected with 

establishment in China,   345–49  
  income of foreign service providers,   349–50  
  interest paid to foreign bank and foreign 

branch,   349  

  on interests,   54  
  for non-resident enterprise,   52 ,  54–55 ,  56 , 

 142 ,  348  
  payment to individuals,   350–51  
  penalties on withholding agent,   351  
  tax certifi cate,   352–53       
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