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Tax alert on the ‘Inter-company loan interests’ expenses deductible for CIT purpose’

Related Policies

The SAT has issued Announcement 34 on 9" June 2011; it sets out guidelines on assessing if the interest rate
for an inter-company loan is line with loans from financial institutions.

The SAT has issued Guoshuifa [2009] No.2 circular on 8" January 2009 for ‘Implementation Measures of
Special Tax Adjustments (trail)’

The MOF and SAT together issued Caishui [2008] No. 121 circular on 19" September 2008 for ‘Notice on
the Deduction of Interest Expenses Due to Related parties in Computing Taxable Income’

Applicable Users

Those policies are mainly applied for the related party and it is not suitable for the transaction between the 3™
parties. There are two types of related party loans: inter-company loans between two resident enterprises; and
between resident enterprises and non-resident enterprises.

Purpose for those policies

» To prevent the company to avoid tax through the “thin-capitalization rules’

» To reinforce the requirement on preparing TP documentation

» According to the article 46 of the CIT Law, the interest expenses incurred in excess of the prescribed
standard obtained by enterprises from the loan investment and equity investment of their affiliates may
not be deducted from the taxable income.



» According to the article 119 of the Rules for The Implementation of the CIT Law and article 1 of the

Caishui [2008] No.121 circular, in computing the taxable income, an enterprise is allowed to deduct its
interest expenses actually paid to its related parties up to the ratio prescribed below and the amount
allowed under the CIT Law and the Implementation rules. The exceeding portion of the interest expenses
should not be deducted either in the current year of the following years.

The pre-requisite for the Inter-company loan interest expenses deductible under CIT is that the expense
is actually paid which not included unpaid debts and provision of the interest borrowing.

When an enterprise computes its taxable income, the interest expenses actually paid to its related parties
can be deducted if:

I.  The enterprise can provide the relevant supporting documents according to the CIT Law, the
Implementation Rules, and relevant regulations, and prove that the relevant transactions are
conducted at arm’s length; or

Il.  The effective tax rate of the enterprise paying interest expenses to a domestic related party is not
higher than that of the domestic related party.

According to the CIT Law, as long as the part of the ‘interest fee’ is not more than the same period in
accordance with financial institutions lending rates similar amount, the enterprise can self-reporting
deductions. However, when the taxpayer computing the deductable amount, it should consider that the
similar financial institutions lending rates over the same period which including People's Bank of China's
benchmark rate and floating interest rates, otherwise it will effect on the less payment on the interest
expense.

Emphasized items|

1.

2.

under the arm’s length, the exceed part of the interest paid is not allow to deduct before tax;

if the prescribed ratio of its debt investment from related parties to its equity investment (‘debt/equity
ratio’) is exceed the standard requirement (5:1 for financial institutions; 2:1 for other enterprises), it is
not allow to deduct before tax based on the principal,

the interest expenses is not allow to deduct before tax if the investment amount is not fully received

The newsletter is merely provided to our clients and those who have interest in our business for reference. We’ll do our

best to ensure the accuracy of the information in the newsletter. We have to remind you that the content in the newsletter

is abstracted from relevant documents, and therefore in practice the original documents should be used for reference.

Meanwhile, we welcome all of you to consult professionals in our firm regarding the information in the newsletter, and

also welcome all of you visit our website www.deancpa.com.cn. We will render affordable and value-added services to

our clients. If there is a discrepancy between Chinese and English versions, Chinese version will prevail.
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