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1. Circular 16 – Stricter Rules on Overseas Remittance to Affiliates  

It has been a usual topic in China how the foreign investors cash out from the existing 

subsidiaries in China. The normal channels shall be as follows: 

1.1 Dividend distribution 

When the subsidiaries in China generated profits, dividend distribution can be resolved after 

the accrual of relevant statutory reserves according to Chinese corporate rules. 

Normally, the distribution of dividend would be subject to Chinese withholding tax (enterprise 

income tax, same below) amounting to 10% of the distributed. Some double tax treaty 

(“DTT”) entered into by China grants preferential treatment on the withholding tax rate, i.e. 

5% upon meeting of relevant condition.  

There is no indirect tax to be levied on dividend payment. 

1.2 Royalty payment 

Where foreign affiliates provide usage right of relevant intellectual property (“IP”) to Chinese 

subsidiaries, the foreign affiliates could charge royalty from the Chinese subsidiaries. Normally, 

the IP could be trademarks or technologies.  

Payment of royalties would be normally subject to Chinese withholding tax amounting to 10% 

of the payment. Some DTT entered into by China provides lower withholding tax rate, i.e. 7% 

upon meeting of relevant conditions.  

The payment of royalties would be also subject to Chinese VAT at a standard rate of 6%, which 

shall be also withheld by the Chinese payer during remittance. The 6% VAT can create VAT 

input of the Chinese payer if the Chinese payer is a general VAT payer (“GVP”) in China. 

Royalty for usage of relevant technology might be entitled to a VAT exemption if the import of 

the technology can be recognized by relevant provincial-level technology department of China. 

1.3 Service fee 

Where foreign affiliates provide certain services to Chinese subsidiaries, normally the foreign 

affiliates would charge service fees from Chinese subsidiaries.  
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Whether payment of service fee would be subject to Chinese enterprise income tax (“EIT”) 

shall be depending on if the foreign provider has a permanent establishment (“PE”) in China by 

virtue of relevant DTTs. Normally, a PE could be either of the followings:  

 A fixed place in China by the foreign provider, e.g. office, factory; 

 A dependent agent of the foreign provider, which can conclude contracts in China on 

behalf of the foreign provider; or  

 Assignment of personnel to China by the foreign provider for services provision, who 

stayed in China for more than 6 months (183 days) accumulatively out of any 12-month 

consecutive period. 

If there is a PE, the service fees would be subject to Chinese EIT at a standard rate of 25% by 

a deemed profits rate no less than 15%.  If there is not a PE, the service fees would be free 

from Chinese EIT.  

By virtue of Chinese VAT reform, many modern services, e.g. consultancy services, become 

subject to VAT at a standard rate of 6%, instead of original business tax (“BT”).   The 6% VAT 

can create VAT input of the Chinese payer if the Chinese payer is a general VAT payer (“GVP”) 

in China. 

 

As seen, except for dividend that can be assessed by actual book figures for profits scales, 

services fees and royalties between affiliates might be rather discretional pursuant to council 

within same group companies. In addition, service fee may be cashed out without any Chinese 

tax cost, i.e. when the services are provided 100% offshore from China there would be no EIT 

charged; and the 6% VAT shall not be cost of the parties since it can be used to offset the VAT 

payable of the Chinese payer.  

Chinese tax authorities have noticed such potential discrepancy in their taxation administration 

and therefore issued Circular 16.  

Circular 16 re-emphasizes the application of arm’s-length principle for affiliated transactions 

and the business substance of the transactions, notably:  

 General controlling, supervision, management services that foreign affiliates provided to 

Chinese subsidiaries in order to maintain the good status of its Chinese investment may 

not constitute business substance of the services; 

 Services which can be performed by the Chinese subsidiaries themselves cannot constitute 

business substance if foreign affiliates provide them; 

 Royalties paid to mere owner of certain IP (which owner actually has no contribution to the 

value of usage of the IP) may not constitute business substance of the royalty payment; 

and 

 For IPO purposes, royalties paid to overseas established holding companies or financing 

company may not constitute business substance. 
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The aforesaid affiliated payments (among others) without business substance do not constitute 

expenditure of the Chinese subsidiaries that cannot be deducted before calculation EIT 

payable. This effect is based on the original regulation within Chinese EIT Law (2008) that any 

expenses irrelevant to the business operation of an enterprise may not be deductible for EIT. 

Garrigues: The multi-national companies (“MNC”) are recommended to observe their existing 

agreement for cross-border charges from Chinese subsidiaries, especially considering that 

general consultancy services for general control on the subsidiaries (e.g., shareholder’s 

activities, including the plan, management and supervision on operation, human resource and 

finance matters of the Chinese subsidiary) may no longer be qualified business substance. 

Engineers or specialists from other departments are suggested to be involved into the initiation 

of relevant services agreement, subject to real business, in order to input professional 

terminologies and areas to qualify business substance. 

2. Circular 7 – Updates on Taxation on Indirect Equity Transfer 

Prior to the issuance of Circular 7, when a foreign transferor transfers its equity participation in 

an intermediary holding company and the intermediary holding company has equity 

participation in a Chinese enterprise (“Indirect Equity Transfer”, under Circular 698), such 

equity transfer may trigger reporting obligation to China tax bureau when either of the 

following conditions has been met: 

 The holding jurisdiction has an effective EIT rate lower than 12.5%; or 

 The holding jurisdiction does not levy tax on foreign sourced income for residents. 

With the issuance of Circular 7, the parties in the Indirect Equity Transfer may choose to report 

or not based on its own discretion towards the Indirect Equity Transfer. However, there might 

be serious tax results for non-reporting as follows in case of tax avoidance deals, i.e. the 

Indirect Equity Transfer is recognized of lacking of business purposes by Chinese tax bureau: 

 The Chinese buyer has withholding obligation, which can be punished by Chinese tax 

bureau in case of non-withholding; however, if the buyer reported the deal to Chinese tax 

bureau in 30 days as of conclusion of the equity transfer agreement, its liability can be 

exempted or reduced; 

 Interests could be charged at a standard lending rate issued by China banks in same 

period; however, if the Indirect Equity Transfer was not reported by the foreign transferor, 

it would be imposed by an interest rate as aforesaid plus 5%.  

Circular 7 introduces pitfalls for direct recognition of non-business purposes if the conditions 

are met together: 

 75% or more value of equity being transferred counting on China taxable assets;  

 90% or more total assets or revenue of the foreign enterprise counting on China taxable 

assets; 

 The intermediary holding company has limited function and bears limited risks; and 

 Overseas tax paid is lower than potential China tax in case of direct equity transfer.  

  



 Commentary Tax - China 

4 

Besides, Circular 7 also introduces safe harbors for direct recognition for business purposes for 

either case below: 

 The intermediary holding company is listed;  

 The Indirect Equity Transfer is non-taxable in China by virtue of certain DTT; or 

 If the followings are met together: 

 the equity transferor and transferee share 80% (100% if China taxable assets are 

property-rich) holding affiliated within same group; 

 the equity transfer does not result in less tax contributable in China; and 

 100% consideration is paid via share consideration by transferee.  

Garrigues: The MNCs are recommended to observe the purposes of their transactions, 

especially paying attention to the pitfalls and safe harbors in recognition of having or lacking of 

business purposes and duly perform reporting obligation before the in-charge Chinese tax 

bureau where necessary. 

Additionally, the issuance of Circular 7 may be also understood as a response/update from 

China side for the global tax hot-topic of Base Erosion and Profits Shifting (“BEPS”) taking into 

consideration with new DTTs recently entered into by China.  

It was questionable previously whether the original mandatory reporting liability under Circular 

698 by foreign investors for Indirect Equity Transfer is compliant with relevant DTTs. Taking 

Sino-Spain DTT for example, Article 13.6 regulates a general principle that capital gain of 

Spanish investors derived from equity transfers shall be taxed only in Spain, unless the 

Spanish investor holds an equity in a Chinese subsidiary amounting to 25% participation 

(Article 13.5), where China would have taxing right. Article 13.5 does not mention the 25% 

participation shall be direct or indirect participation, which generates an argument that Indirect 

Equity Transfer by a Spanish investor shall be taxed only in Spain according to Article 13.6 and 

Circular 698’s reporting liability might be overruled by Sino-Spain DTT.  

However, new DTTs entered into by China recently adopted new OECD model in this 

connection, where the DTTs specifically grant right to China for taxation in case of Indirect 

Equity Transfer.  Taking new Sino-France DTT for instance, its Article 13.5 regulates that 

“Gains derived by a resident of a Contracting State from the alienation of shares (other than 

those mentioned in Paragraph 4) of a resident company of the other Contracting State may be 

taxable in that other Contracting State if the recipient of the gain, at any time during the 12-

month period preceding such alienation, had a participation, directly or indirectly, in at least 

25% of the shares of that company.” It could be understandable that China amends its fiscal 

rules on Indirect Equity Transfer to correspond the new DTT inputs. 

3. Circular 109 – Updates on Encouraging M&A 

Under Chinese EIT Law (2008), companies undergoing corporate restructuring have to 

recognize gain/loss from the transfer of relevant assets or equity at fair market value when the 

transactions take place. When the following conditions, as per Circular 59, are met, companies 

may choose to opt for Special Tax Treatment (“STT”) which is effectively a tax deferral 

treatment upon completion of necessary filing procedures. 
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 The corporate restructuring has reasonable commercial purpose without tax delay or 

avoidance purpose; 

 The equity or assets being acquired must reach a stipulated ratio (75%); 

 There is no change in original operating activities within a prescribed period of time after 

restructuring; 

 Share consideration has to comprise at least 85% out of total consideration; 

 The equity consideration received shall not be transferred within a prescribed period of 

time. 

New Circular 109 introduce improvements on EIT special treatment in respect of corporate 

restructuring. Firstly, the minimum ratio of equity or assets being acquired has been changed 

from 75% to 50%. Besides, Circular 109 sets out a new type of STT for domestic intra-group 

equity and assets assignment between resident companies which is applicable when the 

following conditions are met: 

 The transferor and the transferee have a 100% direct investment holding relationship; or 

the transferor and the transferee are 100% owned by the same resident company or the 

same resident companies; 

 The transaction is conducted for reasonable commercial purpose; and 

 There is no change in original operating activities within 12 months after the transaction. 

In the abovementioned case, no capital gain shall be recognized in the restructuring (non-

taxability consequences, rather than tax deferral). 

Garrigues: The lifting of EIT restructuring rules under Circular 109 will relieve the burden of 

corporate M&A and intragroup restructuring activities within China. MNCs are recommended to 

optimize transaction pattern so as to leverage on this significant improvement on EIT special 

treatment for corporate restructuring transactions. Besides, since Chinese tax bureaus are 

paying attention on “reasonable commercial purpose” of restructuring transactions, it is 

recommended to support the restructuring transactions with sufficient commercial 

justifications in order to achieve tax efficiency. 

4. Circular 14 – Tax Preferential Treatments on Western Area of China 

For companies incorporated in the west area of China, they can enjoy preferential EIT 

treatment, i.e. a reduced EIT rated of 15%, when the following conditions could be met: 

 The primary business of the company is listed in the newly-added encouraged industry 

items provided in the Catalogue of Encouraged Industries in Western Regions; and 

 The annual primary business revenue of the company accounts for more than 70% of the 

total company revenue. 

The payment of EIT at the reduced tax rate of 15% shall cease to apply to companies that 

have enjoyed preferential EIT treatment if their primary business is no longer listed in the 

encouraged industry items provided in the Catalogue of Encouraged Industries in Western 

Regions. 
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Garrigues: Managements of MNCs shall take overall consideration whether to incorporate or 

relocate their business in China to western areas of China, not to be merely driven by a low 

EIT rate. E.g. infrastructure situation and civilization aspects shall be also observed before any 

decisions. 
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