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INVESTMENT AND TAXATION
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CIT

Announcement on Measures for CIT Deduction on Asset Losses of Enterprises, SAT
Announcement [2011] No.25 and HuGuoShuiSuo [2011] No. 101. Since Year 2011, the enterprise
does not need to get approval of the asset loss from the tax authorities. The enterprise can declare
it to the tax authorities before the annual tax filing, and for those have not declare asset loss will
not allow to tax deduction.

There are few points need to pay attention during the practice:
» For those assets loss need to prepare the detail list to declare to the tax authorities for the tax



deduction

For some of the assets loss need to prepare itemized reporting which needs to issue the

professional inspection report by the accounting firm.

1. For the inventory loss value more than 1 million or reduced 10% of the taxable income or
net loss, the enterprise needs to obtain the professional inspection report;

2. For the fixed asset loss incurred by the natural disaster which force majeure causes
damage or scrapped and the value more than 1 million or reduced 10% of the taxable
income or net loss, the enterprise needs to obtain the professional inspection report

3. For the biological asset which is for manufacturing purpose, it loss value more than 1
million or reduced 10% of the taxable income or net loss, the enterprise needs to obtain
the professional inspection report and explanation of compensation or the identification
of the responsibility.

For both the holding company and subsidiary company have the asset loss, it needs follow the

new measures to declare to each tax authorities and the subsidiary need to declare to holding

company as well. The holding company need to declare the asset loss to the tax authorities if
both holding company and subsidiary in the same city.

After income tax adjustment, if the enterprise loss over Smillion in current year, it need to

issue the professional inspection report.

Transfer pricing

Recently, the tax authority pays attention to two aspects: whether the ’look through’ principle
applies when a non-resident enterprise transfers the equity of a Chinese resident enterprise
indirectly; and whether the price of the equity transfer between related parties is in line with arm’s
length principle.
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‘Look through’ the indirect transfer of equity interest in a Chinese enterprise by a non-resident
enterprise

Article 47 of the Corporate Income Tax (CIT) Law of the People’s Republic of China
stipulates that where an enterprise implements an arrangement without a reasonable business
purpose to reduce the taxable revenue or taxable income, the tax authority has the right to
adjust in accordance with reasonable methods i.e. using the general anti-tax avoidance rules.
The State Administration of Taxation (SAT) promulgated the 'Implementation Measures of
Special Tax Adjustments (Provisional)’ (GuoShuiFa [2009] No. 2, hereinafter referred to
as ’Circular 2°). Circular 2 further stipulates that the tax authority can carry out a general
anti-tax avoidance investigation where there is an abusive tax arrangement, and withdraw the
tax benefits the non-resident enterprise gains from such an arrangement by re-characterizing
its tax arrangement based on its economic substance. The tax authorities can refuse to
recognize the existence of the offshore intermediate holding company that is used for tax
planning purposes, especially if it is established in a tax haven, through which the related
parties and unrelated parties avoid paying taxes.

The SAT promulgated the ’Strengthening the Administration of CIT Liability on Incomes of
Non-resident Enterprises from Transfer of Equity Interests’ (GuoShuiHan [2009] No. 698,



hereinafter referred to as ’Circular 698°). Circular 698 specifies that for the companies
which ’indirectly transfer the equity interests in a Chinese resident enterprise by abuse of
organization form for an unreasonable commercial purpose to avoid paying the CIT’, the tax
authority may apply ’look through’ principles by denying the existence of the offshore
intermediate holding company where there is an abusive tax arrangement, and
re-characterizing the indirect transfer as direct transfer of equity interests in a Chinese
enterprise, thus levying the CIT on capital gains derived from such transfer of equity interests.
Circular 698 also stipulates that where the non-resident enterprise transfers the equity interests
in a Chinese enterprise to its affiliate(s) and the transfer price thereof is not in line with the
arm's length principle and results in less taxable income, the tax authority has the right to
adjust using reasonable methods.

» Determination of arm’s length price regarding related party equity transfer

In accordance with the CIT Law of People’s Republic of China, the equity interests shall be
transferred at an arm’s length price if the transaction does not fulfill the special tax treatment
criteria stipulated in Circular 59. However, how to determine the arm’s length price of an
equity transfer transaction between related parties has been one of the important subjects of
the tax authority’s research. It is not uncommon that the transfer price of equity interests
between related parties is equivalent to the net book value in practice. Such a pricing policy,
however, will be very difficult to accept by the tax authority.

Three evaluation methods are recognized by the tax authority, namely Income Approach,
Replacement Cost Approach and Market Comparison Approach. In practice, the tax authority
may adopt more than one of the above evaluation methods to conduct a comprehensive
evaluation so as to determine the arm’s length price of the tested transaction. In actual cases,
which approach to select is often the focus of negotiation between the taxpayer and the tax
authority.
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