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China strengthens tax
administration on non-
resident companies

State Administration of Taxation releases new corporate income tax
returns for non-resident companies

Executive summary

The taxation of non-resident companies is stipulated in Articles 2 and 3 of the
Chinese Corporate Income Tax Law (CITL).

Article 2 defines a non-resident company to be a company established under foreign
laws and effectively managed outside mainland China, but which has an
establishment or place of business (hereinafter referred to as “PE") within the
Mainland; or which does not have a PE within the Mainland, but derives China-
sourced income.

Article 3 stipulates that a non-resident company with a PE within Mainland China
should pay Corporate Income Tax (CIT) on China-sourced income derived therefrom
and any foreign-sourced income effectively connected to the PE. For a non-resident
company having no PE within Mainland China, or whose income is not effectively
connected to its Chinese PE, the company should pay CIT on its China-sourced
income only.

With regard to the tax administration of non-resident companies, the State
Administration of Taxation (SAT) issued a circular, Guoshuihan [2008] No. 44
(Circular 44) in January 2008, containing four CIT return forms, two of which are
applicable to non-resident companies, namely, the Monthly/Quarterly Provisional CIT
Returns (Form B) and the Withholding Tax Return. Please refer to our China Tax and
Investment News Issue No. 2008002 for a sample of these forms.

Despite the issuance of the abovementioned tax return forms, it remains not entirely

clear how a non-resident company which has a PE within mainland China should file a

CIT return. On 22 September 2008, the SAT issued a circular, Guoshuihan [2008] No.
801 (Circular 801), together with five new sets of CIT return forms to clarify this.

In what appears to be a concerted effort, tax authorities in certain provinces also
issued Trial Tax Collection and Administrative Measures for Non-Resident Companies
(hereinafter referred to as the “Trial Measures”) to strengthen tax administration
on non-resident companies.

This issue recaps the source concept of taxation associated with non-resident

companies, introduces the five sets of new CIT return forms, and provides some
insights for company executives' attention.
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China source rules and PE

The Chinese CIT tax net covers both
resident companies and non-resident
companies. Resident companies are
subject to CIT on a worldwide basis;
whereas non-residents are subject to
CIT in the following circumstances:

(a) A non-resident company with a
PE within mainland China should
pay CIT on China-sourced income
derived by such PE and any
foreign-sourced income
effectively connected thereto

(b) A non-resident company having
no PE in mainland China, or with
a PE within mainland China but
whose income is not effectively
connected to such PE, should
pay CIT on China-sourced income
only

For CIT purposes, a non-resident
company refers to a company
established under foreign laws with its
place of effective management
maintained outside mainland China, but
which has a PE within the Mainland, or
which does not have a PE within the
Mainland, but derives China-sourced
income.

Five new CIT return forms

Circular 44, issued on 23 January 2008,
contains four different CIT return forms,
two of which, as listed below, are
currently used for filing CIT for
representative offices (ROs) and
non-resident companies:

The Monthly/Quarterly Provisional
CIT Return (Form B)
(Type B CIT Return)

The Withholding Tax Return
(WHT Return)

You can access Circular 44 and the
current returns forms via our previous
issue of the China Tax and Investment
News (Issue No. 2008002) by clicking
the following URL:

http://www.ey.com/Global/assets.nsf/C
hina_E/CTIN_0208/$file/CTIN2008002
ENG) .pdf

As indicated in the newly issued
Circular 801, the two return forms
listed above should continue to be used
for the 2008 fourth quarter provisional
CIT filing, and for withholding tax filing
up to 31 December 2008.
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The following five sets of new CIT
return forms will be used effective from
the period indicated below:

Non-resident company annual CIT
return form (actual basis): for the
2008 annual filing and thereafter

Non-resident company quarterly CIT
return form (actual basis): for the
20009 first quarter filing and
thereafter

Non-resident company annual CIT
return form (deemed basis): for
the 2008 annual filing and
thereafter

Non-resident company quarterly CIT
return form (deemed basis): for
the 20009 first quarter filing and
thereafter

Withholding company CIT reporting
form: will supersede WHT Return
effective from 1 January 2009

You can access Circular 801 as well as
the relevant return forms by clicking
the following URL:

http://www.hzquoshui.gov.cn/portal/te
mpll/message_display.jsp?article_id=
20081117000009
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Insights from the explanatory notes accompanying the new tax returns

According to the explanatory notes to the actual and deemed basis returns, the
quarterly and annual CIT return forms for non-resident companies can be used by ROs
and foreign enterprises rendering services, engaging in contractor projects, and so on.
Use of the form for actual basis or deemed basis depends on whether complete and
accurate supporting documentation for costs and expenditure exist for the correct
calculation of taxable income.

Although Circular 801 does not stipulate that the old Type B CIT Return, as per
Circular 44, will be superseded by the actual basis form or the deemed basis form, a
logical deduction from the explanatory notes, and further to our verbal inquiry with
the SAT, confirms that companies should no longer use the Type B CIT Return for
20009 first quarter CIT filing.

The new deemed basis return forms (both annual and quarterly) and the Type B CIT
Return differs in the formula for calculating income based on office expenses incurred.
The formula stated in the explanatory note to the old Type B CIT Return is as follows:

Total Expenses

Income =
(1 - Deemed profit rate)

However, the formula has been revised to take into account the relevant Business Tax
(BT) and the following formula is shown in the explanatory notes to the new annual
and quarterly deemed basis return forms:

Total Expenses
Income =

(1 - Deemed profit rate - BT rate)

Assuming a deemed profit rate of 10% and total annual expenses of RMB 765,000, the
additional annual CIT payable would be:

Additional 765,000 765,000
annual CIT= ( PP — . ) X 25%
Sayable 1-10% 5% 1-10%

= 12,500 (i.e., anincrease of 5.88%)

Company executives overseeing mainland China operations that are taxed based on the
above method, for instance certain ROs, should keep a watch for the above increase in
CIT payment and confirm with relevant tax authorities that this potential increase is
actually applicable to your companies.
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Trial tax administration measures for
non-resident companies

Further to the latest changes
associated with CIT return forms for
non-resident companies at the central
government level, the state tax bureaux
of Hubei and Jiangxi provinces issued
the Trial Administrative Measures for
Non-Resident Companies. You can
access the relevant Trail Measures via
the following URLs:

Trial Measures of Hubei:
http://219.140.162.54/taxnet/datx/hb
gs/2008/eqsf-2008-93-1.doc

Trial Measures of Jiangxi:
http://www.jx-n-tax.gov.cn/law/sj/200
810/10817.html

Company executives also need to stay
tuned for any future Trial Measures
that may be issued in the provinces
where your companies have a presence.
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are united by our shared values and an
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make a difference by helping our people,
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About Ernst & Young's Tax Services in
China

Ernst & Young's 930 tax professionals in
China provide you with deep technical
knowledge, both global and local,
combined with practical, commercial and
industry experience. Our talented people,
consistent methodologies and
unwavering commitment to quality
service help you to build the strong
compliance and reporting foundations
and sustainable tax strategies that help
your business achieve its ambitions. It's
how Ernst & Young makes a difference.

For more information, please visit
www.ey.com.
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