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World Expo

The taxation of performers who have
travelled to China can be a rather
complicated issue — it involves the
interaction of China’s domestic taxing
provisions and the application of
particular clauses in a relevant double
taxation agreement (DTA).

To simplify this issue for performers at
the impending World Expo in Shanghai,
officials from the SAT recently gave a
special briefing to personnel of the
Shanghai Grand Theater. The SAT will
continue with work with Expo officials
to ensure that all performers and event
organisers understand the relevant tax
obligations. One of the pressing issues
was the question of the tax treatment
of expenses.

SAT provides tax guidance for

The long arm of the Chinese tax man: taxation of non-resident enterprises

In mid-February the Chinese tax authorities issued Guoshuifa [2010] 19 ("Circular 19"). Circular 19
outlines the State Administration of Taxation's new administrative approach to collecting tax from
non-resident enterprises. Prior to discussing the changes introduced in Circular 19, it is apt to briefly
outline the general rules for the taxation of non-resident enterprises.

Taxation of Non-resident Enterprises

The taxation of non-resident enterprises depends upon whether they have a "permanent establishment"
in China. Non-resident enterprises that do not have a permanent establishment will be liable to tax at
10% on income sourced or "derived" from China. Non-resident enterprises that do have a permanent
establishment in China will be subject to tax at 25% on income (derived outside or inside of China) that is
attributable to the permanent establishment.

Circular 19

Circular 19 applies to non-resident enterprises whether or not they have a permanent establishment in
China. Article 3 of Circular 19 simply requires non-resident enterprises to maintain accurate accounts and
to pay enterprise income tax in accordance with the income in those accounts.

Article 4 then provides that where accurate accounts have not been maintained, the authorities may
deem the enterprise to have a specified profit level. There are three methods for deeming the requisite
profits. The deemed profit rates under Article 4 will generally be more relevant in the case of a
permanent establishment and is similar to the treatment of representative offices under Circular 18.

Article 5 then provides a deemed profit rate in respect of particular transactions. These profit rates are as
follows:

1. Engineering contracts, design, and labor consulting contracts - 15%-30%;
2. Management services - 30%-50%; and
3. Other labor services, or other operations - no less than 15%.

The tax authorities may impose a higher rate where they consider the actual profit to be higher. It is not
clear whether Article 5 applies when a non-resident enterprise can, through accurate accounting records
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TAXRULES IN RELATION TO H-SHARES

One of the common questions that Hwuason is asked is in relation
to the tax treatment of H-Shares — shares in Chinese companies
that are listed on the Hong Kong stock exchange. Here, we will
explore this issue from the perspective of non-resident
enterprises.

Dividends

According to Articles 3 and 6 of the Enterprise Income Tax Law,
non-resident enterprises are required tax in relation to the
dividends from shares in a resident enterprise. The relevant tax
rate on such income is 10%. Despite this, up until November 2008,
the general practice was that dividends from H-shares were
exempt from tax. In November 2008, the State Administration for
Taxation issued Guoshuifa [2008] No. 897 which indicated that tax
was payable on such dividends and that the resident Chinese
enterprise was a withholding agent for its non-resident
shareholders.

Capital Gains

It has not been clearly stated whether non-resident enterprise are
taxable on capital gains from H-shares. The current practice, based
on previous regulations, is that the income from the transfer of
H-shares is exempt from tax. However, there is some genuine
concern that such a practice will be changed in the near future.

In terms of removing the risk of such a change it may be advisable
investors to take advantage of favourable DTAs that prevent China
from taxing holdings below 25%. The merits of such an option
would be subject to the particular circumstances, and the powers
that China’s tax officials have in accordance with the General
Anti-Avoidance Rule always needs to be kept in mind.

==

EMBITESER

Hwuason Lawyers

TAXATION OF NON-RESIDENT ENTERPRISES
From page 1
establish that their profit rate on a particular transaction is lower than the
prescribed levels. On a fair reading of the Circular, it seems that the better
argument would be that these rates apply regardless.

Accordingly, from this there are two important things note:

1. Any company that does not presently operate a business in China but
does enter into business arrangements with Chinese resident companies
should review such arrangements to ensure that their actual profit is at
least of that prescribed rates.

2. Not all such arrangements will result in the income being regarded as
income sourced from China. However, it is imperative for non-resident
companies to consider whether Chinese tax will apply in the
circumstances and whether any alterations to an arrangement can be
made to ensure that it does not.

Circular 19 does discuss a few other issues, including indicating a minimum
10% profit rate for the sale of machinery or merchandise by a non-resident
enterprise to a resident enterprise, but the above are the main salient points
for companies contracting with Chinese companies, or who have a permanent
establishment, to consider.

SAT CONTINUES TO TARGET FRAUDULENT USE OF TAX INVOICES
The single biggest tax compliance issue in China over the past 10 years has been
the fraudulent use of tax invoices. The SAT has recently committed further
resources to eliminating the illicit use of tax invoices. In a recent discussion with
the media, an official from the State Administration for Taxation has indicated
the preventing the misuse of tax invoices is still very much on the SATs agenda.
Schemes to modernize China’s tax invoice system have been trialed and it is
expected that this will continue as authorities battle against the persistent
fraudulent practices..
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New Compromise & Conciliation system in the Rules for Tax
Administrative Review

The new Rules for the Tax Administrative Review (Order of SAT [2010] No. 21) (hereinafter the
“New Rules”), issued by the State Administration of Taxation (“SAT”), have superseded the Interim
Rules for the Tax Administrative Review (Order of SAT No. 8). One of the aims of the New Rules is,
arguably, to increase protection of the legal rights of taxpayers and other interested parties. It is
also evidence that one purpose is to ensure supervision of the tax authorities so that they lawfully
exercise their authority. The New Rules introduce several major modifications to the tax
administrative review system, such as the scope of administrative review, rules on admissible
evidence and the method of hearings.

However, probably the most significant change is the introduction of a compromise and
conciliation system in accordance with Articles 40 and 50 of the New Rules. Whilst negotiation
with the tax authorities in China, both prior to commending litigation and during litigation, is
already a common practice there were long standing concerns about the legality of such practices
and whether agreements that had been reached were, in fact, enforceable. The New Rules seek to
provide a stronger legal basis for such practices.

Compromise Agreements

The New Rules outline the requirements for a binding compromise agreement. It is first noted that
the content of a compromise agreement shall not damage the interests of the public and/or
individuals. Once a compromise agreement has been approved by the relevant administrative
review organ, an applicant is not permitted to apply for review on basis of the same fact and
reason. However, apart from this, the New Rules do not specifically detail the legal effect of a
compromise agreement. There are still concerns as to the extent to which a compromise
agreement can be enforced. It is also not clear whether the applicants can revoke a compromise
agreement and reapply for review should new evidence come to light. Finally, the New Rules do
not outline that the action that can be taken when one party does not meet their obligations
under the compromise agreement.

The new Rules represent a significant attempt by the SAT to bring legitimacy and transparency to
the tax administrative review system in China. Whether they achieve such an aim is yet to be seen.

SAT TO FOCUS ON ANTI-AVOIDANCE

In 2009 the State Administration of Taxation
(SAT) undertook significant steps in relation to
clamping down on anti-avoidance practices.
Yet, recent indications suggest that the SAT
considers that there is a significant way to go.
Officials have been repeatedly indicating that in
2010, China will step up efforts to counter tax
evasion, with a particular focus on transfer
pricing in the pharmaceutical and automotive
industries, the use of intangible assets and
share transfers, and cross-border related
business transactions.

The SAT spent considerable recourses in 2009
developing a sound system for its
anti-avoidance investigation practices and it is
expected that in 3020 this will continue to be

fine-tuned. An official from the SAT’s
International Tax Department recently
commented that up  until “present

investigations focused more on anti-avoidance
in respect of the purchase and sale of tangible
assets, cost sharing by controlled foreign
companies and thin capitalization”. However,
from this year, the SAT will look beyond these
more simplistic anti-avoidance practices and

will examine the issues on a more (cont p. 5)

Hwuason promises to provide you with clear
and practical advice to help you overcome
complex problems.
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THE REPRESENTATIVE OFFICE TAX REVOLUTION
Changes begin —first reported decision
As we mentioned in the March edition of Hwuason Insights, significant changes have been implemented in the manner in which representative
offices (ROs) are taxed in China (see Circular 18. The first quarter (the reportable tax period for ROs) ended on 31 March 2010 and accordingly we
are now beginning to see the interpretation of the new rules by the local tax authorities.

In early April the Shajing Local Taxation Office in Shenzhen province re-assessed 15 ROs and increased the payable tax by almost RMB700,000. As
part of the new tax environment for ROs, the Shajing Local Tax Office examined these ROs and discovered that the ROs had only paid their income
tax to the state tax bureau but had not met their taxation obligations with the local tax bureau. The chief representatives of the RO were required,
as part of these investigations to have discussions with the local tax officials in relation to the nature of their business.

The tax officials also examined and compared the materials provided by the ROs. As part of this process, the ROs indicated that there were some
ambiguous aspects to the new policies. As transitional concessional arrangement, the local tax officials provide some guidance of the new policy to
the ROs. However, it cannot be expected that the officials will take such a conciliatory approach in the future. These turn of events reflect the
general cynicism of tax officials towards ROs in China. It can be expected that a continued tough line will be adopted by tax authorities in China in
relation to the tax practices of such structures.

Actual income confusion

There has been some confusion recently relating to the SAT’s treatment of ROs (in Circular 18) and the treatment of them by the State
Administration for Industry and Commerce (SAIC in that the SAIC rules provide that ROs could not undertake direct business in China, yet the
Circular 18 indicates ROs may be taxable on actual income. A question has arisen, from some, as to how an RO can have actual income if it is not
able to undertake direct business. What this question misunderstands is that representative office are assessed and required to pay enterprise
income tax on its attributable income. The term “attributable income” has a very specific meaning in international tax — it is commonly used in
terms of taxing companies in respect of “permanent establishments” they have in a foreign country. Income could be attributable to a source (such
as an RO) without that source actually directly earning the income. In other words, the parent company of an RO will often earn income that could
be attributable to the RO without the RO engaging in direct business. This is actually the classic model of an RO. In such circumstances, Circular 18 is
saying that China will tax the RO on that income and in order for the foreign investor to avoid either of the two deemed methods, accurate
accounting records need to be maintained to reflect what income is attributable to the RO.

Regardless, it should be noted that the SAT has no legal authority to indicate what business activities are lawful for an RO to operate. At the same
time, the SAT will treat legal and illegal income equally — it will tax them. A drug dealer cannot resist tax on the basis that his/her income derives
from the proceeds of a criminal act. Such an argument that the “inconsistency” between Circular 18 and the SAIC Notice requires clarification is

therefore misguided.
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SAT FOCUS ON ANTI-AVOIDANCE

(cont from p. 3)

complex level, including exploring rational pricing
of intangible assets and equity. In addition,
outbound investment will receive special
attention, particularly the transfer pricing practices
employed by Chinese companies investing abroad
and controlled foreign company management.

The SATs efforts to combat anti-avoidance in 2009
garnered significant results - the work of the
national anti-avoidance team resulted in
adjustments to taxable income totally 16.09 billion
yuan and 2.09 billion yuan in back taxes.

Promisingly, the SAT official also indicated that the
SAT will seek to encourage bilateral Advance
Pricing Agreements (APAs). Bilateral APAs allow
multinational companies to achieve greater
certainty in terms of their transfer pricing
practices. There has been some doubt in the past
about the difficulties in obtaining bilateral APAs
and accordingly it is encouraging to see
commitment to them by the SAT. Since 2005 China
has entered into 12 bilateral APAs and it is
expected that this number will rise as
multinationals become more familiar with China’s
approach and the attitude of tax officials to them.

Is Tax the Achilles Heel?
Despite years of illicit activities, it was
ultimately tax that brought down Al
Capone. Similarly, China appears to be
utilizing a strict interpretation of its tax laws
to target what it perceives to be undesirable
elements. Over the past 12 months a
number of outspoken government critics
have been charged with tax evasion. In one
case, the individual may face a seven year
sentence jail sentence. These developments
suggest that it is prudent for all government
critics residing in China to ensure that their
tax affairs are fully compliant.

APRIL TAX BYTES
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A 30% tax on Chinese goods
United States Senator Charles Schumer has
proposed that a 30% tax be placed on Chinese
goods to fight the low prices on such goods that
he argues derives from the Chinese
governments practice of keeping its currency
artificially low.

It is not controversial that China’s currency is
presently undervalued. However, Mr Schumer’s
response is somewhat misguided on two levels.
Firstly, to impose a tariff on Chinese goods
would be contrary to the principles of free trade
that US government policy espouses. If the US

Hwuason promises to keep you abreast of the latest
developments in China’s tax laws to ensure that you

are aware of fresh opportunities.

China still pondering property tax

For the past 6 months the Chinese
government has been pondering the
introduction of a property tax — an annual
tax imposed on owners of property — to
cool down the perceived the real estate
“bubble”. Four trial cities have now been
indicated — Beijing, Chongqing, Shanghai
and Shenzhen. The tax will apply to
residential properties. It is not clear yet
whether the tax will be applied on all
homes or merely properties that are not
the owner’s principal residence. The policy
reasons behind the tax would suggest that
the tax should only be applied to
investment properties.

genuinely wishes to encourage a culture of free
trade, then such a move would hinder its
development. Secondly, China’s under valued
currency is just one reason why Chinese goods
are ultra-competitive. Just as influential, if not
more, is the low labor costs in China. Now the
US is entitled to match the Chinese minimum
wage but of course that is unlikely to happen.
The reality is that in a modern global
marketplace, the cheapest goods will be
produced where wages are low.

Regardless, such a proposal is unlikely ever to
be implemented. Why? Because the rest of the
community would need to pay higher prices for
goods and that would not be such a popular
political move — China can breathe easy.
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US Transfer Pricing Report - April 2010
a ¢ NJ
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In a break from its existing organizational structure, the U.S. Internal Revenue
Service (IRS) has established a new “Transfer Pricing Practice”, to consist of
hundreds of professionals nationwide that will focus exclusively on transfer pricing
issues. The idea is to centralize transfer-pricing expertise and mobilize IRS
resources to most effectively and efficiently monitor and audit transfer pricing
cases.  Previously, transfer pricing audits were primarily the purview of
locally-based International Examiners, who must handle the full range of
international tax issues and thus may not be proficient in the highly specialized area
of transfer pricing.

Douglas Shulman, the IRS Commissioner, described the restructuring’s goal as
follows: “The idea here is to create a group of experts in the transfer pricing area
that we can use to coordinate our handling of the most important issues to
taxpayers and to us, identify emerging issues and trends, and provide consistency in
outcomes in our transfer pricing cases. Our goal with the establishment of
the Transfer Pricing Practice is to significantly improve how we address transfer
pricing issues in the future.”

In recent years, IRS examinations dealing with certain types of transfer pricing issues
(such as cost sharing and intangibles licensing) had been singled out for especially
close coordination with subject-matter experts and attorneys, and oversight by
senior executives, but this new development presages a major change in the
conduct of transfer pricing examinations. Undoubtedly it reflects the IRS’s
increased emphasis on transfer pricing examinations — a likely source of additional
fiscal revenue -- and one can expect issues to be better developed, and pursued
further, than in the past.

Caplin & Drysdale is carefully following the launching of this new IRS group, and is
well positioned, by virtue of expertise, experience and personnel, to handle the
increased number and sophistication of transfer pricing examinations and appeals
that are almost certain to result.

This report was prepared by
gdzl a2y Qa tQaplinfadl
Drysdale a US specialist tax law

firm based in Washington

Caplin& Drysdale

For more information on US or China transfer pricing, please contact:
Matthew McKee - matthew@hwuason.com

Zhiqun Shi - spark@hwuason.com

Hwuason Law Firm

Suite 1505, Tower B,
Jianwai SOHO,

No 39, East 3rd Ring Road,
Chaoyang District,

Beijing

100022. PRC

Tel: +8610-58697282

CostSharing Arrangements
Controversy continues to swirl around cost-sharing arrangements
used by multinational groups to share intangibles development
costs and resultant profits. Perhaps the most sensitive area,
with the most potential revenue at stake, is valuing the “buy-in”
for pre-existing intangibles that are used in ongoing research
projects. A recent U.S. Tax Court case (Veritas) rejected the
IRS’s complex approach to this type of evaluation.  Although
the IRS won a separate cost-sharing case requiring stock-based
compensation costs to be shared (Xilinx), the court’s opinion
there called into question the “arm’s length” nature of
cost-sharing as a general matter, and that opinion was recently
reversed after further consideration and criticism.

Companies considering cost-sharing arrangements with U.S.
participants need to carefully consider the potential implications
of this growing body of jurisprudence and its possible impact on
IRS rules and audit practice.
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