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Introduction

Wherever you go and whatever you read, there is one
inescapable conclusion - China is a global economic
powerhouse.  Fixed asset investment in China reached US$846
billion in 2004, an increase of just over 25%.  Exports rose to
above half a trillion US dollars - US$593 billion - with imports
growing to US$561 billion, creating a surplus trade balance of
US$32 billion, and foreign exchange reserves of US$711 billion
as of June 2005.

Foreign direct investment plays a crucial part in this
economic change.  In 2004, inbound foreign direct
investment reached US$60 billion.  Interestingly, albeit
relatively small, China’s outbound foreign direct
investment rose in 2004 to US$3.62 billion. The
government appears to be encouraging large domestic
companies to increase their overseas investments,
something seen very recently in CNOOC’s unsuccessful
bid for Unocal, Lenovo’s acquisition of IBM’s PC
business and CNPC’s acquisition of Petro Kazakhstan.

Ernst & Young’s recent global IPO survey highlighted
clearly the booming Chinese market.  In 2004, China
(including Hong Kong) raised US$16 billion in 182 IPOs,
making it the top-ranked market in Asia-Pacific, and
globally larger than anywhere except the United States.
The number of IPO deals increased by 51% while the
capital raised remained at the same level as 2003, and the
pipeline is going well in 2005.

Yet while the opportunities for companies (and
particularly for Corporate Development Officers) are
immense, the challenges are equally significant.  China
had been operating under a traditional planned economy
for several decades before it allowed market mechanisms
to start to thrive. Many if not most of the state-owned

enterprises (“SOEs”) are still operating in a business
environment and system that are fundamentally different
from enterprises in a western sense. 

And this is before any consideration of cultural
differences - from “mianzi” (face), “guanxi” (connections)
and “lijie” (etiquette) to respect for the state and the rule
of law. 

This report is a brief introduction to some of the more
fundamental issues that Tax Directors will face when
assessing the tax implications associated with doing deals
in the Middle Kingdom - the direct translation of the
Chinese word for China that originated some 2500 years
ago.
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Taxation In China

Chinese tax legislation - by comparison with the United States for example - is neither extensive nor
complicated.  While most would view this in a positive light, an overview of the Chinese tax system as applied in
practice is significantly more complicated than this might at first appear. 

China is a vast and diverse country with a huge population.  For
centuries there has been conflict over the allocation of revenue
between the local provinces and the central government. To
encourage local collection and remittance of revenue, China has
adopted a system in which the revenue from certain taxes belongs
to the central government, while the revenue from others belongs
to the local governments.  This means that certain taxes are then
subject to local influences - both in their application and or in the
granting of local incentives.  

Further, fiscal and taxation policy has always been used as a
means to accelerate the inflow of foreign capital. This has led to
the creation of a separate income tax law for foreign-invested
enterprises (FIEs), which provides in some situations for reduced
income tax rates and more tax incentives to FIEs compared with
those applicable to domestic Chinese enterprises.

In addition, the tax laws themselves lay down only the basic
principles.  Significant gaps and the detailed implementation
guidelines are covered by supplementary regulations,
interpretational circulars and tax rulings, which are then issued by
the central tax authority and the local tax authorities (and which
differ).  

When China was admitted to the World Trade Organization
(WTO) it made a number of commitments in relation to changing
some of its tax policies, in particular that incentives should be
offered based on the nationality of an enterprise’s shareholders.
This means that wholescale change is expected to take place
(likely from 1 January 2007) in relation to certain aspects of the
Chinese tax system. 

In short, the tax system at present is more complicated than it at
first appears. 

TAXATION IN CHINA
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The Transaction Lifecycle

A transaction can generally be broken down into five key steps -
strategic analysis; opportunity analysis; transaction development;
negotiation advice and execution; and transaction effectiveness.
This may be termed the “transaction lifecycle.”

The Transaction Lifecycle

While the transaction lifecycle is the same all over the world,
the areas of emphasis in China tend to be very different from
those in other countries. The process also tends to take longer
in China than is typical.

With a European acquisition, for example, the tax due
diligence phase is generally relatively limited, and may simply
include a review of a report and interviews with management.
The main focus of tax work surrounds the acquisition
structuring, although extensive work is also necessary on the
contractual documentation and in planning and executing the
transaction in the most efficient manner.

With a Chinese acquisition, the tax due diligence takes on far
more significance and needs to be an integral part of both the
transaction management and the acquirer’s overall approach
towards tax risk management. The current limitations on the
convertibility of the renminbi and the limited sophistication of
the Chinese tax system have historically meant that the tax
structuring phase has been less important, although as
explained below this is changing.

The key issue in assessing a Chinese target is understanding
the attitude towards tax compliance in China. Most of the
typical tax issues result from deliberate acts. The most limited
form of tax due diligence - and indeed the starting point for a
detailed diligence exercise - is therefore a discussion with the
Chinese management of the target regarding their approach to
the most common areas of tax risk. Responses to such
questions are usually very open. The extent to which detailed
diligence is then appropriate can generally be assessed fairly
accurately.

Strategic
Analysis

Opportunity
Analysis

Transaction
Development

Negotiation
Advice &
Execution

Transaction
Effectiveness
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Strategic Analysis: Pre-Deal Structuring

In the Chinese context, “pre-deal structuring” refers to
considering the various possibilities for structuring the deal,
usually as a precursor to, or as part of, negotiating a Letter of
Intent. Given the difficulties that may be encountered the key
at this stage is to provide as much flexibility as possible
because the deal may change significantly.

Indeed, in light of the issues regarding tax due diligence
outlined below, it is not surprising that most Chinese
acquisitions take the form of an asset deal. The benefit of an
asset deal in terms of managing most, though not all,
contingent tax liabilities (and other problems in the target), is
clear. The cost however is a wide range of taxes on the
individual assets transferred (see the table below) as well as a
considerable delay in consummating the deal because new
entities must be formed and licenses obtained. The tax cost of
this route is highly dependent on the assets to be acquired.

Asset Deal Taxes

Opportunity Analysis: The need for Chinese Tax due diligence

In most western acquisitions, certain assumptions can be made
with respect to the target’s approach to tax compliance. While
a western target may take aggressive positions in its tax filings
that are then subject to tax authority challenge, it is highly
unusual for tax reporting to be deliberately incorrect.
Deliberately seeking to reduce the tax base through incorrect
reporting is not unknown in China. This is done in a wide
variety of ways. The favorites, however, include the
following:

Delays in revenue recognition
Chinese entities often keep accounting books and records
that do not recognize revenue when it is due. Generally this
means that sales are recognized and Value Added Tax
invoices issued only when the cash is actually received,
which may be several months later than the goods were
delivered or services rendered. The objective is to delay the
obligation to pay VAT or Business Tax.

Tax Scope of Tax Land & Property Intangibles

Corporate Income Tax

Business Tax

Value Added Tax

Real Property Gains Tax

Stamp Duty

Deed Tax

Gain on transfer

Gain on transfer

Executed contract value

Transfer value

Transfer value

Transfer value

-Inventory

-Fixed Assets

33% 33%

17%
2%

33%

5%

3%-5%

0.05% 0.03%

30%-60%

-

-

-

-

-

-

-
-

-

5%

Tangible Assets

0.05%



5

Failure to recognize income
Companies may fail to record income in the statutory books
and records (e.g., cash sales) or may recognize expenses
that were not incurred. The objective is to avoid paying
VAT or Business Tax and Corporate Income Tax.

Informal arrangements with local tax authorities
To attract investment, local tax bureaus and local
government authorities often offer tax incentives and
benefits to enterprises registered in a particular locality. 

The tax incentives and benefits the target currently enjoys
might therefore be non-recurring (and often are reported
within operating income, a metric commonly used by
investors to value companies). The arrangements are
sometimes even more blatant. The scope for allowing these
unsubstantiated benefits will likely be reduced significantly
in the future as part of the changes to be made to the
taxation system following WTO admission.

Misapplication of tax holidays
A variety of tax holidays are available to enterprises in
China. These range from two-year and three-year holidays,
50%-rate reductions for FIEs (those with 25% or more
foreign ownership) that are involved in manufacturing, to
reduced rates for technological enterprises and two-year
holidays for domestic entities involved in advertising. 

One misapplication of tax holidays is similar to the
informal arrangements described above, where a holiday is
obtained to which the entity is not strictly entitled. Another
approach is to book income into a year with a holiday or
defer expenses into a year not subject to a holiday.

This is likely to become less common as the range of tax
holidays (in particular those attributable to the nationality
of an entity’s shareholders) is reduced under the anticipated
tax reform.

Underreporting of individual income on behalf 
of employees
Individual income tax rates in China are relatively high (up
to 45%) compared to other jurisdictions, particularly Hong
Kong. The level of social security contributions on salary
costs is also relatively high. Accordingly, creative methods
of delivering employees’ compensation that are not
necessarily compliant are also common. If the employees
have an expectation of a net salary, any underpayment
would be borne by the target going forward.

Related party transactions
A range of related party transactions may be employed that
are designed to facilitate the avoidance of tax in the target.

These can range from the payment of bonuses by an
offshore related party to blatant transfer pricing through the
sale of goods at or just above cost to an offshore affiliate
that then sells the goods to the end customer with a
significant margin. In some cases, a related Chinese entity
with a tax holiday or preferential tax rate is used instead of
an offshore entity. Other arrangements may include, for
example, the import of plant from a related party at an
artificially low value to reduce the customs duties payable
on import.

Know your enemy and know yourself; 
in a hundred battles you will never be defeated.

“

Sun Tzu (500BC)

”
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VAT exports
Exports are subject to a zero percent VAT rate. Instead of
the usual “pay first, refund later” system, the “exempt,
offset and refund” arrangement provides import customs
duty and VAT exemption for materials used in the
production of exports (also known as “bonded materials”).
If bonded materials are used for domestic sales production,
import duty and VAT is due. Various techniques are used to
facilitate using bonded materials for the production of
goods sold domestically to avoid paying VAT on the
imported material.

Customs abuses
Customs abuses employ the technique described above to
avoid paying VAT on bonded materials. Some companies
also abuse the system under which a “customs-imposed
price” is agreed. This agreed price is generally lower than
the genuine transfer price. To continue the fiction, in some
cases a separate set of books is maintained using the
customs imposed price for corporate and other tax purposes
showing artificially low levels of income and export prices.
This results in issues for customs, VAT and corporate
income tax purposes.

The contingent tax liabilities and the potential impact on
earnings assuming full compliance in the future can be very
significant. In addition, the potential penalties may be as high
as five times the tax payable, along with a surcharge of 0.05%
per day on the amount of tax payable.  And those responsible
for the underreporting of tax in China are subject to criminal
prosecution, the penalties for which in certain cases, including
in particular VAT fraud, go beyond prolonged imprisonment. 

Transaction Development: Structuring the Acquisition

Historically, the tax structuring associated with Chinese
transactions has been relatively basic. Typically, Chinese
companies have been owned by holding companies located in
low-tax jurisdictions. The reasons for this include:

The Chinese capital gains tax on the sale of shares in a
Chinese company by a nonresident (20% by law but
reduced by the tax authorities by concession to 10%)
applies only when the Chinese shares are sold. If shares in
the offshore holding company are sold instead, no Chinese
capital gains tax liability arises. In addition, regulatory
approval of the share transfer is not required. 

There is currently no dividend withholding tax on
dividends paid by Foreign Investment Enterprises to
nonresidents, so the investment need not be protected by a
double tax treaty. 

Limitations (and risks) are associated with shareholder
loans into China, which, coupled with the availability of
various tax holidays, has meant that leverage has been of
limited relevance. For various reasons, however, this is
changing. The first reason is that many potential purchasers
are unwilling to assume the contingent Chinese tax liability
associated with acquiring an offshore holding company.
This is largely because it is not clear if any future purchaser
would be willing to acquire the offshore holding company.
Second, in the expectation of future tax changes, investors
into Chinese companies increasingly seek double tax treaty
protection and rely less on tax holidays. Third, investors
(particularly corporate investors) are becoming more
sophisticated in assessing the overall tax structuring
implications in the home country rather than simply
seeking to limit the Chinese tax costs.
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In addition, corporate purchasers have historically
assumed that there would never be a sale of the Chinese
target. Investors are becoming increasingly cautious and
considering the possibility of an eventual sale in the event
that the Chinese investment does not prove to be
worthwhile. 

The priority for private equity houses in particular is to
limit the tax costs on exit.  For most of the last decade US
transactions have considered the detailed implications of
different types of income streams for various categories of
US limited partners, and US houses undertaking
transactions in Europe have done this for several years.
This has rarely been the case however with respect to
Chinese transactions. Another challenge for private equity
houses, given the nature of their business model, has been
achieving a tax-efficient debt push-down with respect to
Chinese acquisitions. Gradually, and on a case by case
basis, this is beginning to happen. 

Negotiation Advice and Execution: Modeling and
Documentation

The modeling and documentation phase of the transaction
lifecycle in China is consistent with that in the west and
involves assessing the cash flows contained in financial
models for the acquisition - particularly the tax effects of
any additional leverage in the course of the acquisition
and the costs of transfer taxes in the event of an asset deal. 

Reviewing the tax provisions in the deal documentation is
essential, particularly given the increased potential for tax
issues to be uncovered in the course of the due diligence
process compared with western jurisdictions and the
limited use of (and reliance that may be placed on)
warranties and indemnities in Chinese deals.

Transaction Effectiveness: Post-Deal Implementation

If the big day happens, it is essential to ensure that the
structure is implemented correctly and that the target
(particularly if the transaction results in a joint venture) is
complying with its tax obligations in full, after acquisition.



CONCLUSIONS

8 DEALS IN THE MIDDLE KINGDOM

It does not
matter if a cat is
black or white, 

so long as it
catches mice.

“

Deng Xiaoping

Conclusions

China is a market with huge opportunities and challenges.
Not least of which is appropriate risk management in relation
to the tax aspects of a transaction.

The Chinese business environment is changing, as is Chinese
society.  But while the pragmatism implicit in Deng
Xiaoping’s famous quote opposite will not wholly have
replaced the more intransigent and established approaches to
negotiating transactions it may be closer to reality in the 
tax field than the principles espoused by Confucius 2500
years ago. 

In any event, it takes substantial experience to be able to
appropriately assess the risks.  And the pragmatic approach
taken by Chinese owners of businesses towards risk is
unlikely to be acceptable to western multinationals.  The key
is to understand exactly what risks are being taken on and in
the event of a joint venture or the retention of senior staff, to
agree what will be required going forward. 

”
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