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In a five year investigation into a Xiamen company in relation to tax avoidance, the State 

Administration of Taxation has for the first time successfully used information exchange with 

counterpart tax authorities (the report does not indicate which country provided the information) 

for the purpose of investigating related party transactions. In this case the information exchange 

was used to confirm whether the parties were actually “related” for the purpose of China’s tax law 

and therefore whether the transfer pricing provisions were applicable.  

The name of the company has not been revealed by the tax authorities. However, the structure 

utilised was a very common one. A foreign invested enterprise (“China Co”) was set up in Xiamen 

almost 20 years ago for the purpose producing leather and polyurethane (a rubber like material) 

shoes. The enterprise was basically established as an original equipment manufacturer (OEM) and 

did not retail the shoes it produced. Overtime the business developed a stable level of production 

and profitability. However, China Co’s reported profits remained low. This was despite the fact 

that the scale of the operations expanded from an initial 4 production lines to 14 production lines, 

that annual production capacity increased from 4 million pairs of shoes to 10 million pairs and that 

the capital of the company was increased from $400,000 to $9,000,000. 

The tax authorities looked cynically on such low profits and in 2004 began investigations into the 

company’s affairs. Through these investigations it became clear that China Co had one principal 

client, an American company (“US Co”). China Co also had a poor tax record generally, having 

previously been subject to tax adjustments. Further, at some stage, the ownership of the equity in 

China Co was transferred to a nominated individual. The SAT formed the view that this was done 

to avoid an appearance of a related party transaction, but had no evidence to prove this. It was 

incumbent upon the SAT (in order to invoke the transfer pricing rules) to establish that China Co 

and US Co were related parties. In response to the tax authorities enquiries, China Co argued that 

there was neither an investment relationship (US Co was not a shareholder in China Co) nor any 

common senior management between the two companies. Accordingly, China Co argued that this   
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On 19 December 2009 the SAT issued Circular 698 (Notice on 

Strengthening the Management of Enterprise Income Tax Collection of 

Proceeds from Equity Transfers by Non-resident Enterprises) which 

included controversial new documentation requirements in respect of the 

indirect transfer of Chinese enterprises (where the shares in a holding 

company that owns a Chinese enterprise are transferred). The reason for 

imposing such documentation requirements is that the direct transfers of 

the shares in Chinese resident enterprises are subject to tax (where the 

shares are held for foreign entities the tax is 10% of the sale price). The tax 

on such transfers has in the past been avoided by interposing a holding 

company as the direct shareholder of the Chinese enterprise. Circular 698 

now provides a requirement to submit stipulated documentation in 

respect of the transfer of holding companies for the tax authorities to 

determine whether the structure had a reasonable business purpose. 

Where no reasonable business purpose is discerned, the authorities are 

empowered by Circular 698 to impose tax on the transaction as if the 

Chinese enterprise had been sold directly. Questions about the legitimacy 

of Circular 698 and the legal basis for its requirements have been raised. 

The introduction of foreign invested partnerships (see page 3) provides 
significant planning opportunities for investments in China. The 
appropriate investment structure will ultimately depend many factors, 
including the nature of the business (for example, whether there will be 
significant start up costs), the intended purpose of the investment (for 
example, will the entity be held long term), the number and nature of 
investors and the level of risk that the investors are prepared to accept.  

(from page 1)  

was an ordinary commercial relationship. Despite the obvious concerns 
arising out of the inherent nature that the business was run, the 
authorities had difficulties in acquiring sufficient evidence to establish a 
related party nexus. 

In around 2007-2008, the authorities determined to proceed with an 

information exchange with their counterparts in a relevant country in 

relation to the companies. This information exchange included 

information in relation to US Co’s bank accounts. The information 

provided established a critical clue – that the controller of US Co’s bank 

account was the individual shareholder of China Co. This therefore 

established a requisite related party nexus. It should be noted that the 

current transfer pricing rules provide that parties will be related where 

one party largely controls the purchase and sales activities of the other 

party. Its likely that proving that US Co controlled China Co would no 

longer be necessary. The fact that China Co’s whole business was, in 

essence, for the purpose of supply China Co would likely be sufficient. 

This case demonstrates the SAT’s current attitude towards related 

party transactions and the problems with structures that were adopted 

in an earlier tax environment. The structure used in case is not 

dissimilar to many structures that have been adopted by foreign 

invested companies in China in the past. It is safe to assume that these 

structures will be heavily targeted by the SAT over the next 12 months. 

Cooperation by tax authorities on information exchange will continue 

to occur and attention needs to be paid to this by companies doing 

business across jurisdictions.  
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As of 1 March 2010 foreign investors will be permitted to use the limited liability partnership structure for their investments in China in accordance 
with the Administrative Measures for the Establishment of Partnership Enterprises within China by Foreign Enterprises or Individuals (the 
“Measures”) which were promulgated by the State Council on 25 November 2009. China’s Partnership Enterprise Law was first introduced in 1997, 
however, up until the introduction of the Measures such a structure was not open to foreign investment. This new alternative structure opens new 
possibilities for foreign investment. 
 
Understanding the Role of the Measures 
It is important to understand the role that the Measures will play in regulating foreign partnerships in China. The Measures work in tandem with the 
Partnership Enterprise Law and associated regulations. Accordingly, the Partnership Enterprise Law cannot be ignored in examining the regulatory 
framework for foreign invested partnerships. The Measures effectively play a similar role to that of the [ŀǿ ƻŦ ǘƘŜ tŜƻǇƭŜΩǎ wŜǇǳōƭƛŎ ƻŦ /Ƙƛƴŀ ƻƴ 
Wholly Foreign-Owned Enterprises in China whereas the Partnership Enterprise Law is the equivalent of the Company [ŀǿ ƻŦ ǘƘŜ tŜƻǇƭŜΩǎ wŜǇǳōƭƛŎ 
of China. 
 
Types of Partnerships 
Under the Partnership Enterprise Law there are two types of partnerships; a “general partnership” and a “limited partnership”. A general 
partnership is similar to a partnership at law under common law system; that is the partners bear unlimited joint and several liability for the debts of 
the partnership. A limited partnership (“LP”) is one which contains general partners and limited partners. The general partners have unlimited 
liability whereas the liability of the limited partners is restricted to their initial investment. As liability is a significant issues for foreign investors in 
China it is likely that a limited partnership will be the usual choice and accordingly this article will focus on the requirements and obligations of such 
partnerships. 
 
Establishing a Limited Liability Partnership 
A minimum of 2 partners is required for an LP with a maximum of 50. There must be a written partnership agreement which must set out certain 
matters, including the name and address of the general partners and limited partners and the limits on the powers of the partners to execute 
partnership affairs. To apply for establishment, the following documents must be lodged with the relevant local level Administration for Industry 
and Commerce (ά!L/”):                              (Cont page 4) 
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 (cont from page 3)  
1. an application form for establishment registration as signed by all the partners;  
2. identity certificates of all the partners;  
3. a power of attorney issued to the representative designated or the agent entrusted by all the partners;  
4. the partnership agreement;  
5. confirmation letters issued by all the partners for each partner’s financial subscription or actual payment; and 
6. the certificate of the principal place of business. 

 
Limiting Liability 
The requirement that at least one of the partners be a general partner (and thereby bear the risk of unlimited liability) means that risk cannot be 
entirely removed through the use of an LP. Although it does appear that such risk could be reduced by making a foreign company (ideally a special 
purpose vehicle) the general partner. This would effectively limit the liability of the partnership. Article 3 of the Partnership Enterprise Law states 
that certain entities cannot be general partners, including state owned companies and listed companies. However, the Measures do not mention 
whether foreign companies can be the general partner. In the absence of an express prohibition, it would seem safe to assume that the general 
partner could be a foreign company, although this would be subject to the practices of the local authorities. 
 
Tax Advantages 
Tax is where the advantage of using a partnership truly lies. Partnerships are not separate legal entities and as such it is the partners that are 
subject to tax. In the ordinary case of a company, the company is subject to Enterprise Income Tax at 25% and when the dividends are paid to the 
foreign shareholders, the shareholders are generally subject to withholding tax at 10%. There are exceptions to this rate where the shareholders 
are resident of a jurisdiction that has a favourable tax treaty with China, for example, dividends paid to Hong Kong companies are taxed at 5% 
under the China-Hong Kong income tax treaty. However, the State Administration of Taxation has recently issued a notice (Circular 601) that 
indicates interposed Hong Kong companies will no longer be entitled to the benefits of the China-Hong Kong tax treaty.  
 
By contrast, it seems that with a partnership, the foreign partners would simply be subject to tax at 25%. This assumes, which would be prudent, 
that the partners are foreign enterprises and not individuals. Individuals partners would be taxed according to the relevant marginal Individual 
Income Tax rate. Accordingly, using a partnership structure may possibly lead to considerable tax savings for investors in China. Whether tax 
considerations support using a partnership requires an examination of the full circumstances – the tax treatment of partnership differs from 
companies in other ways, such as the deductibility of expenses.                     
           (Cont page 5) 
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activities include the general promotion of the parent company, market 

research and arranging contracts with customers of parent company. 

Importantly, they are not permitted to engage in direct sales activities nor sign 

any contracts. Employees of ROs are employed through special employment 

agencies. ROs are generally being phased out with the growing liberalization 

of China’s foreign investment laws – at one time ROs represented one of only 

ways that some foreign companies could enter China. One of the problems  

A foreign investor has several options that it can use to establish a business 
presence in the China. The option selected will vary, depending on the type of 
business activity, and the business plan formulated by the investor. The 
following are the common legal structures that can be used for foreign 
investment in the China: 
 
1. Representative Office 
2. Joint Venture (Cooperative or Equity) 
3. Wholly foreign owned enterprise 
4. Partnerships (as of March 2010: see International Tax Spotlight). 
 
Representative Offices (ROs) 
ROs are not separate legal entities but rather are extensions of the parent 
company. They are limited in the activities that they can undertake. Permitted 
 
 
 

One other significant advantage of using a partnership is in respect 
of the utilisation of losses. Where the business has high start up 
costs and an expectation of non-profitably for a period of years, 
expenses cannot always be fully deductible as there may be no 
income to deduct against. In such circumstances, in respect of a 
company any losses can carried forward to later income years. 
However, obviously there is a preference to utilise such losses at the 
earliest possible time as they will effectively decrease in value over 
time. With a partnership, assuming the partners have other taxable 
income in China in any given income year, the losses can be utilized 
to offset that income. 
 
Concluding Thoughts 
Partnerships have not been a common structure in China. Chinese 
investors tend to prefer the tried and true model of companies, and 
veer away from other “less-conventional” vehicles. Foreign investors 
will generally have greater familiarity with the partnership model 
and in the right circumstances, particularly with respect to SMEs, 
could derive very significant tax savings from using it in China. Given 
the relative novelty of the partnership in China there is a thought 
that it will be very difficult to have applications approved in the 
initial period, particularly where it provides a generous tax position 
for the investors. However, it should be noted that the State Council 
has indicated that a flexible approach should be taken. 

(cont from page 4) 
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Wholly foreign owned enterprises (WFOEs) 
As the name implies, WFOEs are entities that are wholly foreign owned. There are 
restrictions on WFOE establishment in China and, as a result, the WFOE structure can only be 
used in certain business sectors. The amount of business sectors permitted to use a WFOE 
has grown over the past 5 years as China has implemented its WTO commitments. As WFOEs 
have minimum registered capital requirements. Under the Company Law of China this 
requirement is a mere RMB30,000. However, in practice the authorities in China have 
demanded significantly more capital depending upon the nature of the industry. A unique 
feature of China’s corporate laws is that all companies must have a prescribed business 
scope and are strictly only permitted to operated their business within that scope. The 
required registered capital is tied to the nature of the business scope. Registered capital is 
required to paid in within 2 years of the company first being established. 
 
Joint Venture (JV) 
The JV is the most traditional form of operating structure for foreign investment in China 
and, previously, was the only vehicle available to foreign investors for many years.  There 
are two types of JV structures: Equity Joint Ventures (“EJVs”) and Cooperative Joint Ventures 
(“CJVs”).  The major difference between the two structures is that partners in an EJV must 
pay in registered capital and derive profits directly in proportion to the equity invested, with 
the assets owned in proportion to equity holdings. As the industries in which WFOEs have 
been permitted to operate have widened, the use of JVs have decreased. There are a 
number of horror stories of failed JV experiences in China. However, there have also been 
some very successful cases. With the greater liberalization of China’s foreign investment 
restrictions, the relevance and need to use the JV model has lessened. Although, in the right 
circumstances JVs still remain an important business model for operating in China, 
particularly where the relevant industry is restricted by China’s legal guidelines. 
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(from page 5) with ROs today is that they are generally taxed on a revenue basis as opposed to a 
profits basis.  
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