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China clarifies corporate income tax 
treatment of service fees paid by 
subsidiaries to parent company

Executive summary

The State Administration of Taxation (SAT) recently issued a tax circular, 
namely Guoshuifa [2008] No. 86 (hereinafter referred to as “Circular 86”) 
laying down the basic principles and the mechanism for treatment of service 
fees paid by a Chinese subsidiary to its parent company in Mainland China 
for Corporate Income Tax (CIT) purposes.

Strictly speaking, Circular 86 does not bring with it any new concepts, but 
rather a reiteration of the arm’s length principle. The circular is worded to 
specifically cover a situation where a parent company in Mainland China 
provides service to its Chinese subsidiaries. In a nutshell, Circular 86 
requires the parent to charge the subsidiaries a service fee based on a 
reasonable profit similar to an arm’s length transaction between unrelated 
parties. The circular also requires the execution of service contracts 
between the parent and the subsidiaries ready to be submitted to the tax 
authorities as supporting evidence.

The circular does not mention whether similar principles and procedures 
apply to the parent and its subsidiaries under a cross border situation. Unlike 
an old tax circular governing the provision of service by a Chinese Holding 
Company to its investee companies in Mainland China which required a 
specific profit mark up percentage on actual expenditure, Circular 86 does 
not mention what the mark up should be. 

This issue of China Tax & Investment News (the “News”) describes the basic 
principles stipulated in Circular 86 and suggests approaches that, we believe, 
should be taken by company executives.
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3. If the parent company provides 
services of similar nature to 
different subsidiaries, the parent 
company may choose to enter 
into separate agreement(s) 
with subsidiaries for each type of 
service. Alternatively, the parent 
company may enter into a 
master “service sharing 
agreement” with all relevant 
subsidiaries. One thing is clear, 
however, that a mark up is 
expected on the actual 
expenditure incurred. The mark 
up needs to be determined on an 
arm’s length basis regardless of
whether the subsidiaries are 
profitable, at loss or enjoying tax 
holidays.

(N.B. How the taxation 
treatment of “service sharing 
agreement” may differ from the 
“costs sharing agreement” laid 
down in the CITL is not further 
elaborated in Circular 86. In the 
CITL, costs sharing agreement is 
defined to cover situations where 
related parties jointly develop or 
jointly purchase intangible assets; 
or jointly provide or receive 
services. 

The fact that the circular 
specifically departs from the 
term “costs sharing agreement”
and instead uses a new but 
undefined term of “service 
sharing agreement” may mean 
the requirement for a profit mark 
up may not apply to the “cost 
sharing arrangement”.)

Inter-company service fee 
deduction principles

One of the key features in the new 
Corporate Income Tax Law (CITL) 
and its Implementation Regulations 
(CITLIR) effective on 1 January 
2008 is a renewed focus on inter-
company transactions. Most of the 
clauses in chapter 6 of the CITL and 
the CITLIR (dealing with special tax 
adjustments) are geared towards 
ensuring that related companies 
transact businesses on an arm’s 
length basis.

On inter-company services, the 
CITL maintains an old stance 
apparently inherited from its pre-
2008 versions and specifically 
provides for a disallowance of inter-
company “management fees”. The 
term “management fee” is not 
further defined in the CITL but we 
understand that the tax authorities 
normally interpret it as a charge 
without specific service and 
benefits received by the payer. To 
avoid potential issues with the 
Chinese tax authorities, it is advised 
to consider using a term more 
appropriate than “management fee”
in situations where specific services 
are provided among related 
companies.

The CITL and the CITLIR also for the 
first time include specific clauses on 
cost sharing in situations where 
related parties jointly develop or 
jointly purchase intangible assets; 
or jointly provide or receive 
services. Such costs can be shared 
among related parties provided a 
cost sharing agreement is executed 
that allocates joint costs on an 
arm’s length basis to match the 
expected benefits receivable by 
each party.

Circular 86, on the other hand, 
deals with service fees paid by a 
Chinese subsidiary to its parent 
within Mainland China. The circular 
describes the following principles 
and procedures governing the tax 
deduction for service fees in this 
particular situation:

1. The parent company should 
treat the inter-company services 
in the same manner as ordinary 
service transactions with 
unrelated third parties and 
charge the subsidiary on an 
arm’s length basis.

2. The parent company should 
enter into agreement(s) with 
the subsidiary specifying the 
scope of services to be provided, 
the fee calculation method, the 
amount of fees to be charged, 
etc.

The parent company should pay 
Business Tax (BT) for the 
abovementioned service fees, 
and the subsidiary can deduct 
the same amounts as costs for 
CIT purpose.
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Suggested approaches

Taxpayers in Mainland China 
wishing to secure deductibility of 
service fees paid to their Chinese 
parent companies should ensure 
that the transactions are supported 
by agreements describing the 
service scope, basis of fee charge 
and the amount so charged in 
detail. A reasonable mark up is 
expected in pricing the service 
fees, and the parent companies 
must have paid the relevant BT on 
the services fees. In order to arrive 
at a reasonable and justifiable 
margin, companies may need to 
analyze functions and risks 
surrounding the relevant 
transactions and substantiate the 
transfer pricing with proper 
documentation.

Last but not least, in case of doubt, 
companies should seek professional 
advice and services.

4. Notwithstanding, management 
fees paid by subsidiaries to the 
parent company are still not 
deductible for CIT purpose.

(N.B. We understand that the 
SAT interprets “management 
fees” as a pure allocation of 
overhead expenses without 
specific benefit received by the 
payer of the fees. Where specific 
benefits can be identified, 
company executives should 
always avoid using the terms 
“management fees” or 
“management services” in the 
inter-company service 
agreements.)

5. A subsidiary has to provide its in-
charge tax authority with 
agreement(s) and other 
required documents to 
substantiate the deduction of 
service fee paid to its parent 
company.

How about cross border 
services?

It appears that the SAT only lays 
down the deduction criteria for 
service fees paid by a subsidiary to 
its parent company within Mainland 
China but does not mention the tax 
treatment of cross border 
transactions of similar nature 
among related parties. It remains 
uncertain whether Circular 86 can 
be taken as an authority to justify 
deductibility of service fees paid to 
an overseas parent company or 
related parties if a Chinese 
subsidiary can fulfill all the above 
basic principles.
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