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For the past 12 months, the question of 

whether to introduce a property tax has 

been at the forefront of political 

discussion in China. China does already 

tax property (most usually when such 

property is realized) but the proposed 

“property tax” would be an annual tax on 

property.  

 

The policy reasons behind proposed the 

tax are to deter speculators from driving 

the price of property up and to provide a 

steady stream of revenue for local 

government. However, the prevailing 

perception is that given that the major 

property owners have significant political 

influence it is doubtful that the proposed 

tax will be ever made law.  

On 20 February 2010 the State Administration of Taxation (SAT) issued Guoshuifa [2010] 18 (the 

“Circular”), a circular outlining a new tax treatment for representative offices (ROs) of foreign 

enterprises in China. The Circular replaces several older circulars related the taxation of ROs and the 

changes are quite significant. 

 

Past Tax Treatment 

ROs were never intended to be an investment vehicle through which to operate a business in China, but 

were meant to be a liaison office of foreign enterprises that have business interests in China. In such 

circumstances, ROs would never be taxed but rather the head office would be taxed in China on any 

income sourced from China. Over time, because of the cheap start up costs and a failure of China to 

strictly enforce the requirements, many foreign investors used ROs to  run businesses. Accordingly, a 

special model for taxation of ROs was developed. ROs were deemed to have a certain profit (usually 

10% of expenses) based upon their expenses incurred. This deemed income was then subject to income 

tax at the relevant rate. Expenses genuinely relating to production, manufacture or sales of the head 

offices products, liaison work and market research were exempt from tax. Often ROs would be given 

outright exemptions on the basis that all their expenses fell into the exempt category, even if they did 

not). 

 

End of Tax Exemption for ROs 

In the past, a large number of ROs were exempt from tax in China. The Circular now indicates that the 

exemption for ROs is to end – both for ROs established in the future and currently existing ROs that are 

tax exempt. This means a radical shift in profitability for foreign enterprises that had operated in China 

with such an exemption. 

 

The Taxable Income of the RO 

The Circular provides three bases on which the taxable income of a RO is determined; the actual 

method and two deemed methods. The actual method will apply where the RO can adequately prove 

gross income and expenses. A similar actual method applied in the past, but in practice it was only used 

with respect to professional services firms. It is not clear whether the actual method under the Circular 

will be similarly limited. The two deemed methods apply where the income of the RO or the (cont p. 2)  
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expenditure of the RO cannot be adequately established. In such, circumstances 

the Circular deems the taxable income of the RO to be a minimum of 15% of 

expenditure or gross income (whichever applies). Under the previous system, the 

deemed taxable income was 10% so the new Circular will lead to a higher level of 

taxable income for ROs using the deemed method. The fact that the deemed profit 

rate is a minimum amount means that local tax officials will have the discretion to 

impose a higher rate. Once the deemed taxable income is determined, it will then 

be taxed at the applicable EITL tax rate, which as indicated above will likely be 25%. 

In terms of this it should be noted that interest expenses cannot be deducted from 

appropriation expenditure. As a result of all this, where minimal profit is being 

made by the RO, or the operations are expected to partially funded by financing, 

the Circular provides a strong impetus to keep accurate and sound accounting 

records so that the actual method can be applied.  

 

Repeal of Guoshuifa (1996) 165 

One of the more significant aspects of the Circular is that it repeals Guoshuifa 

(1996) 165 (“Circular 165”) without addressing matters covered in that circular. 

Circular 165 indicated what activities of a RO would be taxable and what activities 

would not be taxable. Non-taxable activities included work carried in relation to the 

production, manufacturing and sale of the head office’s products, market research, 

and liaison work. As Circular 165 has been repealed and no mention of non-taxable 

activities has been made in the Circular, we must assume, unless a further circular 

is issued, that all activities of ROs will be taxable in the future. We understand that 

tax officials have had long-held concerns about RO’s false characterisation of 

activities to fall within the exception and this may explain why this practice is not 

continued in the Circular. 

 

The Circular represents fundamental shift in tax liability for ROs in China and all ROs 

need to determine how it affects them. 
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In mid-February the SAT issued Administrative Measures Concerning the 

Administrative Norms of Drafting Taxation Documents (SAT Order [2010] No. 20) (the 

“Measures”).  The new measures aim to establish a standardized method for the 

drafting of official documents by tax authorities at or above the county level. 

Different from other inner management documents and its predecessor, the new 

measures not only imposes restrictions on authorities and procedures in respect of 

drafting of documents but also pays more attention to the protection of taxpayer. 

This continues the general trend in China to increase taxpayers’ rights. Some of the 

changes in the Measures are as follows:   

1. Article 2 of the Measure replaces the term “person subject to taxation 

administration” to the “taxation administrative counterpart”. The reasoning 

behind this change is to indicate that the relationship between the tax authorities 

and taxpayers is not “to manage or to be managed” but is of relative equality. 

2. The Measures aim to solve conflict in current practices for the drafting of taxation 

documents. In China, tax authorities at different levels unveil hundreds of fresh 

policies and documents every year and these official documents are often in 

conflict. This Measures’ require that revoked documents be specified and for the 

SAT to clean up all the taxation documents every two years. The SAT is required 

to release a directory of those documents that have been withdrawn or annulled.  

3. Article 6 of the Measures clarifies that the taxation bureaus at the county level 

shall formulate the authority files only whereas the taxation bureaus at the 

provincial level or above shall give explicit authorization for them. This article will 

limit the role that taxation bureaus at the county level have in relation to the 

formulation of official documents.  

4. Article 14 outlines the rules for the implementation new regulations. The original 

Administrative Measures specified that as a general rule new regulations shall 

take effect from the date of issue. The new Measures provide that regulations 

shall be in effect from 30 days after the date of issue. 

 
 

The State Administration of Taxation (SAT) has issued a new 

circular with respect to assessing the taxation of 

non-resident enterprises (Guoshuifa [2010] 19) (the 

“Circular”). The Circular outlines the methods that should 

be used to assessing the tax on such enterprises’ China 

sourced income. The method statement is largely consistent 

with that used for representative offices under Guoshuifa 

[2010] 18 (see article on page 1) and is a further indication 

that the SAT is of the view that remedying the poor tax 

scrutiny of non-resident enterprises with China sourced 

income is a critical issue for 2010 and beyond.  

 

The Circular then provides, whether the accounting records 

are insufficient to utilise an actual method, deemed profit 

rates for various services provided by non-resident 

enterprises in China as follows: 

 

1. For engineering contracts, design and labour consulting 

– 15 to 30% 

2. Management services – 30 to 50% 

3. Other labour services – no less than 15%. 

 

It should be noted that the tax authorities are entitled to 

impose a higher amount where they believe the actual 

profit is higher. The Circular also provides for an 

apportionment of income where services are provided both 

inside and outside of China. 
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In order to reduce costs, as a response to decreasing profit margins, it has been a growing trend for multinational companies to shift towards 
localization, and the associated reduction in salaries, of international assignment employees. Yet, adopting such an approach obviously carries with 
it a risk that sufficient talent will not be attracted. Using an appropriate employee remuneration strategy is therefore crucial for all prudent 
employers in China. The increasing drive to reduce costs and localize does not necessarily mean that attaining the best people is unrealistic. For 
young professionals, working in China can itself be a very attractive prospect. Employers who combine this natural advantage with a well-crafted 
remuneration package, that takes advantage of the available tax concessions, will find that attracting the best talent can, in fact, be very achievable.  
 
The traditional China remuneration strategy 
In China, past lenient tax practices traditionally made attracting top talent relatively simple – employees’ salaries would be paid in two components 
(on-shore and off-shore) with only one being reported (the on-shore component) to the tax authorities in China. Where the employee was a foreign 
expatriate, depending upon the tax laws of that employee’s home country, this could result in a significantly lower overall tax burden for that 
employee. It was also not uncommon for local employees to have a portion of their salary paid off-shore, usually in a Hong Kong bank account. Using 
this method, employers could get away with paying an amount below what the market demanded because the employees’ after tax income would 
still be comparable with the after tax income they would have received had such an arrangement not been used.  
 
The problems with such a strategy 
In China’s tough new tax environment such arrangements as described above carry with them significantly increased risk, for both employers and 
employees, than previously. Despite once being relatively pervasive, such an arrangement is not a legitimate form of tax planning – it is tax 
avoidance pure and simple. At the very least, all employees should be aware of this and be provided with a sufficient understanding of the risks that 
they bear by accepting it. As the saying goes, ignorance of the law is no excuse. This is particularly an issue if the relevant employment contract, as 
nearly all contracts with respect to such arrangements do, contains a clause indicating that appropriate payment of taxation liabilities is the 
responsibility of the employee. Such clauses will make it difficult to raise an ignorance argument by the employee if the arrangement is later subject 
to investigation by the authorities. From the employer’s perspective, such clauses provide absolutely no protection and are effectively pointless. 
Employers, as withholding agents, have an obligation to withhold and remit tax to the tax authorities in accordance with Article 5 of the Provisional 
Measures on Withholding Individual Income Tax. A clause in an employment contract cannot alter this legal requirement. (cont p. 5)  
 

Hwuason Insights will provide an outline each month of one legal 

aspect of Doing Business in China. 
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From page 4 

A modern remuneration strategy 
Prudent employers should adopt a remuneration strategy that complies with current tax regulations and also maximizes the organization’s overall 
recruitment goals. Competitive packages can be assembled that meets the overriding objective of reducing costs and that does not rely on the 
crude arrangements outlined above. When formulating a remuneration strategy, particularly in respect of localized foreign expatriates, employers 
should look at the overall cost of employment and work with the employees strike a balance between cash and non-cash benefits. All persons 
working in China will generally be subject to tax on their China employment income. The exception to this is where they reside in China for less than 
90 days, or pursuant to the China-Australian double tax agreement in respect of Australian tax residents, less than 183 days. Importantly, persons 
residing in China for more than 5 years will be subject to taxation on their worldwide income. However, China’s individual income tax regime 
provides various opportunities for flexible remuneration strategies in order for expatriates to lawfully reduce their taxable income and some 
relatively simple steps can be taken to avoid the application of Chinese tax on worldwide income.   
 
Taking advantage of double tax treaty protection 
For foreign expatriate personnel who do not spend all their time in China, it may be possible to take advantage of an appropriate double taxation 
agreement. This will ultimately depend upon where the relevant employee is from. Taking the US-China double tax agreement as an example, a US 
citizen will not be taxable in China where they are present in the country for less than 183 days (this is based on the entries in the person’s 
passport). All US citizens, subject to satisfying certain conditions, will be exempt from US income tax for the first $91,400 of foreign earnings. 
Accordingly, for an Asian regional manager who spends significant periods travelling outside of China, it is possible to avoid the imposition of 
Chinese tax on their salary, and to also avoid US tax on a substantial part of their income. Under Guoshuifa [2009] 124, to obtain the double tax 
treaty relief, non-tax residents must register with the tax authorities before tax liability arises (i.e. before 183 days) or when they file their taxes.  
 
Exempt Fringe Benefits 
China’s individual income tax regime contains various exemptions for fringe benefits in relation to foreign employees, including housing expenses, 
school tuition, transportation costs, relocation expenses and language and training courses. Since employees are likely to incur these costs 
regardless, it makes sense to include these benefits in an overall remuneration package. In adopting such an approach we can ensure that the 
employee gains the most value relative to the overall cost of the employer:  
 
1. Housing, meal and laundry allowances - These expenses will be exempt from IIT where they are provided in a non-cash form or on a 

reimbursement basis. The availability of the exemption is subject to the allowances being reasonable and the tax authorities may request a copy 
of supporting documents for the purpose of evaluating this issue. 

2. School Tuition Fees - A reasonable allowance for school fees will be exempt from tax. Where the employee has a child/children this can provide 
significant after-tax benefits. 
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 3. Relocation Expenses - A reimbursement of the expenses relocating on commencing and ceasing employment will 

be exempt where such an amount is reasonable. It should be noted that monthly payments of relocation expenses 
will not be entitled to the exemption. 

4. Language Training courses - Many expatriates working in China will want to study Chinese. Similarly, employees 
with Chinese language capabilities will be of value to employers. There is, therefore, significant incentive for 
employers to provide language training as part of an employment package. An additional reason is that a 
reasonable allowance for language training will be exempt from tax. Such arrangements should be well 

documented to ensure the availability of this exemptionȂ 
 
Appropriate use of annual bonuses 
Individual income is assessed on a monthly basis and the tax treatment of bonuses to reflect this can result in a 
considerable tax benefit. Under Guoshuifa [2005] 9, in order to determine the applicable tax rate, bonus payments are 
divided by 12 (to reflect an apportionment of the payment over a 12 month period). The full amount of the bonus 
payment is then multiplied by the applicable rate. For example:  
Example 1. 
Assume a bonus payment of RMB120,000. 120/12 = RMB10,000. The applicable tax rate for RMB10,000 is 20%. There is also an entitlement to 

a quick deduction of RMB375. 120,000 x 20% - 375 = RMB23,625 
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Under Guoshuifa [2005] 9 the annual bonus selected should be connected to the performance of the individual or the company. However, there has 
been no explanation of the manner in which this requirement should operate.  Accordingly, there is considerable scope to maximize tax efficiency 
through the use of annual bonuses. This preferential treatment of annual bonuses can only be obtained once in the calendar year. As such, where a 
company uses multiple bonus schemes, the payment of bonuses under each scheme should be made in the same month, to ensure the applicability of 
the preferential treatment to the full amount of the bonuses. Some examples can show the benefit of using an appropriate bonus structure: 
Example 2. 
Assume a simple 70,000 RMB per month (total annual remuneration RMB840,000). This would result in RMB 122,220 in tax for the year as follows - [(70,000 – 4,800) x 35% - $6,375 
x 12] = RMB 197,340. Instead assume RMB50,000 per month plus a RMB340,000 annual bonus. This would result in tax of RMB172,725. [(50,000 - 4,800) x 30% - $3,375 x12] = 
89,100 + [340,000/12 = RMB28,333 (applicable tax rate is 25%). 340,000 x 25% - 1,375] = 83,625. Total tax = RMB172,725  
Tax Saving = RMB24,615 

Accordingly, in the above example, simply by making a very minor adjustment, we are able to achieve a not insignificant tax saving. In combination 

with the above mentioned allowances, we are able to achieve a considerable increase in after tax income through the use of an appropriate 

remuneration package. 

 


