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SCOPE OF PRESENTATION


China adopted a new enterprise income tax law 
effective January 1, 2008.
This presentation will summarize the principal 
elements of the new law, implementing 
regulations and associated guidance.
Comment on tax planning opportunities and traps 
for the unwary.
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LEGISLATION


The National People’s Congress of China 
adopted the Enterprise Income Tax Law of the 
People’s Republic of  China (“EIT Law”) on March 
16, 2007.
The State Council adopted Detailed 
Implementation Regulations to the EIT Law on 
December 6, 2007.
The EIT Law became effective January 1, 2008, 
at which time the former foreign-invested and 
domestic-invested enterprise income tax laws 
were repealed (“Old EIT Law”).
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OTHER GUIDANCE


Notice Concerning Implementation of Transitional 
Preferential Enterprise Income Tax Policies (Guo
Fa [2007] No. 39), passed by the State Council on  
December 26, 2007 (“Circular 39”).
Notice Concerning Application of Transitional Tax 
Incentives to High and New Technology 
Enterprises Newly Established in Special 
Economic Zones and Shanghai Pudong New 
Area (Guo Fa [2007] No. 40, passed by the State 
Council on December 26, 2007 (“Circular 40”).
Notice Concerning Several Incentive Policies of 
Enterprise Income Tax (Cai Shui [2008] No. 1), 
approved by the State Council and jointly issued 
by the Ministry of Finance (“MOF”) and the State 
Administration of Taxation (“SAT”) on February 
22, 2008 (“Notice 1”).
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Other Guidance (CONT)


Notice Concerning Several Issues in 
Implementing the State Council’s Transitional 
Preferential Enterprise Income Tax Policies (Cai
Shui [2008] No. 21), issued by the SAT on 
February 20, 2008 (“Notice 21”).
Notice Concerning Treatments of Relevant 
Matters after Abolishment of Several Tax 
Incentive Policies Originally Available for Foreign 
Invested Enterprises and Foreign Enterprises
(Guo Shui Fa [2008] No. 23), issued by the SAT 
on February 27, 2008 (“Notice 23”).
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Other Guidance (CONT)


Provisional Rules on Allocation and Fiscal Administration of 
Income Tax from Enterprises with Cross-Province Head 
Office and Branches (Cai Yu [2008] No. 10),  jointly issued 
by the MOF, SAT and the People’s Bank of China on 
January 15, 2008 (“Notice 10”).
Provisional Rules of Income Tax Collection and 
Administration on Consolidated Filing for Enterprise with 
Cross-District Operations (Guo Shui Fa [2008] No. 28), 
issued by the SAT on March 10, 2008 (“Notice 28”).
Administrative Rules on Certification of High and New 
Technology Enterprises, jointly issued by the Ministry of 
Science and Technology (Guo Ke Huo Fa [2008] No. 172), 
MOF and SAT on April 14, 2008 (“Notice 172”).
Draft Operating Rules on Administration of Special Tax 
Adjustments (For Trial Implementation), privately circulated 
by the SAT to solicit comments at the end of March 2008 
(“Draft Special Adjustment Rules”).
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BACKGROUND


Under prior law, China has two distinct sets of 
income tax laws, one for foreign-invested 
enterprises (“FIEs”) and one for domestic 
enterprises.


An FIE generally was defined as a Chinese 
juridical entity with at least 25% foreign direct 
investment.
A domestic enterprise was all other Chinese 
juridical entities formed under the Chinese 
Company law.


The statutory enterprise income tax rate 
applicable to FIEs and domestic enterprises was 
33%. 
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BACKGROUND (CONT)


The effective tax rate for FIEs and domestic 
enterprises was quite different, however.
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DIFFERENTIAL IN TAX RATES


Notional tax rate was 33%.
FIEs’ effective tax rate was 15%.


FIEs were eligible for income tax incentives 
that reduce effective tax rate.


Domestic enterprise effective tax rate was 25%.
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REASONS FOR CHANGE


Conform with WTO principles of “national 
treatment” and “transparency by creating an 
environment for fair competition among all 
enterprises through a standardized and 
transparent fiscal environment.
Update the Chinese income tax provisions to 
reflect the changes in China’s economy and 
society.
Enhance Chinese economic development.
Eliminate current preferential polices in respect of 
the bifurcated Chinese tax code that distort 
behavior and lead to revenue loss; i.e., “round-
tripping.”
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UNDERLYING PRINCIPLES


Establish an enterprise income tax system 
uniformly applicable to various types of 
enterprises by:


Simplifying tax regimes.
Broadening the tax base.
Lowering tax rates.
Strict enforcement.







5/12/2008 12


THE FOUR UNIFICATIONS


The EIT Law unifies the following:
Income tax applicable to both domestic and 
foreign funded enterprises.
Enterprise income tax rates.
Deductions.
Preferential income tax policies (which are the 
mainstay), with the region-based ones as the 
supplement.
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HIGHLIGHTS OF EIT LAW


Harmonize corporate taxation of FIEs and 
domestic enterprises.
Unified tax rate of 25% for all enterprises.
Withholding tax rate of 20% reduced to 10% 
under Implementing Regulations.
Preferential tax rates and regimes for certain 
types of enterprises.
Elimination of most current law tax incentives.
Transitional rules for favorable FIE tax rate and 
pre-existing tax holiday incentives.
Tax residence concept.
Anti-abuse rules.
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HIGHLIGHTS OF EIT LAW (CONT)


EIT Law provides a basic framework, subject to 
subsequent promulgation of detailed rules of 
implementation by the State Council, which rules 
will become effective as of the effective date of 
the new law, as well as by the MOF and the SAT. 


The first set of implementing guidance has 
been issued.







THE EIT LAW 
and 
REGULATIONS







5/12/2008 16


TERRITORY COVERED


The People’s Republic of China.
Does not include (for this presentation 
purpose):


Hong Kong
Macau 
Taiwan
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PERSONS COVERED


EIT law applies to “enterprises;” i.e., businesses 
organized in the form of juridical entities.
Other persons, such as sole proprietorships and 
partnerships organized under the PRC law are 
not encompassed by new law.


Sole proprietorships and partnerships organized 
under the foreign law are still taxable under new 
law
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ENTERPRISES


Enterprises are either resident or non-resident.
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RESIDENT ENTERPRISES


Enterprises incorporated in China.
Enterprises incorporated outside of China whose 
effective management is in China.
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NONRESIDENT ENTERPRISES


Enterprises incorporated outside of China whose 
effective management is not within China.
Includes:


Nonresident enterprises that have an 
establishment or site within China.
Nonresident enterprises that have not 
established an establishment or site within 
China but have China-sourced income.
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EFFECTIVE MANAGEMENT


The legislative history to the EIT Law referred to 
the concept of de facto management, combine 
the criteria of “place of registration” and “place of 
effective management.”
The Implementing Regulations provide that the 
term “effective management” refers to 
establishments that execute substantial and 
overall management and control over the 
manufacturing and business operations, 
personnel, finance, assets of an enterprise.


Query, whether this test is a facts and 
circumstances test or does effective 
management over any one of the foregoing 
factors constitute effective management?
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EFFECTIVE MANAGEMENT (C0NT)


Trap for the Unwary. A non-Chinese enterprise 
must be careful not to exercise its effective 
management within China.


It is not entirely clear over what period of 
time effective management must be 
exercised so as to cause an enterprise to be 
either a resident or a non-resident 
enterprise. 
Query whether the effective management 
concept precludes the establishment of 
centralized or regional operations within 
China?
Strategies to avoid effective management.
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ESTABLISHMENT


The Implementing Regulations define the term 
“establishment” as any enterprise engaged in manufacturing 
and business operating activities within China.
Term includes:


a place of management, operation or administration;
a farm, factory or place of extraction of natural 
resources; 
a place where services are rendered;
a place of construction, installation, assembly, repair or 
exploitation;
other establishments engaged in manufacturing and 
business operating activities; or
business agents.
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ESTABLISHMENT (CONT)


A business agent constitutes a Chinese 
establishment where a non-resident enterprise 
entrusts a business agent to engage in 
manufacturing and business operating activities 
within China, including where the agent, on behalf 
of the principal, habitually signs contracts or 
stores and delivers goods.
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ESTABLISHMENT
COMMENT


The Implementing Regulations generally do not 
provide any significant change is the definition 
of “establishment or site” except, significantly, 
for an expansion of business agents
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ESTABLISHMENT (CONT)


Business agents.
Now, business agents include any agent 
conducting business activities in China rather than 
only those whose activities include habitually  
signing business contracts or storing and delivering 
goods.


E.g.: the appointment of any business agent in 
China to store or deliver goods will constitute 
an establishment, which will affect non-treaty 
protected principals in many supply chain 
structures.
Query, when will the provision of consulting 


and other services constitute an 
establishment?
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ESTABLISHMENT (CONT)


The term “establishment” is not synonymous with 
the term “PE” under a bilateral income tax treaty:


E.g.:
There is no “agent of independent status” exception as in 
bilateral income tax treaties.
There is no stated minimum time period for a place of 
construction, installation, assembly, repair or exploitation.
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TAXATION
RESIDENT ENTERPRISES


Resident enterprises are subject to tax on their 
worldwide income.
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TAXATION
NON-RESIDENT ENTERPRISES


Non-resident enterprises are subject to taxation 
on a net basis on:


Chinese source business income derived by 
an “establishment or site” in China.
Non-Chinese source income that has an 
actual connection to a Chinese “establishment 
or site.”


Non-resident enterprises are subject to taxation 
on a gross basis through withholding at the 
source on Chinese source passive income.
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TAX RATES
IN GENERAL


General rate - 25%.
Phase-in during 5 year transitional period for 
grandfathered enterprises:


18% in 2008
20% in 2009
22% in 2010
24% in 2011
25% in 2012


Rate can be reduced as a result of the application 
of various provisions, including tax exemptions, 
preferential tax treatments, super deductions, and 
grandfathering, all of which are discussed in detail 
in the Appendices attached hereto.
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WITHHOLDING TAX
IN GENERAL


Non-resident enterprises are subject to 
withholding at source on:


Gross income from sources within China if 
the non-resident enterprise does not have 
an establishment or site in China, and
Gross income from sources within China if 
the nonresident enterprise has an 
establishment or site within China but the 
income is not actually connected with that  
establishment or site.
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WITHHOLDING TAX
PASSIVE INCOME


Passive income includes:
Dividends (and bonus), interest, rents, 
royalties.
Capital gains; e.g., on the disposition of 
the stock of a Chinese company, or other 
property.
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WITHHOLDING TAX
PASSIVE INCOME (CONT)


Income from undertakings of projects 
works and the provision of services in 
China.


Applies generally where there is a 
likelihood that there will not be compliance 
with EIT Law net basis taxation and return 
filings.
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WITHHOLDING TAX
SOURCE OF INCOME RULES


Dividends and profit distribution. The place of the 
enterprise that makes the distribution.
Interest, rents and royalties. The location of the 
payor.
Services. The location of the service activities.
Income from sale of stock. The place where the 
invested enterprise is located. 
Income from immovable property. The location of 
the property.
Income from movable property. The location of 
the transferor.
Other. The source will be determined by the 
finance and tax departments of the State Council.
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WITHHOLDING TAX
AMOUNT SUBJECT TO TAX


Dividends, interest, rents and royalties are subject 
to withholding taxation on a gross basis.


For this purpose, “total income” includes 
surcharges.


Income from property transfers, e.g., the sale of 
stock of a Chinese company equals the total 
income received minus the net asset value of the 
property transferred.


It would appear that the gain no longer would 
be reduced by the owner’s percentage interest 
in undistributed earnings, as was the case 
under prior law.
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WITHHOLDING TAX
AMOUNT SUBJECT TO TAX (CONT)


Other Income. Calculated by reference to two 
above methods.
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WITHHOLDING TAX
WITHHOLDING AGENT


Entities or individuals having the obligation to 
make the “payment.”
Query, can a non-resident enterprise be a 
withholding agent?
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WITHHOLDING TAX
WHEN TAX IS DUE


The tax payment is required to be withheld from the amount 
paid or  the payable amount due from each tax payment 
and payable amount of the withholding agent. 


The term “payment” refers to payments in monetary 
form or in-kind, such as payments of cash remittances, 
payments through account transfers, payments using 
equity interests.
The term “amount due or payable” refers to payable 
items that are charged to relevant costs or expenses by 
the payor on an accrual basis.


E.g., dividends, when declared; interest, rent or 
royalty, at time specified in applicable contract.


The withholding tax is due within 7 days from the date of 
withholding and file a statement of withholding enterprise 
income tax to the tax authority.
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WITHHOLDING TAX
RATE OF TAX


The EIT Law provides the rate of withholding tax 
is 20%.
The Implementing Regulations have reduced the 
rate to 10%.
The prior-law withholding tax exemption on 
foreign investors appears to be repealed for the 
time being.  However,


Dividends attributable to accumulated pre-2008 
profits can be distributed tax free.
Technology royalties or interest may be exempted 
from tax if the subject contracts were signed 
before the end of 2007, and had otherwise 
qualified for tax exemption under prior law.  Not 
applicable to any extension period, supplementary 
contracts, or expanded clauses. 
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WITHHOLDING TAX
SPECIAL CONSIDERATIONS


Where there has not been proper withholding at 
source, the taxpayer is required to pay the tax 
due.
Where the taxpayer does not pay in accordance 
with the law, the Chinese tax authorities may 
pursue and collect the tax due from other income 
of the taxpayer derived from Chinese sources.


In this case, the tax authorities are required to 
inform the taxpayer of its reasons, the amount 
due, the payment deadline and the payment 
method.
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BILATERAL INCOME TAX TREATIES


Chinese bilateral tax treaty provisions take 
precedence over domestic law provisions where 
there is a conflict.
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BOOKS AND RECORDS


The EIT Law requires that taxpayers maintain 
their books and records for purposes of 
computing their income tax liability on:


a calendar year and
accrual basis of accounting.
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INCOME AND DEDUCTIONS


The EIT Law and Implementing Regulations 
contain detailed guidance as to income and 
expense recognition.
These rules are summarized in Appendix A.
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EXEMPT INCOME
COMMENTS


Qualifying Dividends.
Dividends derived by a resident enterprise 
from another resident enterprise are 
exempt from tax.
Dividends derived from resident 
enterprises by a nonresident enterprise 
connected with the nonresident 
enterprise’s Chinese establishment or site. 


Exemption will not apply to dividends on publicly-
issued, tradable stock held for less than 12 
months.
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CONSOLIDATED TAX RETURN


No consolidation for affiliated enterprises, except 
as otherwise stipulated by the State Council.
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NOLS
COMMENTS


Carry-back of NOLs – No.
Carry-forward of NOLs – 5 years. 


Computation: gross income minus nontaxable 
income, tax-exempt income, deductions and 
losses permitted to be carried forward (5 
years) from previous years.
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DEDUCTIONS
COMMENTS


Administration (Management) Fees. Not 
deductible.
Purchased Goodwill. Not amortizable.


Only deductible when the entire assets of an 
enterprise are sold or when the enterprise is 
liquidated.
Planning. In an asset acquisition, identify 
specific intangibles acquired to minimize the 
quantum of goodwill.


Overseas operating branch losses. Not deductible 
against Chinese operating branch profits.
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FOREIGN TAX CREDITS


The EIT Law provides for a more comprehensive 
FTC regime, to include direct and indirect FTCs, a 
FTC limitation, computed on a country-by-country 
basis, with a five year carry-forward.
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TAX PREFERENCES
IN GENERAL


EIT Law overall policy with respect to tax 
preferences is one of “expanding, continuing, 
permitting, and terminating” incentives.
EIT Law provides that “[p]referential enterprise 
income tax treatment shall be granted to key 
industries and projects that are supported by the 
State.”
The  State Council is granted authority to 
formulate ad hoc incentives based on the demand 
of the national economy and social development 
and in case of emergencies.
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TAX PREFERENCES
IN GENERAL (CONT)


Under EIT Law, there is a shift away from granting 
incentives for manufacturing in general and in 
specific locations to one in which incentives are 
granted for specific industries, including high-tech, 
infrastructure, environmental and agricultural, and 
one which will stimulate a domestically driven as 
opposed to an export-oriented economy. 
These rules are summarized in Appendix B.1-3.
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NEW TAX PREFERENCES
ILLUSTRATIONS


High and new technology enterprises taxable at a 
15% rate.


Certification criteria
Core proprietary intellectual property rights 


e.g., five-year (the minimum period) exclusive license.
Employees


30% of the employees constitute technical personnel with a 
college degree or above and 
10%  of the employees engaged in R&D.


Minimum ratios of R&D expenditure to total annual sales:
6% if total sales amount is below RMB 50 million.
4% if total sales amount is between RMB 50 to 200 million.
3% if total sales amount is above 200 million.
60% or more of total R&D expenditures must be incurred in the 
PRC.


60% of total revenue generate technology income.
Other index specified under Working Guidelines (upcoming).
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NEW TAX PREFERENCES
ILLUSTRATIONS (CONT)


R&D. 150% super deduction for qualifying R&D 
expense.
Venture Capital Enterprises. Extra deduction of 
70% of investment amount after holding 
investment for two years.
Infrastructure, Environmental, and Agricultural. 
Various.
Encouraged Industries in certain regions. Various.
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PRIOR TAX HOLIDAYS


The EIT Law revokes the existing five-year tax 
holiday for production-oriented FIEs (i.e., two-
year exemption and three-year 50% reduction 
of applicable tax rate), as well as the 50% tax 
reduction for export-oriented enterprises (i.e., 
those enterprises exporting 70% or more of 
their total products).
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GRANDFATHERING RULES


FIEs entitled to an income tax rate of 15% are eligible for a 
5-year transition period to the unified rate of 25%.
The 5-year period also applies to tax holidays. However, 
without special approval, if an enterprise does not utilize its 
entire tax holiday by the end of 2012, it will lose the 
balance.
If an enterprise has not yet benefited from a term tax 
holiday as a result of not generating profits, then the 
enterprise will be required to commence the tax holiday in 
2008.
Note, enterprises must have qualified for tax holidays prior 
to March 16, 2007, the date the EIT Law was enacted.
The EIT Law permits taxpayers to choose whether to 
continue with the existing tax incentives over the transition 
period or come with in the new incentives of the EIT Law, 
but not both.
These rules are summarized in Appendix B.5-6.
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ADMINISTRATION OF TAX COLLECTION 
CONSOLIDATED EIT FILING


A company (whether a domestic company or a 
FIE) is required to file consolidated EIT returns in 
respect of all its branches in China.


Returns are required to be filed with the local 
state tax bureau in the location of the head 
office. 


Branch Tax Filing.  A mechanism to ensure that 
the local governments where the branches are 
situated will obtain the relevant tax revenue 
generated from the branches.
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ADMINISTRATION OF TAX COLLECTION
BRANCH TAX FILING


Basic Principles:
Consolidated calculation
Distributed administration
Local pre-payments
Annual settlement
Treasury transfer


Applicable Enterprises
Resident enterprises with cross-district branches.


A “district” means a province or its equivalence.
Except for certain named enterprises, income tax 
revenue will go solely into the central 
government’s treasury. 


For example, state-controlled banks, railway companies 
and petroleum companies.
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ADMINISTRATION OF TAX COLLECTION
BRANCH TAX FILING (CONT)


Qualified Branches
First-tier branch, with function of production and 
operation
Deemed branch, an operational unit of Head 
Office (“HO”)


Excluded branches
A branch with no function of production and 
operation 


engaging in certain internal, auxiliary activities, such as 
after-sales services, internal R&D and warehousing; and
not paying VAT or business tax locally;


Offshore branches; and 
Branches of a low-profit enterprise.
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ADMINISTRATION OF TAX COLLECTION
BRANCH TAX FILING (CONT)


Allocation of income tax
1) 50/50 allocation between HO and branches
2) Of the 50% allocable to the branches, a further 


allocation among the branches pursuant to the 
following parameters:
1) Business revenue: weighing for 35%;
2) Staff salary cost: weighing for 35%; and
3) Asset value: weighing for 30%.


Comments:
Increasing compliance cost.
Increasing competition for tax revenue among 
different localities, and tax audits.
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ADMINISTRATION OF TAX COLLECTION
TAX FILING DEADLINE


Provisional EIT filing on a monthly or quarterly 
basis.


Deadline for EIT final settlement extended to the 
end of May of each year.
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SPECIAL TAX ADJUSTMENTS
IN GENERAL


The EIT Law enacted a series of special tax 
adjustments, some of which are anti-abuse rules 
and others of which are taxpayer favorable.
Draft Special Adjustment Rules


Comprehensive.
Detailed, 13 chapters and 20,000 words.
Expected to be finalized later this year.
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SPECIAL TAX ADJUSTMENTS
ANTI-AVOIDANCE MEASURES


The EIT Law adopts a series of anti-avoidance 
measures:


Business Purpose or General Anti-Avoidance 
Rule (GAAR).
CFC Rule.
Thin Cap Rule.
Statute of Limitations Rule.
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GAAR


Business Purpose. The Chinese tax authorities 
are empowered to make reasonable adjustments 
where an enterprise implements an arrangement 
“without  reasonable commercial” objectives to 
reduce its taxable income or profit.
The Implementing Regulations provide that the 
term “without reasonable commercial” purpose 
refers to arrangements whose “main purpose is to 
obtain tax benefits such as reduction, elimination 
or deferral of tax payments.”
Comment. The mean of “main purpose” in 
practice will be subject to interpretation by the tax 
authorities.
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GAAR (CONT)


Investigation targets:
Abuse of tax incentives
Abuse of tax treaties or treaty shopping
Abuse of corporate form
Frequent dealings with tax havens
Other transactions lack of business purposes


Elements to determine violation of GAAR
Form and substance
Timing
Methods
Tax consequences
Financial circumstances
Connection of the steps or components


Adjustment methods 
Re-characterize the transaction pursuant to economic substance
Repeal the achieved tax benefits
Re-determine or distribute revenue, cost, expenses, income, loss, credits, 
etc. among the participating parties


Any GAAR investigation and adjustment must be approved by the SAT
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CFC RULE


A foreign company:
• with ≥ 10% voting share directly or indirectly 


held by  a Resident Enterprise or China 
resident shareholder; and


• with > 50% share held by Resident 
Enterprises and China resident shareholders.


OR
• under “Effective Control” by a Resident 


Enterprises or a Resident Enterprise and 
China resident shareholder due to 
shareholding or other connections (e.g.,
capital, financing, operation, purchase, sales, 
etc.).
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CFC RULE (CONT)


Retained earnings of a CFC will be includible in the 
income of its China resident shareholder and 
subject to taxation, if:


• the CFC’s effective income tax rate < 12.5%; 
and


• the CFC fails to make profit distributions or 
made unreasonable profit distributions other 
than out of reasonable business 
considerations.
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CFC RULE (CONT)


Exemption:
Located in designated countries or regions that are 
not considered a low tax jurisdiction;


Having substantive operation and not having the 
main purpose of reducing the PRC tax; and 


Annual profit less than RMB5 million.


Comment. It is anticipated that additional 
guidance will be provided in the future.
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THIN CAP RULE


Related party interest cost exceeding a prescribed 
“debt-to-equity” will not be deductible for EIT Law 
purposes.


Extra interest payment to a foreign related party is 
deemed as dividend distribution


Any additional tax due to the different tax rate on 
interest and dividend must be made up, but no 
refund.


"Debt investments" – financing that an entity has 
directly or indirectly acquired from affiliated parties, 
and the enterprise is required to repay the principal 
and make interest payment or financing that 
requires other compensation of interest payment 
nature. 
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THIN CAP RULE (CONT)


Debt investments indirectly acquired from a related 
party by an enterprise include:


• debt investments made by related parties but 
through unrelated parties; 


• debt investments made by unrelated third 
parties but guaranteed or secured by a related 
party who assumes joint and several liability; 
or


• other debt investments having the nature of 
liabilities indirectly acquired from related 
parties.
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THIN CAP RULE (CONT)


“Equity investments” – investment received by the enterprise 
without payment of principal and interest, to which the 
investors have ownership on the enterprise’s net asset
“Equity investments” are broadened by the Draft Special 
Adjustment Rules to refer to equity financing, which equals:


Paid-up capital + capital surplus, if the equity is less than 
the sum of paid-up capital and capital surplus
Paid-up capital, if the sum of paid-up capital and capital 
surplus is less than the paid-up capital


The prescribed debt-to-equity ratio will be defined by the 
finance and tax departments of the State Council.
Contemporaneous documentation is required when 
exceeding the prescribed debt-to-equity ratio.
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THIN CAP RULE 
COMMENT


This rule is broadly formulated, including both 
back-to-back loans through unrelated parties 
and shareholder-guaranteed debt.
The definition of a “related party” follows the 
definition of the term “related party” for transfer 
pricing purposes under the Draft Special 
Adjustment Rules.
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STATUTE OF LIMITATIONS


A 10 year statute of limitations applies for the tax 
authority to make adjustments in cases where:


There is non-compliance with the arm’s length 
principle.
An enterprise makes other arrangements without 
bona fide commercial purposes.
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SPECIAL TAX ADJUSTMENTS
TRANSFER PRICING ENHANCEMENTS


Cost Sharing.
APAs.
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COST SHARING


Prior to the new law, the SAT issued one cost 
sharing ruling, which was blocked by the local tax 
authority. Guo Shui Fa [2004] 470 (Circular 470).
Cost sharing for the development of intangibles or 
the provision of services is specifically 
acknowledged in the EIT Law.  


Pursuant to Draft Special Adjustment Rules
Service sharing normally applies to group procurement 
and marketing planning, and
Service sharing agreements must be approved by SAT.


The Implementing Regulations provide that in a 
cost sharing arrangement, the sharing of costs 
must match anticipated benefits.
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COST SHARING (CONT)


Cost sharing agreements must be recorded with 
the tax authority within 15 days of conclusion.
Contemporaneous documentation is required.
Caution: pursuant to the Draft Special Adjustment 
Rules:


R&D expenses incurred under a cost sharing  
arrangement are NOT qualified for 150% bonus 
deduction of R&D expenses.
Costing sharing arrangement is not available to an 
enterprise with an operation period less than 20 
years.
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APAs


APAs are specifically sanctioned under the new 
law.


The Implementing Regulations provide that an 
APA refers to an agreement that is concluded after 
negotiation and confirmation with the tax 
authorities, upon an enterprise’s application, in 
respect of the enterprise’s pricing principles and 
computation methods for related party transactions 
in future years, consistent with the arm’s length 
principle.
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APAs


Threshold conditions for entering into APAs:
Related-party transactions amount to above 
RMB100 million;
With an ACTUAL operation period above 10 years;
Without significant tax avoidance in prior years; 
and
In compliance with contemporaneous 
documentation requirement.


APAs are effective for 2 to 5 consecutive years 
from the year following the application.
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APAs (CONT)
COMMENT


Prior to the new law, the SAT promulgated The 
Implementation Rules on Advance Pricing 
Arrangements for Transactions between Related 
Parties (Trial Version) Guo Shui Fa [2004] No. 
118 (“Circular 118”). This Circular establishes 
nation-wide standardized APA application, 
approval and monitoring procedures, and has 
been largely incorporated into the Draft Special 
Adjustment Rules.
Comment. Bilateral APAs have been concluded 
with Korea, Japan and the United States.
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SPECIAL TAX ADJUSTMENTS
TRANSFER PRICING, ANTI-ABUSE RULES


Arm’s length dealing rule.
Contemporaneous documentation rule.
Deemed income rule.
Interest penalty rule.
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ARM’S LENGTH DEALING RULE


The Chinese tax authorities are empowered to make 
adjustments through reasonable means where an 
enterprise engages in non-arm’s length dealings. 


The arm’s length principle refers to the principle that 
unrelated parties abide to when carrying on business 
transactions in accordance with fair market prices and 
common business practices.


The Implementing Regulations provide that related parties 
refer to enterprises, other entities or individuals that have 
the following relationship with an enterprise:


direct or indirect control over such matters as finance, 
business operations, purchases and sales, etc;
directly or indirectly controlled by a third party;
other relationships due to associated interests.
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ARM’S LENGTH DEALING RULE (CONT)


Related party relationship is further detailed under the Draft 
Special Rules to include:


20% shareholding, directly or indirectly own or 
commonly owned by a third party


50% is considered 100% when calculating the indirect 
shareholding;


Inter-company borrowings amount to 50% or more of 
paid-up capital, or 10% of the total borrowings are 
guaranteed by another party;
Appointment of half of the directors or senior 
management or one executive director;
Relying on the license from the other party;
Purchase and sales or services are controlled by the 
other party; or
Other substantive control on operation or transaction, or 
relationship based on other interests, such as family or 
kinship. 
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ARM’S LENGTH DEALING RULE (CONT)


The Implementing Regulations provide that the 
tax authorities may apply the following methods 
for tax adjustments on inter-company 
transactions:


Comparable Uncontrolled Price (CUP).
Resale Price Method (RPM).
Cost Plus Method (CPM).
Transactional Net Margin Method (TNNM).
Profit Split Method (PSM).
Any other method consistent with the arm’s 
length principle.
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ARM’S LENGTH DEALING RULE (CONT)


While no particular preference in the selection of 
transfer pricing methods, the Draft Special 
Adjustment Rules mentioned certain applicable 
methods in connection with each type of 
transactions, as follows:


√√Complex


√√√Services


√√Financing


√√Intangibles


√√√√Tangibles
PSMTNNMCPMRPMCUP







5/12/2008 83


ARM’S LENGTH DEALING RULE 
COMMENTS


In practice, normally the most reliable or 
reasonable method will be used.
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ANNUAL TRANSFER PRICING 
DOCUMENTATION REQUIREMENTS


The EIT Law provided that enterprises are 
required to submit annual related-party 
transaction reports with their annual tax returns.


Taxpayers are required to file a “Form of 
Annual Intercompany Transaction Report” as 
part of the annual tax filing.


The EIT Law further provides that where the tax 
authorities conduct transfer pricing 
investigations, the related parties and other 
relevant enterprises are required to provide  
“relevant information.”


Other relevant enterprises refer to enterprises 
similar to the investigated enterprise in terms of 
business operations and mode of operation.
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ANNUAL TRANSFER PRICING 
DOCUMENTATION REQUIREMENTS (CONT)


The Implementing Regulations have amplified the 
“relevant information,” as follows:


contemporaneous documents on pricing policy, 
calculation methods and explanations;
documents relating to the resale (transfer) prices 
or ultimate sales (transfer) prices of properties, 
property use rights, or services involved in related 
party transactions;
documents with respect to comparable products, 
pricing methods and profit level that provided by 
other enterprise relevant to the related party 
investigation; and 
other documents required by the tax authority.
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ANNUAL TRANSFER PRICING 
DOCUMENTATION REQUIREMENTS (CONT)


Time limit for submission.
Information to be provided by the audited taxpayer 
must be provided within the time limit specified by 
the tax authority.
Information to be provided by related parties and 
other relevant enterprises must be submitted as 
agreed between the tax authority and the related 
parties and other relevant enterprises.
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CONTEMPORANEOUS DOCUMENTATION


Contemporaneous documentation is required to include:
Organizational structure
Production and operation
Related party transactions
Comparable analysis
Choice and application of transfer pricing methods


Simplified contemporaneous documentation: Enterprises 
with a related party transaction amount between RMB 20 
million to 100 million
Exempted enterprises:


Related party transactions below RMB 20 million;
Covered by an APA; or 
Related party transactions solely within the PRC.
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CONTEMPORANEOUS DOCUMENTATION (CONT)


Documentation for a tax year must be completed 
before June 1 of the next year.
Documentation 


Must be in Chinese;
Signed by the legal representative or authorized 
representative; and
Retained for 10 years.
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DOCUMENTATION REQUIREMENTS
COMMENTS


Other releases:
Guo Shui Han [2007] No. 236. Instructs local tax offices 
to more closely monitor foreign-invested manufacturing 
subsidiaries if they report losses or only marginal 
profits. This position is based on the view that these 
enterprises are akin to contract manufacturers that bear 
almost no risk and therefore should receive a profit for 
their manufacturing services and not incur losses.
Guo Shui Han [2007] No. 363 on Strengthening 
Transfer Pricing Investigations, on March 28, 2007. The 
purpose of this Circular is to standardize transfer pricing 
investigations carried out by local tax authorities.


Recommendation. Companies should prepare 
contemporaneous documentation as a means of managing 
their transfer pricing risks in China.
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TRANSFER PRICING INVESTIGATION


Audit targets
With a large amount or many types of related party 
transactions.
With a long history of losses, low profits, or volatile 
profits.
With a profit level lower than the industry average.
With a profit level lower than the group companies.
Profit level not commensurate to functions or risks.
Related party dealings with tax havens.
Non-compliance with rules to report related party 
transactions or to prepare contemporaneous 
documentation
With other non-arm’s length transactions.
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TRANSFER PRICING INVESTIGATION (CONT)


In principle, there will be no investigation of 
domestic related parties with the same actual tax 
burden.
When enterprises set-off payments and receipt, to 
conduct the comparably analysis, tax authorities 
can restore the transactions to their gross 
amounts and evaluate the transactions 
separately.
When the enterprise’s profit level is lower than 
the median of interquartile range for comparable 
enterprises, in principle, tax authorities may 
adjustment to the median level.
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TRANSFER PRICING INVESTIGATION (CONT)


Administrative appeal or litigation are applicable 
in theory if the taxpayer disagree with the transfer 
pricing adjustment.
An enterprise that has been subject to a transfer 
pricing adjustment will be subject to a 5 year 
follow-up supervision.
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DEEMED INCOME RULE


The EIT Law provide that where an enterprise 
fails to supply information or provides false or 
incomplete information with respect to related 
party transactions, the tax authorities have the 
right to deem the taxable income of the 
enterprise.
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DEEMED INCOME RULE (CONT)


The Implementing Regulations have amplified the 
rule.
The failure to provide the requested documents or 
the production of false information allows the tax 
authority to deem the taxable income of the 
enterprise by any of the following methods:


the profit margin of similar taxpayers; 
cost plus reasonable expenditures and profit;
percentage of the related group’s overall profits;
other reasonable methods.
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DEEMED INCOME RULE (CONT)


Range of deemed profit rates by industry:
3-10% for agriculture, forestry, husbandry, fishery
5-15% for manufacturing
3-15% for wholesale and retail
7-15% for transportation
8-20% for construction
8-25% for culinary
15-30% for entertainment
10-30% for other industries
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INTEREST PENALTY RULE


The EIT Law provides that where the tax 
authorities have made a tax adjustment and levy 
additional tax, interest should be paid in 
accordance with the State Council’s regulations.
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INTEREST PENALTY RULE (CONT)


The Implementing Regulations have provided, as 
follows:


Interest will be levied on additional tax due to 
special tax adjustments (including transfer 
pricing adjustments).
Interest levy calculation:


On a daily basis for the period from June 1st


following the relevant tax year to the date when the 
additional tax is paid.
The People’s Bank of China (“PBOC”) benchmark 
rate will be applied, if the taxpayer can provide 
transfer pricing documentation required by the tax 
authority; otherwise the interest rate will be PBOC 
benchmark interest rate plus 5%.
Interest is not deductible for EIT Law purposes.
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INTEREST PENALTY RULE 
COMMENTS


It is anticipated that follow-up tax circulars will clarify 
whether the interest levy also applies to adjustments 
relating to transactions prior to January 1, 2008.
This new interest penalty rule and the other transfer pricing 
anti-abuse rules reflects a strengthened enforcement of 
transfer pricing administration.


In Guo Shui Han [2006] No. 901, the SAT provided that if 
an enterprise fails to make a corresponding adjustment in 
a transfer pricing case, the amount earned by the 
overseas related-party in excess of what would have been 
earned by an unrelated party will be considered to be a 
dividend and that the dividend would not qualify for the 
exemption from the income tax. Further, if a transfer 
pricing adjustment is paid to a related party in the form of 
interest or royalties, no adjustment will be permitted to the 
amount of withholding tax levied on the interest or 
royalties. 







TAX PLANNING
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TAX PLANNING


Holding Company Planning
Chinese Debt Planning
Strategic and Operational Models
Transfer Pricing Planning 
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HOLDING COMPANY
REASONS


The use of a holding company may have the 
following benefits:


minimize the imposition of Chinese withholding 
taxes, as imposed under the EIT Law;
facilitate debt push-down planning; and
facilitates the reinvestment of Chinese earnings into 
non-China investments.
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HOLDING COMPANY
RESTRUCTURING: CHINA


Prior Law. It was possible to engage in an intra-group restructuring 
in a tax-free manner; i.e., the contribution of shares of an existing 
Chinese entity to a treaty-protected holding company could have 
been transferred at cost, provided (1) the transferor had good 
business reasons for the restructuring and (2) the transferee was 
wholly owned, directly or indirectly, by the transferor. 


The transfer would have attracted Chinese stamp duty 
imposed at the rate of 0.05 percent, payable by both the 
transferor and the transferee.


Current Law. It is unclear whether the tax free intra-group 
restructuring is still available after January 1, 2008, although it is 
anticipated to be reintroduced in the future.
Current Planning. There may be some planning opportunities 
notwithstanding the elimination of the intra-group restructuring 
exemption.
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HOLDING COMPANY
RESIDENCE MIGRATION


Incorporate a Holding Company in a jurisdiction with a 
favorable tax treaty with China, say, a  5% withholding 
income tax rate on dividends.
The Holding Company establishes a SPV in a jurisdiction 
that has not entered into a bilateral income tax treaty with 
China.
The SPV establishes an operating WFOE in China.
The SPV becomes a resident enterprise for Chinese tax 
purposes.
The WFOE can distributes dividends to the SPV free of 
PRC tax under the inter-resident-enterprise dividend 
exemption.
The SPV, in turn, can distribute dividends to the Holding 
Company at the favorable, reduced treaty rate for 
dividends.
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RESTRUCTURING
TREATY RATES


0%/7%/10% 
(3)(4)


0%/10%
(3)


0%/ 10%
(3)


0%/7%
(3)


0%/10%
(2)


Interest 


5%/10% (6)5%5%5%/10% (6)10% (5)Dividends


0%(9)


10%


Barbados


6%/10%
(7)


10%7%10%Royalties


10% (8)10% (8)10% (8)10%Capital gains 
on share 
transfers with 
25% or more 
holding


Singapore 
(1)


MauritiusHong KongNo Tax 
Treaty (refer 


to  
New EIT 


Law)


Category of 
Income / 
Location


Use of an offshore holding company from jurisdictions 
with which China has a tax agreement can reduce the 
WIT exposure.  For instance:
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RESTRUCTURING
TREATY RATES (C0NT)


(1) Amended China-Singapore tax treaty came into effect on 1 January 2008.
(2) 0% applies to interest income derived by foreign governments’ loans to 


Chinese government or by international financial institutions’ loans to 
Chinese government or resident enterprises on preferential terms.


(3) 0% applies to interest derived by government or government related 
entities.


(4) 7% applies to interest income derived by a Singapore bank or financial 
institution from China; and 10% for all other cases.


(5) Prior to 1 January 2008, after-tax dividends derived by foreign investors 
from FIEs were exempt from WIT.


(6) WIT rate at 5% will apply if the shareholding of a Singaporean or Hong 
Kong resident company in an FIE is 25% or more.


(7) WIT rate at 6% will apply on royalty payment paid by a Chinese company 
to a Singaporean resident company for the use of, or the right to use, 
industrial, commercial or scientific equipment.


(8) Tax exemption in China is available on capital gain derived by resident 
companies from Hong Kong, Singapore and Mauritius from the disposal of 
shares in a Chinese company, provided that (i) the foreign investor's 
shareholding in the Chinese company is less than 25%; and (ii) the 
Chinese company is not primarily comprised of immovable property.


(9) China-Barbados tax treaty is under renegotiation.
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HOLDING COMPANY JURISDICTIONS
CONSIDERATIONS


Taxation of dividends/interest/royalties/capital 
gains/forex gains in jurisdiction.
Repatriation planning and withholding taxation.
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DEBT FINANCING
CONSIDERATIONS


Reasons
Higher rate of tax.
Lack of tax consolidation.
Inability to easily repatriate Chinese profits 
due to Chinese foreign exchange controls and 
approvals.
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DEBT FINANCING
CONSIDERATIONS


China.
Thin cap rules.
Chinese approvals.
Merger laws, regulatory formalities and 
approvals.
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BUSINESS RESTRUCTURING
REASONS


A full-fledged Chinese company operating 
structure may no longer be tax efficient under 
the EIT Law.
Consideration of structures under the new tax 
environment is necessary now to optimize 
Chinese-US operating and tax position.
Benefits of structures adapted to new 
environment include centralization of functions 
and risks, enhanced returns, cost, tax and 
treasury efficiencies, simplified tax and transfer 
pricing compliance.
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RESTRUCTURING
CONSIDERATIONS


China.
Upon restructuring:


Exit taxes.
Transfer pricing.
Anti-abuse rules.


After restructuring:
Operating profits.
Tax rate.
Qualification for tax preferences.


Indirect tax.
Transfer pricing compliance and documentation.
PE exposures.
Withholding tax.
Repatriation strategies.
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TRANSFER PRICING
PLANNING


Transfer pricing is an increasingly important issue 
globally.
China is increasingly becoming more 
sophisticated in this area. 
The US has detailed rules with respect to 
determining transfer prices, documentation and 
penalties.
Taxpayers need to closely examine their transfer 
pricing to ensure compliance and to have 
documentation to support their positions, avoid 
adjustments and interest and penalties.
Taxpayers should consider unilateral, bilateral or 
multilateral APAs.







Appendix A







TAXABLE INCOME
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TAXABLE INCOME


1. General.


2. Donation.


3. Other Revenue.


4. Deemed Income.


5. Non Taxable Income.
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TAXABLE INCOME
1.   General


Taxable income includes all revenue (whether in 
monetary or non-monetary form) from any source, 
including income from:


• sales of goods;
• provision of labor service;
• disposition of property;
• investment (e.g. dividends and bonuses);
• interest;
• rental;
• royalties;
• donations; and
• other revenue.
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TAXABLE INCOME
2.   Donation


Receipt of monetary or non-monetary assets 
provided by other enterprises, organizations or 
individuals without consideration.


Realization of revenue upon actual receipt of 
the donated assets.
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TAXABLE INCOME
3.   Other Revenue


Other revenue not covered in the above categories, 
including revenue derived from assets surplus, 
unreturned deposit on packaging materials, account 
payables which cannot be paid, collection of account 
receivables that were previously written off as bad 
debts, subsidies, liquidated damages, income from 
debt restructuring, exchange gains, etc.
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TAXABLE INCOME
4.   Deemed Income


Non-monetary assets exchanged by an enterprise, 
goods, properties or services provided by an 
enterprise in the form of donation, debt repayment, 
sponsorship, fund raising, advertisements, samples, 
staff welfare or profit distributions are deemed as 
income from sales of goods, transfer of property or 
provision of services.
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Fiscal funding allocated by any level of 
government to organizations such as institutions 
and social organizations that are administered 
by fiscal budgets.


Government administrative charges from 
specified parties in the course of public 
management or provision of specified public 
services.


Government funds/fiscal capital collected on 
behalf of government for specific purpose.


Other non-taxable revenue specified by the 
State Council.


TAXABLE INCOME
5.   Non-Taxable Income







DEDUCTIONS
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DEDUCTIBLE EXPENSES


1. General Rule.


2. Examples of Deductible Expenses. 


3. Depreciation.


4. Amortization.


5. Examples of Non-Deductible Expenses.


6. Loss 
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DEDUCTIBLE EXPENSES
1.   General Rule


Reasonable expenses actually incurred and 
relevant to the earning of the income of the 
enterprise can be deducted in calculating taxable 
income.


"Reasonable expenses" refers to necessary and 
normal expenses in line with ordinary business 
operations.
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DEDUCTIBLE EXPENSES
2.   Examples of Deductible Expenses 


Taxes: any taxes and surcharges except for EIT 
and creditable VAT.
Salaries and wages including


• basic salary;
• bonus;
• allowance;
• subsidies;
• overtime payment;
• other expenses in relation to employment. 
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DEDUCTIBLE EXPENSES
2.   Examples of Deductible Expenses (CONT)


Social insurance within the scope and standard 
prescribed by the relevant ministries or provincial-
level government are deductible including:


• Basic Pension Insurance;
• Basic Medical Insurance;
• Unemployment Insurance;
• Occupational Injury Insurance;
• Maternity Insurance;
• Housing Fund;
• Supplementary Pension Insurance and 


Supplementary Medical Insurance as approved by 
the finance and tax authorities of the State Council.
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DEDUCTIBLE EXPENSES
2. Examples of Deductible Expenses (CONT)


Life insurance for special occupations.


Commercial insurance policies (unless approved 
by the finance and tax authorities of the State 
Council).


Welfare Expenses.
• No more than 14% of the total salary 


expenses.


Trade Union Expenses.
• No more than 2% of the total salary 


expenses.
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DEDUCTIBLE EXPENSES
2. Examples of Deductible Expenses (CONT)


Employee Education Expenses.
• No more than 2.5% of the total salary 


expenses.
• Exceeding portion can be carried forward to 


subsequent years for deduction.


Expenses for Labor Protection.


Entertainment Expenses.
• No more than 60% of actually incurred 


entertainment expenses, and deduction 
cannot exceed 0.5% of the annual turnover 
of that year.
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DEDUCTIBLE EXPENSES
2. Examples of Deductible Expenses (CONT)


Advertising expenses.
• No more than 15% of the sales revenue of 


the same year.
• Exceeding portion can be carried forward to 


future periods.
Environmental protection, zoology recovery.
Property insurance.
Lease payments for fixed assets.
Charity donation.


• Donation to qualified charity organizations.
• No more than 12% of the annual profit.
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DEDUCTIBLE EXPENSES
3.   Depreciation


Fixed assets- straight line method.
Minimum depreciation period:


• Houses and buildings - 20 years.
• Airplanes, railway trains, boats and ships, 


machinery and other production equipment 
- 10 years.


• Equipment, tools and furniture related to 
production and business operation - 5 
years.


• Transportation vehicles other than 
airplanes, trains and boats and ships – 4 
years (5 years pursuant to the Old EIT 
Law).


• Electronic equipment - 3 years.
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DEDUCTIBLE EXPENSES
3.   Depreciation (CONT)


Depreciation to start in the next month after the 
fixed assets are used.


Depreciation to end in the next month after the 
fixed assets cease to be used.


Residual value to be reasonably determined; 
cannot be changed once determined.
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DEDUCTIBLE EXPENSES
4.   Amortization


Intangible assets – straight line method.


• General rule: minimum amortization period 
should be at least 10 years.


• Intangible assets, which are contributed as 
capital or purchased, can be amortized 
according to the usable years prescribed in 
the agreement or contract, if any.
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DEDUCTIBLE EXPENSES
4.   Amortization (CONT)


Long-term Prepaid Expenses.


• To be amortized by installments from the month 
following the occurrence of the expenses.


• Minimum amortization period:
- Alteration of fully depreciated fixed assets: 


estimated remaining usable period.
- Leasehold improvements: remaining period of 


lease as agreed.
- Major repairs on fixed assets: estimated 


remaining usable period.


- Other long-term prepaid expenses: 3 years.
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NON-DEDUCTIBLE ITEMS
5.   Examples of Non-Deductible Expenses


Dividends and other distribution of profits to investors.


EIT paid.


Tax-related late payment surcharges.


Penalties, fines and losses arising from the 
confiscation of property.


Sponsorship fees, which are non-advertising 
expenses and irrelevant to the production and 
operation of the enterprise.


Donations (other than permitted charitable 
donations).


Commercial insurance policies for investors or 
employees.
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NON-DEDUCTIBLE ITEMS
5.   Examples of Non-Deductible Expenses (CONT)


Reserve funds not conform to the rules of the 
finance and tax authorities of the State Council


Other expense irrelevant to the generation of 
income.


Amortization expenses relating to self-developed 
goodwill.


Amortization expenses relating to acquired 
goodwill unless the entire business is disposed 
of or liquidated.
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NON-DEDUCTIBLE ITEMS
6.   Loss


Unused loss from previous years can be carried 
forward for 5 years for calculation of taxable 
income.







PREFERENTIAL 
TAX TREATMENTS
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PREFERENTIAL TAX TREATMENTS


1. Exempt Income.
2. Tax Exemption and Reduction.
3. Tax Holiday.
4. Reduced Tax Rates.
5. Additional Deduction/Credit and Income 


Rebate.
6. Exemption and Reduction of Local Income 


Tax
7. Grandfathering.
8. Old vs. New EIT Law.







5/12/2008 137


PREFERENTIAL TAX TREATMENTS
1. Exempt Income


Art. 36 EIT Law
Art. 2 Cai Shui [2008] No. 1


Security investment fund related income:
• Funds’ income from buy-sell margin of shares or 


bonds, dividends, interest and other income
• Investors’ income from fund distributions
• Fund managers’ income from buy-sell margin of 


shares or bonds by using the funds


Art. 36 EIT Law
Art. 1.1 Cai Shui [2008] No. 1


VAT refund to software production enterprises (for 
tax incentive purpose, IC design enterprises are 
considered software production enterprises) 
used for R&D and business expansion


Art. 26(4) EIT Law
Art. 84 IR


Income earned by qualified non-profit organizations
(defined in Art. 84 IR)


Art. 26(2) and (3) EIT Law
Art. 83 IR


Dividends or stock dividends on equity investment 
derived in China by :
• Resident Enterprise from another Resident 


Enterprise
• Non-Resident Enterprise with “establishment or 


site” from another Resident Enterprise
• Except publicly-issued tradable stock held for a 


consecutive period of less than 12 months


Art. 26(1) EIT Law
Art. 82 Implementation Regs. (“IR”)


Interest from state issued bonds


Legal basisIncome exempted from EIT
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PREFERENTIAL TAX TREATMENTS 
2.  Tax Exemption and Reduction


Art. 27(4) EIT Law


Art. 90 IR


• Tax exemption: portion of income ≦ RMB 5M 


• 50% reduction: portion of income > RMB 5M 


Income derived by Resident 
Enterprises from qualified 
technology transfer


Art. 3(3) & 27(5)
EIT Law
Art. 91 IR


Art. 27(1) EIT Law
Art. 86 IR


Legal basis


• Tax exemption: interest derived by foreign 
governments from loans made to PRC
government; 


• Tax exemption: interest derived by 
international financial organizations from loans 
made to PRC government or Resident 
Enterprises at preferential terms; 


• Tax exemption: other income approved by 
state Council; 


• 10% WIT rate: other PRC-sourced passive 
income 


Passive Income derived by Non-
Resident Enterprises:


• Dividends;
• Interests;
• Royalty;
• Rental; and
• Other passive income


• Tax exemption: qualified projects defined in 
Art. 86(1) of EIT IR


• 50% reduction: qualified projects defined in 
Art. 86(2) of EIT IR


• Except restricted and prohibited projects


Income from agriculture, forestry, 
livestock, fishing industry


IncentiveItem







5/12/2008 139


PREFERENTIAL TAX TREATMENTS 
3.  Tax Holiday


Legal basisIncentiveItem


Art. 36 EIT Law
Art. 1.2 Cai Shui [2008] No. 1 


• 2-year tax exemption followed 
by 3-year 50% reduction, starting 
from the first profit-making year


Newly established Software 
Enterprise


Art. 27(3) EIT Law
Art. 88 IR


• 3-year exemption followed by 
3-year 50% reduction, starting 
from the taxable year in which 
the project generates its first 
operational income 


Income from qualified 
environmental protection, energy
and water saving projects
• Qualifications to be defined by 
competent finance and tax 
divisions of the State Council.


Art. 27(2) EIT Law
Art. 87 IR


• 3-year exemption followed by 
3-year 50% reduction, starting 
from the taxable year in which 
the project generates its first 
operational income 


Income from qualified public 
infrastructure projects
• ports, airports, railways, roads, 
urban public transportation, 
electricity, water power etc. as 
defined in Catalogue Regarding 
Enterprise Income Tax Incentive 
for Public Infrastructure Projects
(to be issued)
• Contracted projects for 
operation or construction and 
internal construction projects for 
self-use not included.
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PREFERENTIAL TAX TREATMENTS 
3.  Tax Holiday (CONT)


Art. 36 EIT Law


Art. 1.8 Cai Shui [2008] 
No. 1 


•2-year tax exemption followed by 
3-year 50% reduction, starting from 
the first profit-making year


•No longer applicable if the 
enterprise already enjoyed the 
same tax holiday


IC production enterprises that 
produces IC with a width less than 0.8 
um 


Art. 57 EIT Law


Guo Fa [2007] No. 40 


•2-year exemption followed by 3-
year 50% reduction, starting from 
the taxable year in which the 
enterprise generates its first 
operational income


Newly established High and New 
Technology Enterprises (HNTEs) to be 
heavily supported by the state, 
established in special economic zones 
(i.e. Shenzhen, Zhuhai, Xiamen, 
Shantou and Hainan) and Shanghai 
Pudong New Area on or after January 
1, 2008:


•Income generated from such special 
economic zones and Shanghai Pudong
New Area


Art. 36 EIT Law 


Art. 1.7 Cai Shui [2008] 
No. 1 


•Reduced tax rate: 15%


•With an operation term of more 
than 15 year


•5-year tax exemption followed by 
5-year 50% reduction, starting from 
the first profit-making year


IC production enterprises:


•With a total investment of more than 
RMB 8 billion; or


•Producing IC with a width less than 
0.25 um


Legal basisIncentiveItem
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PREFERENTIAL TAX TREATMENTS
4. Reduced Tax Rates


Art. 36 EIT Law
Art. 1.3 Cai Shui


[2008] No. 1


• Reduced tax rate: 10% 
applicable to the year when the 
enterprise has not yet enjoyed 
any tax exemption


Key software production enterprises within the 
state’s plan


• Reduced tax rate : 15%


• Preferential tax rate of 15% 
applies to certified HNTEs
nationwide


• Reduced tax rate : 20%


Incentives


Art. 28(2)
EIT Law
Art. 93 IR


HNTEs heavily supported by the State upon 
satisfaction of criteria with regard to:


• Ownership of core proprietary property 
rights


• Type of products (service)
• R&D expense raito
• High-tech revenue ratio
• Technician ratio
• Other criteria set out in Administrative 


Measures Regarding Certification of High 
and New Technology Enterprises (to be 
issued)


Art. 28(1)
EIT Law
Art. 92 IR


Small-scale and low-profit enterprises:
• Industrial enterprises: annual taxable 


income ≦ RMB 0.3M, staff ≦ 100, total 
asset value ≦ RMB 30M


• Non-industrial enterprises: annual taxable 
income ≦ RMB 0.3M, staff≦80, total asset 
value ≦ RMB 10M


• Except Restricted and Prohibited industries


Legal BasisItem
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PREFERENTIAL TAX TREATMENTS
5. Additional Deduction/Credit and Income Rebate


Art. 31 EIT Law
Art. 97 IR


• Extra deduction of 70% of the 
investment amount after holding the 
investment for 2 years
• Unused amount can be carried forward 
to subsequent years


Venture capital investment in 
small and medium-size unlisted 
HNTEs for 2 years or more


Art. 32 EIT Law
Art. 98 IR


• Shortened depreciation lives : as short 
as 60% of the depreciation period as 
required by law
• Accelerated depreciation: double-
declining balance method or sum-of-the-
years-digits method


Accelerated depreciation on fixed 
assets
• Fixed assets subject to rapid 
technological obsolescence
• Fixed assets subject to constant 
strong vibration or erosion


Art. 30(2) EIT Law
Art. 96 IR


• Disabled workers: deduction of 200% 
of salary expenses paid to disabled 
workers
• Other encouraged employees: to be 
issued


Employment of disabled workers 
or other employees encouraged 
by the State


Art. 30(1) EIT Law
Art. 95 IR


• R&D expenses that are not capitalized 
as costs of intangible asset: deduction of 
150% R&D expenses 
• R&D expenses that are capitalized as 
costs of intangible asset: amortization on 
150% cost


R&D expenses for new 
technology, new products and 
new process of production


Legal BasisIncentivesItem
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PREFERENTIAL TAX TREATMENTS
5. Additional Deduction/Credit and Income Rebate (CONT)


Art. 36 EIT Law


Art. 1.4 Cai Shui [2008] 
No. 1 


Full deduction of actual expenses 
without being capped


Employee training expenses of 
software production enterprises 


Art. 33 EIT Law 


Art. 99 IR


For purposes of calculation of 
taxable income, only 90% of income 
will be counted 


Income from using specified 
resources as main raw materials for 
production of non-prohibited and 
non-restricted products that meet 
relevant state’s standards


• Resources specified under 
Catalogue on Enterprise Income 
Tax Incentives for Resources 
Recycling (to be issued) 


Art. 36 EIT Law 


Art. 1.7 Cai Shui [2008] 
No. 1 


Shortened depreciation period to 3 
years at minimum, upon approval of 
the tax authority


Accelerated depreciation for IC 
production equipment of IC 
production enterprises 


Art. 36 EIT Law


Art. 1.5 Cai Shui [2008] 
No. 1


Shortened 
depreciation/amortization period to 
2 years at minimum, upon approval 
of the tax authority 


Accelerated 
depreciation/amortization for 
purchased software if the software 
qualifies as fixed asset or intangible 
asset


Legal BasisIncentivesItem
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PREFERENTIAL TAX TREATMENTS
5. Additional Deduction/Credit and Income Rebate (CONT)


Art. 34 EIT Law


Art. 100 IR


• Extra 10% of the investment in 
special equipment can be 
credited against tax payable,


• Unused amount can be carried 
forward for 5 years


• Equipment disposed of or 
leased out within 5 years will be 
subject to claw back for tax 
previously reduced


Special equipment purchased for 
environmental protection, energy and 
water saving, safe manufacturing, etc. 


Equipment categorized under the 
following catalogue to be issued:


• Catalogue Regarding Income Tax 
Incentive on Specific Environmental 
Protection Equipment


• Catalogue Regarding Income Tax 
Incentive on Specific Energy and 
Water Saving Equipment


• Catalogue Regarding Income Tax 
Incentive on Specific Safety 
Production Equipment


Legal BasisIncentivesItem
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PREFERENTIAL TAX TREATMENTS
6. Exemption and Reduction of Local Income Tax


Art. 29 EIT Law 


Art. 94 IR


Art. 3 Cai Shui [2008] No. 
21 


Exemption or reduction on the portion of 
tax revenue entitled to the local 
government should be determined by 
government in autonomous regions and 
approved by provincial government


Enterprises set up in 
autonomous regions 


•Except Restricted and 
Prohibited Enterprises


Legal BasisIncentivesItem
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PREFERENTIAL TAX TREATMENTS 
7. Grandfathering


Grandfathering Period


• Enterprises, which may enjoy preferential tax 
incentives under the old EIT Law applying to FIEs
and are eligible for the grandfather provision, are 
referred to enterprises who have completed  
registration prior to March 16, 2007, the 
promulgation of the EIT Law.


• Caishui (2007) No. 115 jointly issued by the SAT 
and Ministry of Finance on 31 August 2007 clarified 
that the enterprises had to have completed 
registration with the relevant administration bureau 
of industry and commerce before March 16, 2007 in 
order to enjoy the grandfathering period.
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PREFERENTIAL TAX TREATMENTS
7. Grandfathering (CONT)


FIEs obtaining business license after 16 March 
2007 are no longer entitled to any tax holiday 
benefits under the Old EIT Law after January 1, 
2008.


FIEs obtaining business license before 16 March 
2007 and currently enjoying tax holidays can 
continue to enjoy preferential tax treatments for 
the remaining period.


If such FIEs have not started their tax holidays, 
tax holidays will be deemed to begin in 2008.
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PREFERENTIAL TAX TREATMENTS
7. Grandfathering (CONT)


New tax rate (i.e., 25%) will phase in during 5-
year transitional period if the grandfathered 
enterprise was granted a 15 percent tax rate 
under old EIT Law .


• 18% in 2008


• 20% in 2009


• 22% in 2010


• 24% in 2011


• 25% in 2012
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PREFERENTIAL TAX TREATMENTS
7. Grandfathering (CONT)


The Old EIT Law provided that manufacturing 
FIEs located in Pudong were entitled to a 15% 
tax rate.
However, in practice, all FIEs in Shanghai 
Pudong area enjoyed a reduced EIT rate of 15%.
Query: Is an FIE located in Shanghai Pudong
which is not a manufacturing company entitled to 
any grandfathering rule?


Appears unlikely from Circular 39 – only 
legitimate reduced tax rates will be 
grandfathered.
Subject to clarification by Shanghai or 
Pudong tax authorities
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PREFERENTIAL TAX TREATMENTS
5. Grandfathering (CONT)


Enterprises Located in Western Area.


• Under the old EIT Law applying to FIEs, the 
enterprises under the "encouraged" catalogue 
and located in the western area (i.e., 12 
provinces in total) of China will enjoy a 15% 
reduced tax rate until 2010.


• Circular 40 confirmed that, after the tax 
unification, the 15% reduced tax rate will be 
kept until 2010.
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PREFERENTIAL TAX TREATMENTS 
7. Grandfathering (CONT)


Grandfathering Period for By-stage Tax Holiday.
Caishui (2002) No. 56 provides that FIEs under the 
"Encouraged" Category that inject additional 
investment and satisfy one of the following 
conditions may enjoy the 2+3 tax holidays by 
stages:


- the newly added registered capital is no less than 
USD 60 million; or


- the newly added registered capital is 50% or more 
of the original registered capital and such additional 
investment is no less than USD 15 million.


Query: Will FIEs that injected additional investment 
before January 2008 be eligible for a 5-year 
grandfather period for the by-stage tax holiday?
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PREFERENTIAL TAX TREATMENTS 
8. Old vs. New EIT Law 


• Grandfathering 
- Abolished - no longer applicable 
to FIEs obtaining business license 
after 16 March 2007
- FIEs obtaining business license 
before 16 March 2007 and 
currently enjoying tax holiday can 
continue to enjoy tax incentives for 
the remaining period
- If such FIEs have not started tax 
holidays, tax holidays will be 
deemed to begin in 2008


HNTEs newly set up in special 
economic zones (i.e. Shenzhen, 
Zhuhai, Xiamen, Shantou and 
Hainan) and Shanghai Pudong
- 2+3 tax holiday (starting from 
1st year deriving production 
income)


• Production FIEs with operating period of 
more than 10 years
- 2+3 tax holiday (starting from 1st profit 
making year)


Sino-foreign JV in port and pier 
construction with operating period of 
more than 15 years


FIEs established in Hainan Special 
Zone engaging in infra-structural 
projects, e.g. airport, port, pier, railway, 
roads, electricity and water supplies, 
coal, etc; and agricultural projects with 
operating period of more than 15 years


FIEs established in Pudong New Area 
engaging in energy and transportation 
projects, e.g. airport, port, railways, 
roads etc. with operating period of more 
than 15 years  
- 5+5 tax holiday (starting from 1st profit 
making year)


(A) Tax Holiday


Note 1:
Analysis based on New EIT 
Law, Implementation Regs, 
Circular 39 and 40.


After 1 Jan 2008Prior to 1 Jan 2008Tax Incentives
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PREFERENTIAL TAX TREATMENTS 
8. Old vs. New EIT Law (CONT)


Service FIEs established in Special 
Economic Zones with (i) total 
investment for US$5 million; and (ii) 
operating period of more than 10 years
- 1+2 tax holiday (starting from 1st profit 
making year)


High-New Tech Enterprises (“HNTE”) 
in National High-Tech Development 
Zone 
- 2 year exemption (starting from 1st


profit making year)


HNTEs in Zhongguancun
- 3+3 tax holiday (starting from the year 
of incorporation)


Other specific tax holiday benefits 
granted to enterprises established in 
Hainan


(A) Tax Holiday


After 1 Jan 2008Prior to 1 Jan 2008Tax Incentives
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PREFERENTIAL TAX TREATMENTS 
8. Old vs. New EIT Law (CONT)


• 25% • Reduced EIT rate: 24%
- Coastal Open Economic Zone 


(“COEZ”)*
- Old urban areas where Special 


Economic Zone (“SEZ”) or Economic 
and Technological Development Zone 
(“ETDZ”) are located *


• 25%


By Location


• Standard EIT rate: 33%


(B) Reduced Tax Rate


• 25% (new tax rate will be phased in 
during the 5-year transitional period)


5-year transitional period: 
- 18% in 2008
- 20% in 2009 
- 22% in 2010 
- 24% in 2011 
- 25% in 2012


• Reduced EIT rate: 15%
- SEZ
- ETDZ*
- Free Trade Zone (“FTZ”)
- Pudong New Development Area *


(unclear for other non-manufacturing and 
HNTE established in Pudong New Area)


Note 2:
*applies to enterprises 
engaged in production


After 1 Jan 2008Prior to 1 Jan 2008Tax Incentives
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PREFERENTIAL TAX TREATMENTS 
8. Old vs. New EIT Law (CONT)


still valid until 2010• Reduced EIT rate: 15%
- Encouraged foreign investments in   


Central and Western Region


25% (new tax rate will be 
phased in during the 5-year 
transitional period)


- National High-Tech or New 
Technology Industry Development 
Zone (“NHTDZ”)


- Suzhou Industrial Park *
- Technology-intensive and Knowledge-


intensive enterprise, or FIE with total 
investment for above USD30M  in old 
urban areas where SEZ, ETDZ, COPZ, 
capital city of each provinces are 
located


- Infrastructure production FIEs in 
national-wide


- Taiwan-invested Enterprise in Xiamen 
and Fuzhou*


(B) Reduced Tax Rate (CONT)


25% (unclear for the 5-year 
transitional period)


• Reduced EIT rate: 15%
- Non-manufacturing FIEs in Pudong


(according to local practice)
- Non-HNTE FIEs in Pudong (according 


to local practice)


After 1 Jan 2008Prior to 1 Jan 2008Tax Incentives
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PREFERENTIAL TAX TREATMENTS 
8. Old vs. New EIT Law (CONT)


• Abolished


By Industry / Enterprise


• Technologically Advanced 
Enterprises
- Further 50% reduction in EIT 


rate for 3 years following 
expiry of tax holiday


• Export-oriented Enterprises
- Further 50% reduction in EIT


rate but no less than 10%


(B) Reduced Tax Rate


After 1 Jan 2008Prior to 1 Jan 2008Tax Incentives
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PREFERENTIAL TAX TREATMENTS 
8. Old vs. New EIT Law (CONT)


• Still valid- Rebate of VAT in excess of 
3% (statutory VAT is 17%)


• Still available- Depreciation period of 
software can be shortened to 
2 years


• Still available- Reduced tax rate to 10% for 
"Key Software Production 
Enterprise" (that are listed in 
State plan and has not 
enjoyed any tax exemption 
policy in a given year)


• Still available for newly 
established software production 
enterprise


1. Software Development & IC 
Design Enterprises


- 2+3 tax holiday (starting from 
1st profit making year)


(C) Preferential Tax Treatments to 
Specific Industries / 
Enterprises


• Still valid- Import VAT and customs duty 
exemption for importation of 
self-use equipment


After 1 Jan 2008Prior to 1 Jan 2008Tax Incentives
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PREFERENTIAL TAX TREATMENTS 
8. Old vs. New EIT Law (CONT)


• Still valid- Import VAT and customs duty 
exemption for importation of 
self-use equipment


• Still available- Depreciation period of 
equipment can be shortened 
to 3 years


• Still available- 5+5 tax holiday if set up in 
certain areas and certain 
conditions are satisfied 
(starting from 1st profit 
making year)


• Still available


2. IC Production Enterprises


- 2+3 tax holiday (starting from 
1st profit making year)


(C) Preferential Tax Treatments to 
Specific Industries / 
Enterprises


• Still valid- Import VAT and customs duty 
exemption for importation of 
raw materials and other 
consumable items


After 1 Jan 2008Prior to 1 Jan 2008Tax Incentives







5/12/2008 159


PREFERENTIAL TAX TREATMENTS 
8. Old vs. New EIT Law (CONT)


• Abolished (unless grandfathered, 
however, valid for newly 
established HNTEs in SEZ and 
Pudong after 1 Jan 2008.  Tax 
holiday starts from the year when 
deriving operation income.)


- 2+3 tax holiday for HNT   
production enterprise


Preferential tax rate of 15% 
applies to certified HNTEs
nationwide


• Valid (if continue to be qualified)


3. High and New Technology 
Enterprises (“HNTE”) (set up in 
state approved HNT zones*)


- Reduced 15% tax rate


(C) Preferential Tax Treatments to 
Specific Industries / 
Enterprises


• Abolished (grandfathered, refer  
to A)


- 3+3 tax holiday in Zhongguancun


*examples of HNT zones in 
Shanghai, Zhangjiang Hi-Tech 
Park, Caohejing Hi-Tech Park


After 1 Jan 2008Prior to 1 Jan 2008Tax Incentives
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PREFERENTIAL TAX TREATMENTS 
8. Old vs. New EIT Law (CONT)


• Still valid- Import VAT and customs duty 
exemption for importation of 
self-use equipment


Still available


4. R&D


- Further 50% (i.e. 150%) of 
R&D expenses actually 
incurred are deductible


(C) Preferential Tax Treatments to 
Specific Industries / 
Enterprises


• Still valid- BT exemption for transfer of 
self-developed technology


After 1 Jan 2008Prior to 1 Jan 2008Tax Incentives
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PREFERENTIAL TAX TREATMENTS 
8. Old vs. New EIT Law (CONT)


• Still valid


2. Encouraged Projects (under 
Foreign Investment 
Catalogue)


- Import VAT and customs duty 
exemption for importation of 
self-use equipment


• Abolished (however, available if 
the reinvestment steps completed 
before the end of the 2007)


- 100% refund where the 
profits are reinvested in 
export oriented or 
technologically advanced 
enterprises


• Abolished (however, available if 
the reinvestment steps completed 
before the end of the 2007)


1. Tax Refund for Reinvestment


- 40% refund of EIT paid on 
reinvested amount to foreign 
investor


(D) Other Incentives


• Still valid


3. Business Tax Exemption
- Exemption for technology 


transfer or technology 
development


After 1 Jan 2008Prior to 1 Jan 2008Tax Incentives
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CIRCULAR 230 DISCLAIMER


In accordance with Treasury Regulations which 
became applicable to all tax practitioners as of 
June 20, 2005, please note that any tax advice 
given herein is not intended or written to be used, 
and cannot be used by any taxpayer, for the 
purpose of (i) avoiding tax penalties or (ii) 
promoting, marketing or recommending to 
another party any transaction or matter addressed 
herein. 
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Introduction


• MNCs continually evaluate structures to meet the challenges 
of the new global economy.


• One business strategy entails centralizing in one company  
(resident in a tax friendly jurisdiction), overall responsibility for 
managing and conducting a business segment, including R&D, 
manufacturing, distribution and associated services (the 
“Principal/Super Entrepreneur” Business Model”) rather than 
conducting business abroad through separate locally 
incorporated entities that manufacture and sell (the “Vertically 
Integrated Business Model ”).
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Scope of Presentation


• Principal/Super-Entrepreneur Structure.


• Contract Manufacturing.


• Subpart F Manufacturing and Branch Rules.


• Proposed Contract Manufacturing Rules.


• Proposed Regulations Branch Rules.


• Effective Date.


• Request for Comments.


• Issues Not Covered.


• An Addendum of Examples Contained in the Proposed 
Regulations.
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BUSINESS REASONS 
FOR THE 


PRINCIPAL/SUPER 
ENTREPRENEUR 


BUSINESS MODEL
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Vertically Integrated Business Model 


• MNC Group currently 
conducts business abroad 
through locally incorporated 
legal entities (H Cos) that 
manufacture and sell product 
in their local countries.
- Each entity is a full-function 


manufacturer and distributor and 
provides its own associated 
services.


- Each is the entrepreneur with 
respect to its activities.


- Returns are commensurate with 
the benefits and burdens of the 
entrepreneur. 


MNC


H Co 1 H Co 2 H Co 3
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Principal/Super Entrepreneur Structure


• Management and conduct of a business segment is centralized in an 
entrepreneur company (“ECO”) that is responsible for the management and 
conduct of the business.


• ECO will have the substance to function as the entrepreneur.
• It will be adequately capitalized to perform the functions and bear the risks 


that it will incur. 
• It will have the tangible and intangible assets necessary to conduct its 


centralized activities.
• It will have its own employees that have the experience and authority to 


manage the centralized business and make the requisite business decisions 
with respect to the overall conduct of the business. 


• ECO will conduct manufacturing and distribution of product through contract 
manufacturers and limited risk distributors/commissionaires and provide 
associated services.


• ECO will obtain the residual returns from the business, commensurate with 
its assets, functions and risks.


• Limited risk manufacturers and distributors/commissionaires will receive 
routine returns commensurate with limited functions, risks and assets.
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Principal/Super Entrepreneur Structure


MNC


ECO


Limited Risk
Distributors


Contract Manufacturers
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Business Reasons for Principal/Super 
Entrepreneur Structure: In General


• Increase growth.


• Enhance margins.


• Leverage resources.


• Lower costs.


• Manage risks.


• Consolidate economic profits and losses to minimize “trapped”
operating losses in H Cos.







5/17/2008 9


MNC Group Tax Burden Optimization


• A by-product, but not the driver, of restructuring is the 
optimization of direct and indirect tax burdens and compliance 
costs. 
- Tax burden is an expense that has to be managed.


- Centralizing assets, functions and risks in ECO, resident in a tax-
friendly jurisdiction, means that the residual economic return from 
intangibles, manufacturing, distribution and shared services will be 
allocable to ECO, which functions as a principal/super-
entrepreneur with respect to these activities. 
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CONTRACT 
MANUFACTURING
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Background


• The use of contract manufacturing has become an increasingly 
common business practice, both domestically and 
internationally. 


• In the international area, the application of the subpart F rules 
to contract manufacturing has been unclear.
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Contract Manufacturing
In General


• In a typical contract manufacturing relationship: 
- The principal provides the contractor with the product 


specifications, rights to use intangibles to manufacture the product, 
and, in some instances, the tools and dies. 


- The principal may exercise varying degrees of control over the 
manufacturing activities, such as quantity, quality and timing of 
production. 


- The contractor owns the plant, property and equipment used to 
manufacture the product, uses its own employees to perform the 
actual manufacturing activities, and, in some instances, uses its 
own intangibles in the manufacturing process.


- Either the principal or the contractor may have title to the raw
materials, components, work-in-process, and finished products. 
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Types of Contract Manufacturing 
Arrangements


• Contract manufacturing arrangements can be subdivided into 
two categories based on which party has legal title to the work 
product.


• “Consignment” or “tolling” arrangement. The principal 
acquires the raw materials and components and consigns 
them to the contract manufacturer, who performs the 
manufacturing service.  In this type of arrangement, the 
principal has title to the property while it is undergoing 
manufacturing and thereafter.  


• “Buy-sell” or “turnkey” arrangement. The contractor holds 
title to the raw materials, components, and work-in-process 
and, upon completion of the manufacturing process, transfers 
title to the finished product to the principal. The contractor 
typically has the risk of loss while the property is undergoing 
the manufacturing process prior to sale to the principal. 
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Entrepreneurial Risk


• In both buy-sell and consignment arrangements, the principal 
has the entrepreneurial risk of selling the finished product to 
customers, and the contractor has the risk of manufacturing 
the goods to the satisfaction of the principal.  


• Other benefits and burdens of ownership of the property being 
produced, apart from legal title to the property, may be 
allocated under both types of arrangements between the 
principal and the contractor based on myriad variations in the 
contractual terms. 
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Foreign Base Company 
Sales Income
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Overview of Subpart F


• A US shareholder of a CFC generally includes in gross income 
its pro rata share of the CFC’s subpart F.


• The term “subpart F income” includes foreign base company 
income.


• Foreign base company income includes foreign base company 
sales income (“FBCSI”).
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FBCSI


• Foreign base company sales income (“FBCSI”). Income 
derived by a CFC in connection with the purchase and sale of 
personal property involving a related person, either on the 
purchasing or selling end of the transaction, where:
- The property is manufactured outside the CFC's country of 


incorporation and 


- Sold for use outside of such country.
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NO FBCSI


• The property is purchased from an unrelated person and sold 
to an unrelated person;


• The property is manufactured (by any person) in the CFC's 
country of organization;


• The property is sold for use in the CFC's country of 
organization; or 


• The property is manufactured or produced by the CFC.
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Manufacturing Exception to FBCSI


• Manufacturing: in general
- FBCSI does not include income from the sale of personal property


manufactured, produced, or constructed by the CFC in whole or in
part from personal property it has purchased. 


- A CFC will be considered to have manufactured, produced, or 
constructed property which it sells if the property sold is in effect 
not the property which it purchased. 


- Property will be considered to not be the property which the CFC
has purchased if the CFC meets the substantial transformation 
test or the substantive test (the “Physical Manufacturing Tests”).
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Manufacturing Exception to FBCSI


• Substantial transformation test
- If purchased personal property is substantially transformed prior to 


sale, the property sold will be treated as having been 
manufactured, produced, or constructed by the selling corporation.  
• Examples – wood pulp to paper, steel rods to screws and bolts, tuna 


fish to canned fish.  
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Manufacturing Exception to FBCSI


• Substantive Test: Purchased components are part of property sold.
• General rule. If purchased property is used as a component part of 


personal property which is sold, it will be treated as sale of a manufactured 
product if operations conducted by selling corporation are substantial in 
nature and generally considered to constitute the manufacture of property.


• Depends on facts and circumstances of each case.  
- Example – purchase of assembled engines, transmissions, and certain other


components – conduct stamping, machining, and subassembly, and has 
substantial investment in tools, jigs, welding equipment, and other equipment used 
in the assembly of an automobile.  


• Safe harbor. In connection with such property the conversion costs – direct 
labor and factory burden – of such corporation account for 20% or more 
of the total cost of goods sold.  


• Packaging, repackaging, labeling, or minor assembly operations will not 
constitute the manufacture, production, or construction of property.  
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Branch Rules


• Special rules exist for purposes of applying the FBCSI 
provisions to a CFC that carries on purchasing, selling or 
manufacturing activities by or through a branch located outside 
of the CFC’s country of incorporation. 
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Branch Rules
Reasons for Enactment


• To prevent CFCs from using foreign branches to effectively 
avoid FBCSI by separating manufacturing and sales.
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Branch Rules
Operation


• Applies only if the operation of the CFC's foreign branch or 
similar establishment has "substantially the same tax effect as 
if the branch or similar establishment were a wholly owned 
subsidiary of the CFC deriving such income." 


• If the branch rules apply, the income attributable to the 
carrying on of such activities of such branch or similar 
establishment shall be treated as income derived by a wholly 
owned subsidiary of the CFC and shall constitute FBCSI of the 
CFC.
- The rule can arise when the branch manufacturers and the 


remainder of the CFC sells the product, or when the remainder of
the CFC manufacturers and the branch sells.


- Not all situations where manufacturing and sales are separated 
are abusive, determined through use of a tax disparity test, 
discussed below.
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Branch Rule
Operation


• Sales Branch Rule. 


- Implicated if income earned from purchasing or selling activities by a 
foreign branch passes the tax disparity test. 


- If branch rule applies, purchasing and sales income derived by a foreign 
branch generally will be FBCSI.


• Manufacturing Branch Rule. 


- Implicated if income derived from purchasing or selling activities by the 
remainder of the CFC (or a sales branch) passes the tax disparity test. 


- If branch rule applies, purchasing and sales income derived by the 
remainder of the CFC and purchasing or sales branches of the CFC
generally will be FBCSI.


• i.e., the manufacturing branch rule is applied separately with respect to each 
purchasing or sales branch by treating the purchasing or sales branch as 
though it alone were the remainder of the CFC.


• The current regulations provide for multiple sales branches but only a single 
manufacturing branch.
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Branch Rules
Determinations


• First, determine whether CFC carries on purchasing, selling or 
manufacturing activities by or through a foreign branch or 
similar establishment.


• Second, apply the applicable tax disparity rate test.


• Branch rule applies if the tax rate disparity test is passed.


• The branch is treated as a wholly owned subsidiary of the 
CFC, deemed incorporated in the country in which it is located.


• Tentative FBCSI exposure.


• Determine whether any exceptions apply.
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Branch Rules: Sales Branch Tax 
Disparity Rule


• Compare tax rate of CFC to 
that of branch.


• A branch will exist if the 
income allocated to the 
branch is taxed at an effective 
rate of tax that is both less 
than 90% of, and at least 5% 
percentage points less than, 
the CFC’s tax rate.


• Compare actual tax paid on 
the foreign branch's income 
with CFC’s hypothetical tax. 


CFC


Sales 
Branch


Zero 
rate


X
Rate


Sales Branch
Rule Cannot Be
Implicated because
CFC Subject to a 
Zero taxation
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Branch Rule: Manufacturing Branch Tax 
Disparity Test


• Compare manufacturing 
branch tax rate to that of CFC 
(or a purchasing or a sales 
branch).


• A branch will exist if the sales 
income allocated to the 
remainder of the CFC (or a 
purchasing or a sales branch) 
is taxed at an effective tax rate 
that is both less than 90% of, 
and at least 5% percentage 
points less than, the rate at 
which the income would be 
taxed in the country in which 
the manufacturing occurs. 


• Compare CFC’s actual tax with 
manufacturing branch’s 
hypothetical tax.


CFC


Man.
Branch


Tax Rate 
Disparity Test
Flunked


25%
Tax Rate


10%
Tax Rate
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Purchasing/selling activities performed by or through a branch treated as 
performed on behalf of the CFC if the CFC manufactures/purchases/sells that 
property.
Purchasing/selling activities performed by or through the remainder of the CFC 
treated as performed on behalf of a branch if the branch manufactures that 
property.


CFCXunrelated unrelated
Raw materials Finished product


Finished 
product


Raw 
materials


Sales in low tax country


(on behalf of Branchy)


Manufacturing in high tax countryBranchy


Branch Rule
Creation of a Related Party Transaction
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Branch Rules
Exceptions and Limitations


• Tax rate disparity test is not satisfied.


• If tax rate disparity test is satisfied:
- Sales Branch. The purchase or sales income of a foreign 


purchasing or sales branch will not be FBCSI to the extent derived 
from the sale of products for use in the country where the branch is 
located. 


- Manufacturing Branch. The purchasing or sales income derived 
by the remainder of the CFC will not be FBCSI to the extent the 
products are sold for use in the CFC's country of organization. 
• The income attributable to the manufacturing activities of the CFC will 


not be FBCSI under the manufacturing exception. 


• In no event are the branch rules to be applied so that the 
amount of the CFC's FBCSI would be less than it would have 
been in the absence of the application of the branch rules. 
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Branch Rules
Priority of Application Rule


• Income derived by a branch or the remainder of the CFC that 
comes within the general definition of FBCSI is not treated as 
income subject to the branch rules. 
- With respect to such income, the branch or similar establishment


is not treated as a separate corporation. 


- Rather, income classified as FBCSI as a result of the application of 
the general rules is treated as FBCSI under those rules. 
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Contract 
Manufacturing


Authorities
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Subpart F  Contract Manufacturing 
Authorities


• Final regulations addressing FBCSI were first published in 1964 (TD 6734).


• Rev. Rul. 75-7 – Attribute activities of contract manufacturer for purposes of the 
manufacturing exception and branch rule.


• Ashland Oil – Unrelated manufacturing corporation in a contract manufacturing
arrangement with a CFC cannot be treated as a branch or similar establishment of the 
CFC.


• Vetco – Wholly owned subsidiary of a CFC in a contract manufacturing arrangement with 
the CFC also cannot be treated as a branch or similar establishment of the CFC.


• Rev. Rul. 97-48 (revoked Rev. Rul. 75-7) – Confirmed that the IRS will not treat a separate 
contract manufacturer as a branch for purposes of section 954(d)(2) and the activities of a 
contract manufacturer cannot be attributed to a CFC for purposes of either section 
954(d)(1) or (d)(2) to determine whether the income of a CFC is FBCSI.


• 1998 Proposed Regulations (withdrawn) – Required CFC to directly perform 
manufacturing activities.


• Electronic Arts (2002) – Supports attribution of contract manufacturer’s activities for 
purposes of manufacturing exception. See also Medchem and Suzy's Zoo.
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CFCXrelated unrelated
Raw materials Finished product


K MftrAA


Rev. Rul. 75-7 – Held that performance of manufacturing activities by a contract
manufacturer would be attributed to a CFC in certain factual contexts.  In the ruling the 
CFC paid a CM to convert ore into a ferroalloy.  CFC had:


•Ownership of the raw materials, work in process and finished product,
•Complete control over the time and quantity of production,
•Complete quality control over the conversion process, and
•Risk of loss, Right to profits (minus a cost+ fee paid to the CM).


Although Rev. Rul. 75-7 permitted attribution of the activities of the CM to satisfy the 
manufacturing exception, the Service applied the branch rule in cases in which the CM was 
located in a higher tax jurisdiction than the selling CFC to cause the sales to be FBCSI.


Finished 
product


Raw 
materials


Rev. Rul. 75-7
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CFCX
related


unrelated
Raw materials


Finished product


K MftrAA


Ashland Oil, Inc. v. Commissioner, 95 T.C. 348 (1990) – Held that activities of an 
unrelated contract manufacturer could not be viewed as creating a branch of a 
CFC for purposes of applying the branch rule under section 954(d)(2).  
Vetco, Inc. v. Commissioner, 95 T.C. 579 (1990) – Held that activities of a 
related contract manufacturer could not be viewed as creating a branch of a CFC 
for purposes of applying the branch rule under section 954(d)(2).  
Rev. Rul. 97-48 – IRS revoked Rev. Rul. 75-7 and stated that there is no 
“attribution” to a CFC and the branch rule of section 954(d)(2) would not apply.


Finished 
product


Raw 
materials


Previous Guidance and Cases
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CFCX
related


unrelated
Raw materials


Finished product


K MftrAA


Suzy’s Zoo 114 T.C. 1 (2000), aff’d, 273 F.3d 875 (9th Cir. 2001) – Hiring printers 
to produce paper products incorporating her designs.  Suzy treated as 
manufacturer for purposes of section 263A.
Medchem (P.R.) Inc. v. Commissioner, 116 T.C. 308 (2001), aff’d, 295 F.3d 120 
(1st Cir. 2002) – Services of a contract manufacturer may be imputed only to the 
extent that such services are supervised by employees of the taxpayer (§ 936 
case).
Electronic Arts, Inc. v. Commissioner, 118 T.C. 226 (2002) – Tax Court  
acknowledged that a taxpayer may be considered the manufacturer of products 
that were physically produced by another party but declined to say when (§ 936 
case).


Finished 
product


Raw 
materials


Other Contract Manufacturing Cases
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“ITS”
DEFENSE
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CFCx
related unrelated


Raw materials Finished product


K MftrAA


Section 954(d)(1) provides in part that FBCSI means income…derived in 
connection with the purchase of personal property from a related person and its
sale to any person…[or] the purchase of personal property from any person and 
its sale to a related person….


Legislative history – “In a case in which a controlled foreign corporation purchases 
parts or materials which it then transforms or incorporates into a final product, 
income from the sale of the final product would not be foreign base company sales 
income if the corporation substantially transforms the parts or materials, so 
that, in effect, the final product is not the property purchased.”


Statutory “Its” Defense to FBCSI
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CFCx
related unrelated


Raw materials Finished product


K MftrAA


Section 1.954-3(a)(4)(i) – Manufacturing in general.
FBCSI does not include income from property manufactured, produced, or 
constructed by the CFC in whole or in part from personal property it has 
purchased.  Will be considered to have manufactured, produced, or 
constructed property which it sells if the property sold is in effect not the 
property which it purchased. Will be considered to not be the property which 
it purchased if satisfy the substantial transformation test or the substantive test.


Section 1.954-3(a)(4)(ii) – Substantial transformation.
If personal property is substantially transformed prior to sale, the property sold 
will be treated as having been manufactured, produced, or constructed by the 
selling corporation.  


Regulatory “Its” Defense to FBCSI







5/17/2008 40


Attribution 
Defense
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CFCx
related unrelated


Raw materials Finished product


K MftrAA


Rev. Rul. 75-7 – Ruled that performance of manufacturing activities by a 
contract manufacturer would be attributed to a CFC in certain factual contexts.
Suzy’s Zoo 114 T.C. 1 (2000), aff’d 273 F.3d 875 (9th Cir. 2001) – Hiring 
printers to produce paper products incorporating her designs.  Suzy treated as 
manufacturer for purposes of section 263A.
Electronic Arts, Inc. v. Commissioner, 118 T.C. 226 (2002) – Tax Court 
acknowledged that a taxpayer may be considered the manufacturer of products 
that were physically produced by another party but declined to say when (§ 936 
case).


Attribution Defense
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Proposed 
Regulations
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Reason for the Guidance


• Global economic expansion and globalization have led to 
significant changes in manufacturing.


• Many MNC groups have extensive manufacturing networks 
that straddle geographic borders.


• The use of contract manufacturing arrangements has become 
a common way of manufacturing products because of flexibility 
and efficiencies it affords.


• Updated rules in this area are important to the continued 
competitiveness of U.S. businesses operating abroad.
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Overview


• Rejection of the "its“ and attribution defenses.


• Expansion of the regulatory manufacturing exception to address 
principal/super entrepreneur structures through the new “substantial 
contribution” test.


- The CFC itself is not required to engage in physical manufacturing.


- The CFC's employees must make a substantial contribution to the 
manufacture of personal property.
• Proposed regulations enumerate a series of factors to be considered in 


determining whether a CFC's employees make a substantial 
contribution to the manufacture of personal property.


• Application of the branch rule to business structures involving the use 
of one or more branches engaged in manufacturing.


• Other miscellaneous branch rule issues.
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Subpart F Manufacturing


• The Proposed Regulations reject the “its” defense and the 
attribution defense by making clear that property sold will be 
considered to be the property purchased even if sold in a 
modified form except if:


- The property is manufactured by satisfying:
• The physical manufacturing tests;
• The substantial contributions test; or
• The same country manufacturing test.
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Manufacturing Exception
Requires Employees


• The Proposed Regulations clarify that a CFC qualifies for the 
subpart F manufacturing exceptions from FBCSI only if the 
CFC, acting through its employees, either manufactures the 
product under the physical manufacturing tests or satisfies the 
substantial contributions test.


• Note, if a CFC manufactures the property either under the 
physical manufacturing tests or the substantial contributions 
test, it is treated as manufacturing the property for purposes of 
the FBCSI manufacturing branch rule.
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Subpart F Manufacturing


• The Proposed Regulations do not alter the scope of the 
transformation that is required for a product to be treated as 
“manufactured” under the Physical Manufacturing Tests.
- CFC’s employees must perform physical manufacturing.


• The Proposed Regulations provide, however, that under the 
substantial contributions test a CFC can be treated as 
manufacturing a product (based on the above) even though 
the CFC does not engage in the physical manufacturing of the 
product.
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Application of 
Manufacturing Exception 
When CFC Only Engages 


in Non-Physical 
Manufacturing Activities
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Substantial Contribution Test


• Requirements:


- The personal property purchased by the CFC must be 
physically manufactured prior to sale; and


- The CFC, under a facts and circumstances analysis, 
must make a substantial contribution through the 
activities of its employees to the manufacture of the 
property sold.


• If the CFC satisfies the foregoing requirements, then the CFC 
will be treated as having manufactured the property for FBCSI 
purposes.
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Facts and Circumstances


• Activities to be considered include, but are not limited to:
1. Oversight and direction of the activities or process (including 


management of the risk of loss) pursuant to which the property is 
manufactured under the principles of the Physical Manufacturing 
Tests;


2. Performance of manufacturing activities that are considered in, but 
insufficient to satisfy the Physical Manufacturing Tests;


3. Control of the raw materials, work-in-process and finished goods;
4. Management of the manufacturing profits; 
5. Material selection;
6. Vendor selection; 
7. Control of logistics; 
8. Quality control; and 
9. Direction of the development, protection, and use of trade secrets, 


technology, product design and design specifications, and other 
intellectual property used in manufacturing the product.
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Facts and Circumstances


• “Activity 10”:  Selection of Contract Manufacturer.  See
Example 4.


• The weight given to any activity (whether or not set forth) will
vary with the facts and circumstances of the particular 
business.  


• The presence or absence of any activity, or of a particular 
number of activities, is not determinative.  


• The fact that other persons make contributions to the 
manufacture, production, or construction of personal property 
prior to sale does not necessarily prevent the controlled foreign 
corporation from making a substantial contribution to the 
manufacture, construction, or production of that property 
through the activities of its employees. 
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Matrix of Factors


NoYesYesNo(4)(a)(iv) 
Satisfied?


X
(but significant 


involvement of US 
parent)


?X
(Control of IP, 


Product Design)


X
(Control of IP 


only)


Direction of 
Development, 
Protection, and Use 
of 
IP


X
(but automated)


XXQuality Control


XControl of Logistics


XVendor Selection


?Material Selection


?Management of 
Manufacturing 
Profits


XXXXControl of Raw 
Materials, WIP, FGs


Physical Activities


X 
(but not exercised)


XX 
(regularly 
exercised)


X 
(but not regularly 


exercised)


Oversight, Direction, 
Manage Risk of Loss


Example 4Example 3Example 2Example 1Factor
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Observations


• The Examples emphasize activities actually performed and directed.
• The mere funding of activities is not sufficient.
• The mere authority to perform an activity without regular exercise of 


that authority is insufficient.
• The mere contractual ownership of materials and IP is not sufficient.
• The examples are ambiguous on whether certain activities exist (e.g.,


management of manufacturing profits, vendor selection, control of 
logistics).


• The nature and extent of a CFC’s engagement with any given activity 
matters.  For example, Examples 1 and 2 indicate that, with respect to 
the ninth factor, the CFC’s involvement in product design, in addition 
to control of IP, matters.


• Example 3 is not particularly helpful with respect to evaluating what 
constitutes a substantial contribution.


- Was goal to emphasize that the Substantial Contribution Test can
be satisfied even where CFC engages in no physical 
manufacturing?
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Observations


• A CFC whose primary contribution to the manufacture of a 
product is the automated supervision of the contract 
manufacturer through the provision of software and network 
systems, along with the efforts of a small number of technical 
employees, will not satisfy the Substantial Contribution Test. 
See Example 4.


• Note, the purchase of raw materials is not the same as 
selection of raw materials.  See Example 4.


• Example 4 suggests that the selection of the contract 
manufacturer is, itself, an important activity to consider when 
applying the Substantial Contribution Test.


• Example 4 also appears to indicate that significant 
involvement of a U.S. affiliate of the CFC in the manufacturing 
process can have negative consequences.  Cf., Preamble’s 
request for comments regarding anti-abuse provisions where 
substantially all of the indirect or indirect contributions are 
provided by one or more related U.S. persons. 
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Unanswered Questions


• Query, who is an “employee”?


- Is this concept limited to “W2” individuals or does it 
have a broader definition?


- What about seconded employees, regarded entity 
dependent agents and independent agents?


• Assuming that a CFC “manages risk,” are “turnkey”
arrangements nonetheless distinguishable from 
consignment/tolling arrangements?  


- The examples deal with only the latter sort of 
arrangement.  In this respect, the Proposed 
Regulations identify “control,” rather than “ownership”
of raw materials, work in process, and finished goods.
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• Are factors that are not listed in the nine non-exclusive facts 
deemed to have any less weight?


• What is the performance of manufacturing activities that are 
considered in, but insufficient to satisfy the Physical 
Manufacturing Tests?


• What is “management of risk”?  Is this the same as 
economically bearing such risk?  What about contractual 
relief, e.g., with a related party insurer?


• What is “management of manufacturing profits”?  Cannot 
both the contract manufacturer and the substantially 
contributing CFC have such profits, or does the former only 
collect a service fee for these purposes?  


Unanswered Questions
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• Are activities such as demand planning, production planning, 
and capacity management already subsumed in the listed 
activities (e.g., “logistics”) or are they additional factors?  If 
the latter, do they bear any less weight than listed factors?


• How significant of an activity is product design, R&D, and IP 
management?


• How should taxpayers document their activities?


Unanswered Questions
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• What does a taxpayer need to show to overcome the 
negative presumption where a branch of a CFC meets the 
Physical Manufacturing Tests (discussed infra) that such 
taxpayer would not otherwise need to show in order to satisfy 
the Substantial Contribution Test? 


• What is “predominant,” as a practical matter (dealing with 
multiple branches and substantial contributions to the same 
property (discussed infra) and how is this sort of undefined 
standard to be applied within the context of the larger, 
similarly undefined Substantial Contribution standard?


Unanswered Questions
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• Query, how will government respond to taxpayers who, prior to 
finalization of the Proposed Regulations, continue to take the 
position that they meet the Physical Manufacturing Tests as a result 
of the combination of their own activities and the activities of a 
contract manufacturer?  


- Note that the Preamble to the Proposed Regulations indicates 
both that, 
1. under current law (specifically Rev. Rul. 97-48), “the activities of a 


contract manufacturer cannot be attributed to a CFC” for the 
purposes of section 954(d)(1) or (2), and 


2. that it may be possible for a “CFC itself” to “qualify as manufacturing 
when a contract manufacturing or similar arrangement is in place.”


- Query, does this mean that a CFC engaged in a contract 
manufacturing arrangement could satisfy the Physical 
Manufacturing Tests under the current regulations (e.g., by 
engaging in activities described in Rev. Rul. 75-7), but not under 
the Proposed Regulations?


Unanswered Questions
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• To what extent will the IRS attempt to use the Substantial Contribution Test 
affirmatively? Query, will the IRS assert that a CFC that (1) engages in out-
of-country sales or purchases of goods to or from unrelated parties and (2) 
has the goods manufactured by an unrelated contract manufacturer, 
nonetheless has a manufacturing branch if the CFC’s employees make 
some non-physical contributions (e.g., oversight and QC) to the 
manufacturing process?  


- Example.  CFC is located in a low-tax jurisdiction (country x).  It intends 
to buy raw materials from unrelated parties, engage an unrelated CM 
(located in a high-tax jurisdiction (country y)) to physically manufacture 
Product, and then sell Product to unrelated buyers.  The same-country 
exception is not satisfied.  Some of CFC’s employees engage in 
oversight and direction of the CM, as well as QC, in CM’s jurisdiction.  
CFC does not believe that it is a (iv) manufacturer and has never relied 
upon the manufacturing exception.


- Query, will the IRS attempt to argue that CFC is, in fact, a manufacturer 
under the Substantial Contributions Test and, in addition, that its 
employees in high-tax jurisdiction constitute a manufacturing branch for 
the purposes of the manufacturing branch rule?


Unanswered Questions
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CFC
Principal


(country x)


Contract
Manufacturer


(country y)


Sell
Products


Manufacturing
Services


Unrelated
Suppliers Raw


Materials


Substantial Contribution in Third Party 
Purchase and Sale Structure


DE


country y


All nonphysical manufacturing activities 
which result in substantial contribution


Possible 
manufacturing 
branch rule issue 
where Substantial 
Contribution Test is 
met in structures 
relying on third 
party purchase and 
sale defense.
Query, how is this 
different than 
Example 3 that was 
modified?


CFC
Principal


(country x) Unrelated
Buyers







5/17/2008 62


Same Country Manufacturing


• The Same Country Manufacturing Exception can only be 
satisfied by satisfaction of the Physical Manufacturing Tests.


• The Substantial Contributions Test to determine whether a 
CFC is manufacturing a product does not apply for purposes of 
the same country exception.  


• The same country manufacturing exception can apply as long 
as the property is physically manufactured in the CFC’s 
country of incorporation and irrespective of whose employees, 
either related or unrelated parties, engage in the 
manufacturing activities in that country.
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Rebuttable Presumption 
Where a Branch of a 


CFC Meets the Physical 
Manufacturing 
Requirement
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• If a branch of a CFC satisfies the Physical Manufacturing Test, the 
remainder of the CFC is presumed not to make a substantial 
contribution to manufacturing unless the CFC can rebut that 
presumption.  


• In the absence of such a rule, a CFC could elect to classify 
manufacturing subsidiaries as disregarded entities, obfuscating division 
of manufacturing income between the CFC and its branches.


CFCXrelated unrelated
Raw materials Finished product


Finished 
product


Raw 
materials


Sales in low tax country, substantial 
contribution activities in low tax 
country


Physical manufacturing in high tax 
countryBranchy


Rule
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Consequences


• The selling income of the remainder of the CFC is presumed to 
be FBCSI, absent a sufficient rebuttal.


• Query, what is a sufficient rebuttal?


• Is it a higher level of proof?


• If so, what is the IRS looking for?
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Application of Branch 
Tax Rate Disparity Test 
to Multiple Branches of 


CFC Conducting 
Manufacturing Activity
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Separate Property Rule


• Applies when more than one branch (or one or more branches 
and the remainder of the CFC each independently satisfy 
either the Physical Manufacturing Tests or the Substantial 
Contribution Test, with respect to different items of property 
that are sold by another branch or the remainder of the CFC.


• In this case, test each manufacturing branch (or the 
remainder) separately as if it were the only manufacturing 
branch.


- Test is by reference to the location where products are 
sold.


- The fact that one product generates FBCSI does not 
necessarily mean that other products generate FBCSI.
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Same Property Rules


• Applies when more than one branch (or the remainder of the 
CFC) each independently satisfies, or contributes to the 
satisfaction of the Physical Manufacturing Tests or the 
Substantial Contribution Test with respect to the same 
property.


• A hierarchy of rules applies.
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Same Property Rules


• If one branch or the remainder of the CFC satisfies the Physical
Manufacturing Test, then that is the location of the manufacturing.


• If more than one branch or a branch and the remainder satisfies the 
Physical Manufacturing Tests, then the location of manufacturing is 
considered to be in the jurisdiction that has the lowest effective rate 
of tax in any of the manufacturing locations.


• Satisfaction of Substantial Contribution Test by the CFC as a whole:


- If one branch provides the predominant amount of the 
contribution, that branch is the location of manufacture.


- If no branch provides the predominant amount of the contribution, 
then the branch located in the highest tax rate jurisdiction is the 
location of manufacture.
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Predominant Amount of 
Contribution Test


• If  no branch or the remainder of the CFC satisfies the Physical
Manufacturing Test but the CFC as a whole satisfies the Substantial 
Contribution Test, then aggregate all the activities in each country 
and compare each country’s aggregate activities to determine which, 
if any, country’s activities provide the “predominant amount” of the 
CFC substantial contribution.
- Look for where the predominant amount of the CFC’s substantial 


contribution to manufacturing is located.  
- Weigh each branch or remainder’s relative contribution as 


determined based on substantial contribution activities.
- Whether an activity is located in a branch or the remainder of the 


CFC is determined by considering where the CFC makes a 
contribution through its employees to such activity.  


- To have a predominant amount of the CFC’s substantial 
contribution, a branch or remainder must have a significantly 
greater contribution to manufacturing than any other branch or 
remainder.  
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Predominant Amount of Contribution Test


• Examples suggest that the “predominant amount” test is a high 
hurdle.


• Why this test and does this test require a minimum threshold 
of activity by the branch?


• What other tests were considered for determining the 
predominant amount and why were they rejected?


• This test highlights a fundamental issue with the Proposed 
Regulations. How is a branch defined?
- Note, under the Proposed Regulations, (discussed infra) the 


manufacturing branch applies only where the CFC (including any 
branch of the CFC) satisfies one of the manufacturing tests.
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Branch Rule Example 4 
No Predominant Amount 


• CFC, Branch A and Branch B each make a 
contribution to manufacturing (substantial 
in aggregate); no one has predominant 
amount.


• Country Y is the location of manufacturing, 
highest effective tax rate.


• The tax rate on CFC’s sales income is 
compared against the rate in Country Y 
and fails the test, so the remainder of the 
CFC is treated as selling on behalf of 
Branch B.


• Remainder of CFC can qualify for the 
manufacturing exception based on its own 
activities to avoid FBCSI.


Related CFC Unrelated
Buy Sell


Branch A Branch B


Unrelated


Toll mfg.
Country M


10%


Vendor section, materials and 
logistics, conduct quality 
control and oversight, manage 
risk of loss and manufacturing 
profits, oversee coordination 
between the branches


Country X (20%)


Design


Country Y (24%)


Quality control and oversight


Country Z
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Branch Rule Example 4 Modified 


• CFC, Branch A and Branch B each make a 
contribution to manufacturing (substantial 
in aggregate); no one has predominant 
amount.


• Country Y is the location of manufacturing, 
highest effective tax rate.


• The tax rate on CFC’s sales income is 
compared against the rate in Country Y 
and fails the test, so CFC is treated as 
selling on behalf of Branch B.  Same with 
Branch A.


• Remainder of CFC can qualify for the 
manufacturing exception based on its own 
activities to avoid FBCSI.


• What if CFC or Branch A  cannot 
overcome the presumption alone?


Related CFC Unrelated
Buy Sell


Branch A Branch B


Unrelated


Toll mfg.
Country M


10%


Vendor section, materials and 
logistics, conduct quality 
control and oversight, manage 
risk of loss and manufacturing 
profits, oversee coordination 
between the branches


Country X (10%)
Design manage risk of 
loss and manufacturing 
profits, oversee 
coordination between the 
branches


Country Y (24%)


Quality control and oversight


Country Z


Unrelated


Sell
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Miscellaneous Branch 
Rule Clarifications
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When Does a Manufacturing Branch Exist


• Manufacturing branch rule only applies if the CFC as a whole 
manufactures the property.
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CFCX
unrelated unrelated


Raw materials Finished product


K MftrA


Example:  CFCX employs a K MftrA to manufacture a product which 
CFCX then sells.  CFCX has a branch, BranchA, located in the jurisdiction 
of K MftrA that has a couple of employees that provide quality control.  
CFCX, including BranchA, performs no other manufacturing function.


Result:  The branch rule does not apply because the activities of CFCX, 
including BranchA, do not satisfy any of the subpart F manufacturing 
tests.


Finished 
product


Raw 
materials


BranchA
Quality 
Control


No Manufacture by the CFC as a Whole
Illustration
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Remainder of the CFC


• Clarify that the selling branch or remainder of the CFC 
excludes any other branch or remainder that would be treated 
as a separate corporation after applying a tax rate disparity 
test.  Therefore, the selling branch or remainder of the CFC 
includes any other branch or remainder that would not be 
treated as a separate corporation after applying a tax rate 
disparity test.
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CFCxunrelated related
Raw materials Finished product


BranchB BranchCBranchA


(iii) manufacture


4% sales tax


(iii) manufacture


20% sales tax


(iii) manufacture


30% sales tax


Example:  Remainder of CFC sells property that is physically manufactured 
within the meaning of (a)(4)(iii) in a 4% sales tax jurisdiction, a 20% sales 
tax jurisdiction, and a 30% sales tax jurisdiction.  The actual tax imposed 
on the remainder is 0%.  


Result:  Selling remainder includes CFC + BranchA.  Selling remainder 
qualifies for the manufacturing exception because BranchA satisfies 
(a)(4)(iii).


Remainder of the CFC
Illustration 
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Related Party Transaction


• Purchasing/selling activities performed by or through a branch are 
treated as performed on behalf of a CFC (as opposed to the 
remainder of the CFC) if the CFC manufactures/purchases/sells that 
property.


• However, no related party transaction exists between the 
remainder of the CFC and a branch unless both the remainder 
and the branch engage in activity (purchasing/selling vs. 
manufacturing) with respect to the property sold.


CFCX


unrelated
unrelated


Purchase Finished product
Branchy
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No Related Party Transaction
Changes to Controversial Example 3


• Branch B income still FBCSI.
• If CFC D and CFC E are unrelated, no FBCSI - buying unrelated 


and selling unrelated.
• If Branch B “manufactures” under Substantial Contribution Test, 


no FBCSI – qualifies for manufacturing exception.


CFC D
Country X


CFC E
Country X


Branch B
Country Y


Sale of articles 
manufactured by CFC 
D in country X


Sales to third parties for 
use outside country X 
90% for use outside of 
Y 
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Effective 
Date
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Effective Date


• Proposed Regulations apply to taxable years beginning on or 
after the date published as final regulations.


• Preamble provides that taxpayers may apply the Proposed 
Regulations, if applied in their entirety, to all open years.
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Comments
Requested 
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Specific Areas on which Comments
are Requested


• Activities considered for Substantial Contribution Test.
• Safe harbor(s) for Substantial Contribution Test?
• Expansion of “employees only” rule in manufacturing 


exception to certain non-employees controlled by CFC?
• Anti-abuse rule for too much US contribution?
• Manufacturing branch rules:


- Negative presumption regarding activity of the sales branch 
or remainder.


- Highest effective tax rate default rule.
• Possible simplifications to rate disparity tests.
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Issues Under Current 
Regulations Not 


Addressed in Proposed 
Regulations
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Issues Under Current Regulations Not 
Addressed in Proposed Regulations


• Is it the Government’s view that hypothetical rate is based on 
statutory rate?
- If so, why not use ruling rate if it applies to all income?
- What about statutory rates that are tax holidays or that are 


established for free trade zones?
• Allocating income among multiple branches:


- What about disregarded entities?
- Is income manufacturing or sales income (issue with income 


attributable to intangible property)?
• Definition of a branch or similar establishment:


- Can a “substantial contribution” rise to the level of a branch?  
(Reg. § 1.954-3(b)(4), Exs. 2 and 7 each indicate that 
“manufacturing” is a sufficient activity to constitute a “branch or 
similar establishment.”) 
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Issues Under Current Regulations Not 
Addressed in Proposed Regulations


• Query, is income determined under U.S. or 
foreign tax law principles?


• How do rules apply when partnerships are 
involved?
- Is a partnership treated as a branch or similar 
establishment?


- What if partnership has a branch?
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Disregarded Payments and 
Manufacturing Branch Rule


• Disregarded payments and 
interaction with manufacturing 
branch rule are not 
addressed in the regulations.


• In this example, it is not clear 
whether the disregarded 
royalty income earned by the 
CFC’s home office would be 
FBCSI under the 
manufacturing branch rule.


• The issue is whether the 
income allocated to the 
remainder of the CFC is 
income from selling activities 
as in reality it is a royalty 
payment.


No employees
IP ownership


CFC


Country X


DE


Country Y


All sales and physical manufacturing people 
activities


Royalty


Unrelated
Buy raw


materials
Unrelated


Sell finished


products







5/17/2008 89


ADDENDUM


Proposed Regulations
Examples


* We would like to thank Joseph M. Calianno of Grant Thornton, LLP
for the preparation of these slides.
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No substantial contribution to manufacturing –
Prop. Reg. 1.954-3(a)(4)(iv)(c), Example 1


• At all times, FS retains control of 
the raw material, work-in-process, 
and finished goods, as well as the 
intangibles used in the conversion 
process. 


• FS retains the right to oversee and 
direct the physical conversion of 
Product X by CM but does not 
regularly exercise, through its 
employees, its powers of oversight 
or direction. 


FS
CFC M


Related


Raw 
Materials


$


Raw
Materials


CM
Unrelated C


Customer
Product 


X


Product
X


Y
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No substantial contribution to manufacturing –
Prop. Reg. 1.954-3(a)(4)(iv)(c), Example 1


• At all times, FS retains control of 
the raw material, work-in-process, 
and finished goods, as well as the 
intangibles used in the conversion 
process. 


• FS retains the right to oversee and 
direct the physical conversion of 
Product X by CM but does not 
regularly exercise, through its 
employees, its powers of oversight 
or direction. 


FS
CFC M


Related


Raw 
Materials


$


Raw
Materials


CM
Unrelated C


Customer
Product 


X


Product
X


Y
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No substantial contribution to manufacturing –
Prop. Reg. 1.954-3(a)(4)(iv)(c), Example 1


• FS does not satisfy the manufacturing 
exception because FS does not, 
through the activities of its employees, 
substantially transform, convert or 
assemble personal property into 
Product X. 


• Product X was manufactured (by CM), 
and therefore substantial contribution 
test applies. 


• FS does not satisfy the substantial 
contribution test because it does not 
make a substantial contribution 
through the activities of its employees 
to the manufacture of Product X. 


– Mere contractual ownership of 
materials and intellectual property and 
contractual rights to exercise powers of 
direction and control are not sufficient.


• FS is not considered to have 
manufactured Product X. 


FSRelated


Raw 
Materials


$


Raw
Materials


CM


Customer
Product


X


Product
X


CFC M


Unrelated C
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Substantial contribution to manufacturing, 
unrelated manufacturer – Prop. Reg. 


1.954-3(a)(4)(iv)(c), Example 2


• Assume the same facts as in 
Example 1, except for the 
following. FS, through its 
employees, is engaged in product 
design and quality control. 


• Employees of FS regularly 
exercise the right to oversee and 
direct the activities of CM in the 
manufacture of Product X. 


FSRelated


Raw 
Materials


$


Raw
Materials


CM


Unrelated
Product 


X


Product
X


CFC M


Unrelated C
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Substantial contribution to manufacturing, 
unrelated manufacturer – Prop. Reg. 


1.954-3(a)(4)(iv)(c), Example 2
• FS does not satisfy the manufacturing 


exception with respect to Product X 
because FS does not, through the 
activities of its employees, 
substantially transform, convert or 
assemble personal property into 
Product X. 


• Product X was manufactured (by CM), 
and therefore substantial contribution 
test applies. 


• FS satisfies the test because it makes 
a substantial contribution through the 
activities of its employees to the 
manufacture of Product X. 


• FS is considered to have 
manufactured Product X. 


• The analysis and conclusion in this 
Example 2 would be the same if CM 
were a corporation that was related to 
FS.


FSRelated


Raw 
Materials


$


Raw
Materials


CM


Unrelated
Product 


X


Product
X


CFC M


Unrelated C
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Employees of another person – Prop. Reg. 
1.954-3(a)(4)(iv)(c), Example 3


• CM uses employees of another 
corporation to operate its 
manufacturing plant and convert 
the raw materials into Product X. 


• Employees of FS perform all of 
the other activities with respect to 
the manufacture of Product X 
(e.g., oversight and direction of 
the manufacturing process, control 
of raw materials, control of 
logistics, vendor selection, quality 
control). 


• FS sells Product X for use, 
consumption or disposition outside 
Country M. 


FSRelated


Raw 
Materials


$


Raw
Materials


CM


Customer
Product 


X


Product
X


CFC M


Unrelated C
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Employees of another person – Prop. Reg. 
1.954-3(a)(4)(iv)(c), Example 3


• If the manufacturing activities prior to 
the sale were undertaken by FS 
through the activities of its employees, 
FS would have satisfied the 
manufacturing exception with respect 
to Product X. 


• The substantial contribution test 
applies.


• FS satisfies the substantial 
contribution test because it makes a 
substantial contribution through the 
activities of its employees to the 
manufacture of Product X. 


• FS is considered to have 
manufactured Product X. 


– If CM's manufacturing plant were 
located in Country M, the test in Reg. 
1.954-3(a)(2) could be satisfied even if 
CM did not manufacture Product X 
through the activities of its employees. 


FS
M


Related


Raw 
Materials


$


Raw
Materials


CM


Customer
Product 


X


Product
X


CFC M
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Automated manufacturing - Prop. Reg. 
1.954-3(a)(4)(iv)(c), Example 4


• FS retains ownership of the raw material, work-in-
process, and finished goods, the right to oversee 
and direct the physical conversion of Product X by 
CM but does not regularly exercise, through its 
employees, its powers of oversight or direction. 


• FS is the owner of sophisticated software and 
network systems that remotely and automatically 
(without human involvement) take orders, route 
them to CM, order raw materials, and perform 
quality control. 


• FS has a small number of computer technicians 
who monitor the software and network systems. 


• The software and network systems were developed 
by employees of DP, the U.S. corporate parent of 
FS, pursuant to a cost sharing agreement between 
DP and FS. 


• DP employees regularly supervise the computer 
technicians, evaluate the results of the automated 
manufacturing business, and make ongoing 
operational decisions. 


• DP also has employees who control the other 
aspects of the manufacturing process such as 
product design, vendor and material selection, 
management and retention of the manufacturing 
profits, and the selection of CM. 


FS
M


Related


Raw 
Materials


$


Raw
Materials


CM
Unrelated C


Related &
Unrelated


Product 
X


Product
X


CFC M
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Automated manufacturing - Prop. Reg. 
1.954-3(a)(4)(iv)(c), Example 4


• FS does not satisfy the manufacturing 
exception. 


• If the manufacturing activities were 
undertaken by FS through the activities of its 
employees, FS would have satisfied the 
manufacturing exception. The substantial 
contribution test applies.


• FS does not satisfy the substantial 
contribution test because it does not make a 
substantial contribution through the activities 
of its employees to the manufacture of 
Product X. 


• FS's primary contribution to the manufacture 
of Product X is the provision of the software 
and network systems to CM. 


• Substantial operational responsibilities and 
decision making are exercised by DP 
employees who direct the activities of the FS 
employees. 


• FS is not considered to have manufactured 
Product X. 


FS
M


Related


Raw 
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$


Raw
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CM
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Multiple branches that satisfy Reg. 
1.954-3(a)(4)(ii) or (a)(4)(iii) – Prop. Reg. 


1.954-3(b)(1)(ii)(c)(2), Example
• Branch A and Branch B each 


manufacture separate items of 
personal property (Product X and 
Product Y respectively) from raw 
materials purchased by FS. 


• FS engages in activities in Country M 
to sell Product X and Product Y to a 
related person for use, disposition or 
consumption outside of Country M. 


• Employees of FS located in Country M 
perform only sales functions. 


• The effective rate imposed on the 
income from the sales of Product X 
and Product Y is 10%. 


– Country A imposes an effective rate of 
tax on sales income of 20%. 


– Country B imposes an effective rate of 
tax on sales income of 12%. 


FS
CFC M


A
A


B
B


Unrelated


Raw 
Materials


$


Related
Product X


and Y
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Multiple branches that satisfy Reg. 
1.954-3(a)(4)(ii) or (a)(4)(iii) – Prop. Reg. 


1.954-3(b)(1)(ii)(c)(2), Example


• The tax rate disparity test is separately 
applied to Branch A and Branch B with 
respect to the sales income of FS 
attributable to Product X (manufactured by 
Branch A) and Product Y (manufactured by 
Branch B). 


• The effective rate of tax on FS's sales 
income from the sale of Product X in 
Country M (10%) is less than 90% of, and at 
least 5 percentage points less than, the 
effective rate of tax that would apply to 
Branch A (20%). 


• The effective rate of tax on FS's sales 
income from the sale of Product Y in 
Country M (10%) is not less than 90% of, 
and at least 5 percentage points less than, 
the effective rate of tax that would apply to 
Branch B (12%). 


• Only Branch A is treated as a separate 
corporation apart from the remainder of FS 
for purposes of determining FBCSI. 


FS
M


A
A


B
B


Unrelated


Raw 
Materials


$


Related
Product X


and Y


CFC M
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Multiple branches that contribute to the manufacture of a 
single product only one branch that satisfies Reg. 


1.954-3(a)(4)(ii) or (a)(4)(iii) – Prop. Reg. 
1.954-3(b)(1)(ii)(c)(3)(f), Example 1


• Branch A, Branch B, and Branch C each performs different manufacturing activities with respect to the 
manufacture of Product X. 


– Branch A, through the activities of its employees, designs Product X. 
– Branch B, through the activities of its employees, provides quality control and oversight. 
– Branch C, through the activities of its employees, manufactures Product X using the designs of Branch A and under the oversight 


of the quality control personnel of Branch B. 
• The activities of Branch A and Branch B do not satisfy the manufacturing exception. 
• Employees of FS located in Country M purchase the raw materials used in the manufacture of Product X, control 


the work-in-process and finished goods throughout the manufacturing process, and also manage the risk of loss 
from the manufacture of Product X, the manufacturing profits from the sales of Product X, control logistics, select 
vendors and raw materials, and oversee the coordination between the branches. 


• The sales income from the sale of Product X is taxed in Country M at an effective rate of tax of 10%. Country C 
imposes an effective rate of tax of 20% on sales income. 


FS
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A


B
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Multiple branches that contribute to the manufacture of a 
single product only one branch that satisfies Reg. 


1.954-3(a)(4)(ii) or (a)(4)(iii) – Prop. Reg. 
1.954-3(b)(1)(ii)(c)(3)(f), Example 1


• The activities of Branch C satisfy the manufacturing exception.
• The tax rate disparity test is applied by considering only the effective rate of tax that would apply in Country C. 
• The effective rate of tax on the sales income (10%) is less than 90% of, and at least 5 percentage points less than, 


the effective rate of tax that would apply to Branch C (20%), the use of Branch C has substantially the same tax 
effect as if Branch C were a wholly owned subsidiary corporation of FS. 


• The sales of Product X by the remainder of FS are treated as sales on behalf of Branch C.
• FS will only qualify for the manufacturing exception under the substantial contribution test if FS successfully 


rebuts, to the satisfaction of the Commissioner, the presumption that FS does not provide a substantial 
contribution to the manufacture of Product X. 


• The activities of FS include the activities of Branch A or Branch B if either of those branches would not be treated 
as a separate corporation under Reg. 1.954-3(b)(1)(ii)(b), if it were applied to each of Branch A and Branch B. 
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Multiple branches satisfy Reg. 1.954-3(a)(4)(ii) or (a)(4)(iii) with 
respect to the same product sold by the CFC – Prop. Reg. 


1.954-3(b)(1)(ii)(c)(3)(f), Example 2


• Assume the same facts as in Example 1, except for the following:
– In addition to the design of Product X, Branch A also manufactures (within the 


meaning of Reg. 1.954-3(a)(4)(ii)) a part of Product X. 
– Branch C then combines that part with other parts to complete Product X. 
– The activities of Branch C are sufficient to qualify as manufacturing under Reg. 


1.954-3(a)(4)(iii) with respect to Product X. 
– Country A imposes an effective rate of tax of 12% on sales income. 
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Multiple branches satisfy Reg. 1.954-3(a)(4)(ii) or (a)(4)(iii) with 
respect to the same product sold by the CFC – Prop. Reg. 


1.954-3(b)(1)(ii)(c)(3)(f), Example 2


• The activities of Branch A and Branch C satisfy the manufacturing exception, the tax rate disparity 
test is applied by comparing the effective rate of tax imposed on the income from the sales of 
Product X against the lowest effective rate of tax that would apply to the sales income in either 
Country A or Country C if the test were applied separately to Branch A and Branch C. 


• Because the effective rate of tax on the sales income of FS from the sale of Product X (10%) is 
not less than 90% of, and at least 5 percentage points less than, the effective rate of tax that 
would apply to such income in the country in which Branch A is located (12%), neither Branch A 
nor Branch C is treated as a separate corporation and sales of Product X by the remainder of the 
CFC are not treated as made on behalf of any branch. 
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Predominant contribution by employees located in the country of 
organization of the CFC, traveling employees, Reg. 1.954-


3(a)(4)(iii) satisfied by an unrelated contract manufacturer – Prop. 
Reg. 1.954-3(b)(1)(ii)(c)(3)(f), Example 3


• Employees of FS located in Country M engage in design, testing, quality control and oversight with respect to the 
manufacture of Product X, direct the use of intellectual property used in the manufacture of Product X from 
Country M, control the raw material, work-in-process and finished goods, control logistics, select vendors, and 
manage the risk of loss from the manufacture of Product X and the manufacturing profits from Product X. 


• Quality control and oversight of the manufacturing process is conducted by employees of FS who are employed in 
country M but who regularly travel to Country C. 


• Branch A, located in Country A, is the only branch of FS. Design work with respect to Product X conducted by 
Branch A is supplemental to the bulk of the design work, which is done by employees of FS located in Country M. 


• FS as a whole (including Branch A) provides a substantial contribution to the manufacture of Product X. 
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Predominant contribution by employees located in the country of 
organization of the CFC, traveling employees, Reg. 1.954-


3(a)(4)(iii) satisfied by an unrelated contract manufacturer – Prop. 
Reg. 1.954-3(b)(1)(ii)(c)(3)(f), Example 3


• FS qualifies for the exception to FBCSI with respect to income from the sale of Product X because 
FS satisfies the substantial contribution test by providing a substantial contribution through the 
activities of its employees to the manufacture of Product X. 


• The fact that employees of FS travel to the location of CM to perform some of the activities 
considered in determining whether a CFC makes a substantial contribution through the activities 
of its employees to the manufacturing of an item of personal property does not prevent activities of 
such employees while located in Country M from being considered in determining the applicability 
of the substantial contribution test to FS. 


• Branch A is not treated as a wholly owned subsidiary corporation, because FS, as opposed to 
Branch A, provides the predominant contribution with respect to Product X. 
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Multiple branches perform manufacturing activities, no branch 
makes a predominant contribution, Reg. 1.954-3(a)(4)(iii) is 
satisfied by an unrelated contract manufacturer – Prop. Reg. 


1.954-3(b)(1)(ii)(c)(3)(f), Example 4


• FS (including Branch A and Branch B) makes a substantial contribution with respect to the manufacture of Product 
X.


• Branch A, through the activities of its employees, designs Product X. 
• Branch B, through the activities of its employees, provides quality control and oversight of the manufacturing 


process. 
• FS through its employees located in Country M controls the raw materials, work-in-process and the finished 


Product X, manages the risk of loss related to the manufacture of Product X, the manufacturing profits from the 
sales of Product X, control logistics, select vendors, and oversee the coordination between the branches. 


• Country M imposes an effective rate of tax on sales income of 10%. 
• Country A imposes an effective rate of tax on sales income of 20% and Country B imposes an effective rate of tax 


on sales income of 24%. 
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Multiple branches perform manufacturing activities, no branch 
makes a predominant contribution, Reg. 1.954-3(a)(4)(iii) is 
satisfied by an unrelated contract manufacturer – Prop. Reg. 


1.954-3(b)(1)(ii)(c)(3)(f), Example 4


• Neither the remainder of FS (through activities of its employees in Country M), nor Branch A, nor Branch B, 
provide a predominant amount of the CFC's substantial contribution to the manufacture of Product X. 


• FS, Branch A, and Branch B each provide a contribution through the activities of their employees to the 
manufacture of Product X. 


• The tax rate disparity test is applied by comparing the effective rate of tax imposed on the income from the sales 
of Product X against the effective rate of tax that would apply to the sales income in Branch B, which is located in 
the jurisdiction that would impose the highest effective rate of tax on the sales income (24%). 


• Because the effective rate of tax imposed on the sales income by Country M (10%) is less than 90% of, and at 
least 5 percentage points less than, the effective rate of tax that would apply to such income in Country B (24%) 
the remainder of FS is treated as selling on behalf of Branch B.
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Multiple branches perform manufacturing activities, no branch 
makes a predominant contribution, Reg. 1.954-3(a)(4)(iii) is 
satisfied by an unrelated contract manufacturer – Prop. Reg. 


1.954-3(b)(1)(ii)(c)(3)(f), Example 4


• In determining whether the remainder of FS qualifies for any exception from FBCSI, the remainder 
of FS includes any branch of FS that would not be treated as a separate corporation. 


• The effective rate of tax imposed on the sales income by Country M (10%) is less than 90% of, 
and at least 5 percentage points less than, the effective rate of tax that would apply to such 
income in Country A (20%).


• In determining FBCSI, the remainder of FS does not include the activities of Branch A. 
• The remainder of FS must therefore independently qualify for the manufacturing exception or 


income from the sale of Product X will be FBCSI. 
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Multiple branches contribute to the manufacture of a 
single product, one branch sells the product, the 


remainder of the CFC does not participate – Prop. Reg. 
1.954-3(b)(1)(ii)(c)(3)(f), Example 5


• Country M imposes a 0% effective rate of tax on 
sales income. Country A imposes a 30% effective 
rate of tax on income, and Country B imposes a 0% 
effective rate. 


• A, through the activities of a large number of its 
employees working at a state of the art facility, 
expends significant time and resources to design a 
sophisticated product, Product X. 


• B, through the activities of its employees, purchases 
raw materials, contracts with CM to manufacture 
Product X, controls the raw materials, work in 
process, and the finished Product X, manages the 
risk of loss with respect to Product X throughout the 
manufacturing process, controls logistics and selects 
vendors in connection with Product X, and then sells 
Product X. 


• FS (including A and B) provides a substantial 
contribution with respect to the manufacture of 
Product X. FS does not provide a contribution to the 
manufacture of Product X through employees located 
in Country M. 
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Multiple branches contribute to the manufacture of a 
single product, one branch sells the product, the 


remainder of the CFC does not participate – Prop. Reg. 
1.954-3(b)(1)(ii)(c)(3)(f), Example 5


• Neither A nor B provides the predominant amount of FS's 
contribution to the manufacture of Product X. 


• A and B each provide a contribution through the activities 
of its employees to the manufacture of Product X. 


• Branch A is treated as the location of manufacturing for 
purposes of applying the tax rate disparity test.


• The effective rate of tax imposed on the income from the 
sales of Product X is compared against the effective rate 
of tax that would apply to that income if it were earned in 
Country A, which would impose the highest effective rate 
of tax on the sales income (30%). 


• Because the effective rate of tax in Country B with 
respect to the sales income (0%) is less than 90% of, 
and at least 5 percentage points less than, the effective 
rate of tax that would apply to such income in Country A 
(30%), Branch B, treated as the remainder of FS, is 
treated as selling on behalf of Branch A. 
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Multiple branches contribute to the manufacture of a 
single product, one branch sells the product, the 


remainder of the CFC does not participate – Prop. Reg. 
1.954-3(b)(1)(ii)(c)(3)(f), Example 5


• In determining FBCSI, B, treated as the 
remainder of FS, does not include the 
activities of A, but does include the 
activities of the remainder of FS located 
in Country M. 


• Since the remainder of FS in Country M 
does not perform any activities related to 
the manufacture of Product X, the 
inclusion of the remainder of FS does not 
qualify B for any exception from FBCSI. 


• Branch B, treated as the remainder of 
FS, must therefore independently qualify 
for the manufacturing exception from 
FBCSI or the income from the sale of 
Product X will be FBCSI. 
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Multiple branches contribute to the manufacture of a single 
product, the selling branch is located in the higher tax jurisdiction, 


the remainder of the CFC does not participate – Prop. Reg. 
1.954-3(b)(1)(ii)(c)(3)(f), Example 6


• Assume the same facts as in Example 5 except that B rather than A is 
located in the jurisdiction that would impose the higher effective rate of tax 
on income from the sales of Product X. 


FS
CFC M


B
B


Related


Raw 
Materials


$


Unrelated


Product 
X


A
A


Raw
Materials


CM
Unrelated C


Product
X


Y







5/17/2008 114


Multiple branches contribute to the manufacture of a single 
product, the selling branch is located in the higher tax jurisdiction, 


the remainder of the CFC does not participate – Prop. Reg. 
1.954-3(b)(1)(ii)(c)(3)(f), Example 6


• Neither A nor B provides the 
predominant amount of FS's contribution 
to the manufacture of Product X. 


• Since B is located in the jurisdiction that 
would impose the higher effective rate of 
tax on income from the sale of Product X, 
B is considered to be the location of 
manufacturing of Product X. 


• Because all of the income from the sale 
of Product X is already taxed in Country 
B, the use of B is not treated as having 
substantially the same tax effect as if B 
were a wholly owned subsidiary 
corporation of FS.


• B and the remainder of FS are not 
treated as separate corporations for 
purposes of determining FBCSI. 
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Manufacturing branch – Reg. 1.954-3(b)(1)(ii)(b) 
satisfied – Prop. Reg. 1.954-3(b)(2)(ii)(c)(2), 


Example 1


• Country M imposes a 0% effective rate of tax on sales income, purchases raw 
materials from a related person. 


• Country A imposes a 30% effective rate of tax on sales income. 
• The raw materials are manufactured into Product X by Branch A. 
• FS sells Product X for use, consumption, or disposition outside of Country M. 
• The remainder of FS would also be considered a manufacturer of Product X under 


the substantial contribution test. 
• FS proves to the satisfaction of the Commissioner that the remainder of FS makes a 


substantial contribution to the manufacture of Product X. 
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Manufacturing branch – Reg. 1.954-3(b)(1)(ii)(b) 
satisfied Prop. Reg. 1.954-3(b)(2)(ii)(c)(2), 


Example 1


• Since the effective rate of tax (0%) imposed on the sales income is less than 90% of, and at least 5 percentage 
points less than, the effective rate of tax that would apply to such income in the jurisdiction of A (30%), the 
remainder of FS is treated as a separate corporation selling on behalf of A. 


• The remainder of FS (not including A) does not satisfy the manufacturing exception with respect to Product X. If 
the manufacturing activities were undertaken by the remainder of FS (not including A) through the activities of its 
employees, the remainder of FS would have satisfied the manufacturing exception with respect to Product X. 


• The substantial contribution test applies. 
• Because FS has successfully rebutted the presumption by proving to the satisfaction of the Commissioner that the 


remainder of FS makes a substantial contribution to the manufacture of Product X, it qualifies for the exception.
• Income from the sale of Product X, when treated as sold by the remainder of FS on behalf of A, is not determined 


to be FBCSI. 
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Manufacturing branch, Reg. 1.954-3(b)(1)(ii)(b) is 
not satisfied - Prop. Reg. 1.954-3(b)(2)(ii)(c)(2), 


Example 2


• Assume the same facts as in Example 1, except that Branch A is located in 
Country B, a country that imposes a 3% rate of tax on sales income. 
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Manufacturing branch, Reg. 1.954-3(b)(1)(ii)(b) is 
not satisfied - Prop. Reg. 1.954-3(b)(2)(ii)(c)(2), 


Example 2


• The effective rate of tax imposed on the sales income in Country M (0%) is not less 
than 90% of, and at least 5 percentage points less than, the effective rate of tax that 
would apply to such income in the jurisdiction of A (3%). 


• Branch A is not treated as a separate corporation for purposes of determining FBCSI. 
• FS qualifies for the manufacturing exception because FS (including A) satisfies Reg. 


1.954-3(a)(4)(iii) with respect to income from the sales of Product X.
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Reg. 1.954-3(b)(4), Example 3


• Corporation E's sole activity, carried on through Branch 
B, consists of the purchase of articles manufactured by 
Corporation D and the sale of the articles through 
Branch B to unrelated persons. 


• 100% of the articles sold through Branch B are sold for 
use outside Country X and 90% are also sold for use 
outside of Country Y. 


• The income of Corporation E derived by Branch B from 
such transactions is taxed to Corporation E by Country 
X only at the time Corporation E distributes such 
income to Corporation D and is then taxed on the basis 
of what the tax (a 40% effective rate) would have been 
if the income had been derived by Corporation E from 
sources within Country X from doing business through 
a permanent establishment therein. 


• Country Y levies an income tax at an effective rate of 
50% on income derived from sources within such 
Country.


• The income of Branch B is effectively taxed by Country 
Y at a 5% rate since under the laws of such country, 
only 10% of Branch B's income is derived from sources 
within such country.  
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Reg. 1.954-3(b)(4), Example 3


• In determining FBCSI of Corporation E, Branch B is 
treated as a separate wholly owned subsidiary 
corporation of Corporation E.


• Income derived by Branch B, treated as a separate 
corporation, from the purchase from a related person 
(Corporation D), of personal property manufactured 
outside of Country Y and sold for use, disposition, or 
consumption outside of Country Y constitutes FBCSI. 


• If Corporation D were unrelated to Corporation E, 
none of the income would be FBCSI because 
Corporation E would be purchasing from and selling to 
unrelated persons and if Branch B were treated as a 
separate corporation it would likewise be purchasing 
from and selling to unrelated persons. 


• If Corporation D were related to Corporation E, but 
Branch B manufactured the articles prior to sale under 
the principles of Prop. Reg. 1.954-3(a)(4)(iv) in 
conjunction with the manufacture of the articles (within 
the meaning of Reg. 1.954-3(a)(4)(ii) or (a)(4)(iii)) by 
an unrelated contract manufacturer, then the income 
would not be FBCSI because Branch B, treated as a 
separate corporation, would qualify for the 
manufacturing exception. 
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Circular 230 Notice


• In accordance with Treasury Regulations which became 
applicable to all tax practitioners as of June 20, 2005, please 
note that any tax advice given herein (and in any attachments) 
is not intended or written to be used, and cannot be used by 
any taxpayer, for the purpose of (i) avoiding tax penalties or (ii) 
promoting, marketing or recommending to another party any 
transaction or matter addressed herein. 








U.S.-China Tax Issues 
Teleconference


 Aug. 7, 2008
 New PRC Enterprise Income 


Tax Law


Peng
 


Tao, DLA Piper
peng.tao@dlapiper.com







8/5/2008 2


New Enterprise Income Tax Law


The National People’s Congress of China 
adopted the Enterprise Income Tax Law of the 
People’s Republic of  China (“EIT Law”) on March 
16, 2007


The State Council adopted Detailed 
Implementation Regulations to the EIT Law on 
December 6, 2007


Effective January 1, 2008







8/5/2008 3


Highlights Of EIT Law


Harmonize corporate taxation of FIEs and 
domestic enterprises
Unified tax rate of 25% for all enterprises
Withholding tax rate of 20%, reduced to 10% 
under Implementing Regulations
Preferential tax rates and regimes for certain 
types of enterprises
Elimination of most current law tax incentives
Transitional rules for favorable FIE tax rate and 
pre-existing tax holiday incentives
Tax residence concept
Anti-abuse rules







8/5/2008 4


Resident Enterprises


Enterprises 
Incorporated in China
Incorporated outside of China whose effective 
management is in China


Subject to taxation on worldwide income







8/5/2008 5


Non-Resident Enterprises


Enterprises incorporated outside of China whose 
effective management is not within China


Having an establishment or site within China
Subject to taxation on a net basis on:


Chinese-source business income
Non-Chinese-source income that has an actual 
connection to a Chinese “establishment or site”


Not having an establishment or site within 
China but having China-sourced income


Subject to taxation on a gross basis through withholding 
at the source on Chinese-source passive income
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Effective Management


Establishments that execute substantial and 
overall management and control over the 
manufacturing and business operations, 
personnel, finance, assets of an enterprise
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Establishment


Establishment or site engaged in manufacturing and 
business operating activities within China
Term includes:


A place of management, operation or administration
A farm, factory or place of extraction of natural 
resources 
A place where services are rendered
A place of construction, installation, assembly, repair or 
exploitation
Other establishments engaged in manufacturing and 
business operating activities; or
Business agents
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Business Agents


Include any agent conducting business activities 
in China, rather than only those whose activities 
include habitually signing business contracts or 
storing and delivering goods


E.g.: The appointment of any business agent 
in China to store or deliver goods will 
constitute an establishment, which will affect 
non-treaty protected principals in many supply 
chain structures
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Source Of Income Rules


Dividends and profit distribution: The place of the 
enterprise that makes the distribution
Interest, rents and royalties: The location of the 
payor
Services: The location of the service activities
Income from sale of stock: The place where the 
invested enterprise is situated 
Income from immovable property: The location of 
the property
Income from movable property: The location of 
the transferor
Other: To be determined by the finance and tax 
departments of the State Council
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Withholding Tax Amount Subject To 
Tax


Dividends, interest, rents and royalties are subject 
to withholding taxation on a gross basis


No business tax deduction available now
Income from property transfers, e.g., the sale of 
stock of a Chinese company equals the total 
income received minus the net asset value of the 
property transferred


No deduction of undistributed earnings
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Withholding Tax Rate Of Tax


10%
The prior withholding tax exemptions on foreign 
investors are repealed. However:


Dividends attributable to accumulated pre-2008 
profits can be distributed tax-free
Technology royalties or interest may be exempted 
from tax if the subject contracts were signed 
before the end of 2007, and had otherwise 
qualified for tax exemption under prior law
Intra-group share transfer – uncertain at this point
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Special Tax Adjustments In General


The EIT Law enacted a series of special tax 
adjustments, some of which are anti-abuse rules 
and others of which are taxpayer-favorable
Draft Special Adjustment Rules


Comprehensive
Detailed (13 chapters and 20,000 words)
Expected to be finalized later this year
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General Anti-Avoidance Rule (GAAR)


Business purpose: Adjustments where an 
enterprise implements an arrangement “without  
reasonable commercial” objectives to reduce its 
taxable income or profit


Arrangements whose “main purpose is to obtain 
tax benefits such as reduction, elimination or 
deferral of tax payments”
Further clarification needed


Any GAAR investigation and adjustment must be 
approved by the SAT
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GAAR (Cont.)


Investigation targets:
Abuse of tax incentives
Abuse of tax treaties or treaty shopping
Abuse of corporate form
Frequent dealings with tax havens
Other transactions lack of business purposes


Elements to determine violation of GAAR
Form and substance
Timing
Methods
Tax consequences
Financial circumstances
Connection of the steps or components


Adjustment methods 
Re-characterize the transaction pursuant to economic substance
Repeal the achieved tax benefits
Re-determine or distribute revenue, cost, expenses, income, loss, 
credits, etc. among the participating parties
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Thin-Cap Rule


Related party interest cost exceeding a prescribed 
“debt-to-equity” will not be deductible for EIT Law 
purposes


Extra interest payment to a foreign related 
party is deemed as dividend distribution


Any additional tax due to the different tax rate 
on interest and dividend must be made up, but 
no refund


The prescribed debt-to-equity ratio to be defined
Contemporaneous documentation is required when 
exceeding the prescribed debt-to-equity ratio
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Cost Sharing


EIT law recognizes cost sharing for:
Development of intangibles 
Provision of services


Service sharing normally applies to group procurement 
and marketing planning, and
Service sharing agreements must be approved by SAT


Sharing of costs must match anticipated benefits
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Cost Sharing (Cont.)


Cost sharing agreements to be recorded with the 
tax authority within 15 days of conclusion
Contemporaneous documentation is required
Caution: Pursuant to the Draft Special Adjustment 
Rules:


R&D expenses incurred under a cost sharing  
arrangement are NOT qualified for 150% bonus 
deduction of R&D expenses
Costing sharing arrangement is not available to an 
enterprise with an operation period less than 20 
years
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APAs


Threshold conditions for entering into APAs
Related-party transactions amount to above 
RMB100 million
With an ACTUAL operation period above 10 years
Without significant tax avoidance in prior years; 
and
In compliance with contemporaneous 
documentation requirement


Effective for two to five consecutive years from 
the year following the application
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Arm’s Length Dealing Rule


Adjustments by the tax authorities through reasonable 
means applies where an enterprise engages in non-
arm’s length dealings with related parties 


Enterprises, other entities or individuals that have 
the following relationship with an enterprise:


Direct or indirect control over such matters as finance, business 
operations, purchases and sales, etc.
Directly or indirectly controlled by a third party;
Other relationships due to associated interests
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Arm’s Length Dealing Rule (Cont.)


Related party relationship is further detailed under the Draft 
Special Rules to include:


20% shareholding, directly or indirectly own or 
commonly owned by a third party


50% is considered 100% when calculating the indirect 
shareholding


Inter-company borrowings amount to 50% or more of 
paid-up capital, or 10% of the total borrowings are 
guaranteed by another party
Appointment of half of the directors or senior 
management or one executive director
Relying on the license from the other party
Purchase and sales or services are controlled by the 
other party; or
Other substantive control on operation or transaction, or 
relationship based on other interests, such as family or 
kinship 
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Arm’s Length Dealing Rule (Cont.)


Methods for tax adjustments
Comparable uncontrolled price (CUP)
Resale price method (RPM)
Cost-plus method (CPM)
Transactional net margin method (TNNM)
Profit-split method (PSM)
Any other method consistent with the arm’s 
length principle
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Arm’s Length Dealing Rule (Cont.)


While there is no particular preference in the 
selection of transfer pricing methods, the Draft 
Special Adjustment Rules mentioned certain 
applicable methods in connection with each type 
of transactions, as follows:


CUP RPM CPM TNNM PSM
Tangibles √ √ √ √


Intangibles √ √


Financing √ √


Services √ √ √


Complex √ √
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Arm’s Length Dealing Rule Comments


In practice, normally the most reliable or 
reasonable method will be used
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Annual Transfer Pricing 
Documentation Requirements


Enterprises are required to submit annual related-
party transaction reports with their annual tax 
returns


“Form of Annual Intercompany Transaction 
Report”


The related parties and other relevant 
enterprises are required to provide “relevant 
information” in transfer pricing investigation


Other relevant enterprises refer to enterprises 
similar to the investigated enterprise in terms of 
business operations and mode of operation
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Annual Transfer Pricing Documentation 
Requirements (Cont.)


The Implementing Regulations have amplified the 
“relevant information,” as follows:


Contemporaneous documents on pricing policy, 
calculation methods and explanations
Documents relating to the resale (transfer) prices 
or ultimate sales (transfer) prices of properties, 
property use rights, or services involved in related 
party transactions
Documents with respect to comparable products, 
pricing methods and profit level that provided by 
other enterprise relevant to the related party 
investigation; and 
Other documents required by the tax authority
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Annual Transfer Pricing Documentation 
Requirements (Cont.)


Time limit for submission of information
Audited taxpayer: Within the time limit specified by 
the tax authority


Up to 30 days


Related parties and other relevant enterprises, as 
agreed between the tax authority and the related 
parties and other relevant enterprises


Up to 60 days
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Contemporaneous Documentation


Contemporaneous documentation is required to include:
Organizational structure
Production and operation
Related-party transactions
Comparable analysis
Choice and application of transfer pricing methods


Simplified contemporaneous documentation: Enterprises 
with a related party transaction amount between RMB 20 
million to 100 million
Exempted enterprises


Related party transactions below RMB 20 million
Covered by an APA; or 
Related-party transactions solely within the PRC
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Contemporaneous Documentation (Cont.)


Documentation for a tax year must be completed 
before June 1 of the next year
Documentation 


Must be in Chinese
Signed by the legal representative or authorized 
representative; and
Retained for 10 years
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Transfer Pricing Investigation


Audit targets
With a large amount or many types of related party 
transactions
With a long history of losses, low profits, or volatile 
profits
With a profit level lower than the industry average
With a profit level lower than the group companies
Profit level not commensurate to functions or risks
Related party dealings with tax havens
Non-compliance with rules to report related party 
transactions or to prepare contemporaneous 
documentation
With other non-arm’s length transactions
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Transfer Pricing Investigation (Cont.)


In principle, no investigation of domestic related 
parties with the same actual tax burden
Set-off of payment and receipt to be restored to 
their gross amounts and to be evaluated 
separately
If profit level is lower than the median of inter-
quartile range for comparable enterprises, in 
principle, tax authorities may adjust to the median 
level
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Transfer Pricing Investigation (Cont.)


Administrative appeal or litigation are applicable 
in theory if the taxpayer disagrees with the 
transfer pricing adjustment
An enterprise that has been subject to a transfer 
pricing adjustment will be subject to a five-year 
follow-up supervision
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Deemed Income Rule


Failure to provide the requested documents or the 
production of false information allows the tax 
authority to deem the taxable income of the 
enterprise by any of the following methods:


The profit margin of similar taxpayers 
Cost plus reasonable expenditures and profit
Percentage of the related group’s overall profits
Other reasonable methods
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Deemed Income Rule (Cont.)


Range of deemed profit rates by industry
3-10% for agriculture, forestry, husbandry, fishery
5-15% for manufacturing
3-15% for wholesale and retail
7-15% for transportation
8-20% for construction
8-25% for culinary
15-30% for entertainment
10-30% for other industries
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Interest Penalty Rule


Interest will be levied on additional tax due to 
special tax adjustments (including transfer 
pricing adjustments)


Interest levy calculation
On a daily basis for the period from June 1 
following the relevant tax year to the date when the 
additional tax is paid
The People’s Bank of China (“PBOC”) benchmark 
rate will be applied, if the taxpayer can provide 
transfer pricing documentation required by the tax 
authority; otherwise, the interest rate will be PBOC 
benchmark interest rate plus 5%
Not deductible for EIT Law purposes
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High And New Technology Enterprises 
(HNTEs)


HNTEs enjoy a reduced 15% EIT rate
2+3 tax holiday for available to HNTEs newly established in 
special economic zones (Hainan, Shantou, Shenzhen, Xiamen, 
and Zhuhai) and Pudong New Area, Shanghai
Certification rules issued on April 14, 2008
Working Guidelines issued on July 11, 2008
Eight qualified fields:


Electronic and information technology
Biology and new medicine technology
Aerospace technology
New materials technology
High-tech services
New energy and energy-saving technology
Resource and environmental technology
Traditional industries innovated by high- and new technology
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Key Criteria For HNTE Certification


Core proprietary intellectual property rights 
E.g. five-year (the minimum period) exclusive license, on the
worldwide basis


Employees
30% of the employees constitute technical personnel with a 
college degree or above; and
10%  of the employees engaged in R&D


Minimum ratios of R&D expenditure to total 
annual sales


6% if total sales amount is below RMB 50 million
4% if total sales amount is between RMB 50 to 200 million
3% if total sales amount is above 200 million


At least 60% of total R&D expenditures incurred in the PRC
Only 80% of the outsourcing R&D commissions may be 
counted into the R&D expenses 


60% of total revenue arises from high- and 
new technology products (services)







8/5/2008 37


Other Index For HNTE Certification


Subject to experts’ evaluation
Number of core IP rights, weighing 30%
Ability to transform technology results, weighing 30%
Ability to organize and administer R&D projects. 
weighing 20%
Growth of assets and sales, weighing 20%


Grading system (percentile)
Grade A: 80% to 100%
Grade B: 60% to 79%
Grade C: 40% to 59%
Grade D: 20% to 39%
Grade E: 1% to 19%
Grade F: 0%
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Termination Of HNTE Status


Maybe terminated for the following reasons:
Provided false information during the certification 
process
Engaged in tax evasion or fraud
Caused serious safety or quality accidences
Been penalized by the relevant authorities for 
violation of environmental laws or regulations


Once terminated, barred for five years before re-
applying
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Other High-Tech Tax Preferences Illustrations


R&D: 150% super-deduction for qualifying R&D 
expenses
Venture capital enterprises: Extra deduction of 
70% of investment amount after holding 
investment in unlisted small or medium HNTEs for 
two years







8/5/2008 40


Branch Tax Filing


No consolidation for affiliated enterprises, except 
as otherwise stipulated by the State Council


A company (whether a domestic company or a 
FIE) is required to file consolidated EIT returns in 
respect of all its branches in China


Returns are required to be filed with the local 
state tax bureau in the location of the head office


A mechanism to ensure that the local 
governments where the branches are situated 
will obtain the relevant tax revenue generated 
from the branches
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Branch Tax Filing (Cont.)


Basic principles:
Consolidated calculation
Distributed administration
Local pre-payments
Annual settlement
Treasury transfer


Applicable enterprises
Resident enterprises with cross-district branches


A “district” means a province or its equivalence


Except for certain named enterprises, income tax 
revenue will go solely into the central 
government’s treasury 


For example, state-controlled banks, railway companies 
and petroleum companies
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Branch Tax Filing (Cont.)


Qualified branches
First-tier branch, with function of production and 
operation
Deemed branch, an operational unit of head office 
(“HO”)


Excluded branches
A branch with no function of production and 
operation 


Engaging in certain internal, auxiliary activities, such as 
after-sales services, internal R&D and warehousing; and
Not paying VAT or business tax locally


Offshore branches 
Branches of a low-profit enterprise
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Branch Tax Filing (Cont.)


Allocation of income tax
1)


 
50/50 allocation between HO and branches


2)
 


Of the 50% allocable to the branches, a further 
allocation among the branches pursuant to the 
following parameters:
1)


 


Business revenue: weighing for 35%
2)


 


Staff salary cost: weighing for 35%; and
3)


 


Asset value: weighing for 30%


3)
 


Provisional EIT filing on a monthly or quarterly 
basis


Comments:
Increasing compliance cost
Increasing competition for tax revenue among 
different localities, and tax audits
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Scope Of Presentation


This presentation summarizes the new IRS proposed contract 
manufacturing regulations and their application to contract 
manufacturing operations in China


Assume the following:
A U.S. parent corporation


Owns a Hong Kong subsidiary


Hong Kong subsidiary contracts with third-party contract 
manufacturers in Mainland China to produce goods


Goods are then sold by Hong Kong subsidiary to related and 
unrelated distributors and customers







8/7/2008 3


Contract Manufacturing
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Contract Manufacturing
 In General


In a typical contract manufacturing relationship: 
The principal provides the contractor with the product 
specifications, rights to use intangibles to manufacture the product, 
and, in some instances the tools and dies 


The principal may exercise varying degrees of control over the 
manufacturing activities, such as quantity, quality and timing of 
production 


The contractor owns the plant, property and equipment used to 
manufacture the product, uses its own employees to perform the 
actual manufacturing activities, and in some instances uses its 
own intangibles in the manufacturing process


Either the principal or the contractor may have title to the raw
materials, components, work-in-process and finished products 
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Types Of Contract Manufacturing 
Arrangements


Contract manufacturing arrangements can be subdivided into two 
categories, based on which party has legal title to the work product


“Consignment” or “tolling” arrangement: The principal acquires 
the raw materials and components and consigns them to the contract 
manufacturer, who performs the manufacturing service. In this type of 
arrangement, the principal has title to the property while it is
undergoing manufacturing and thereafter  


“Buy-sell” or “turnkey” arrangement: The contractor holds title to 
the raw materials, components and work-in-process and, upon 
completion of the manufacturing process, transfers title to the finished 
product to the principal. The contractor typically has the risk of loss 
while the property is undergoing the manufacturing process prior to 
sale to the principal 
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Entrepreneurial Risk


In both buy-sell and consignment arrangements, the principal 
has the entrepreneurial risk of selling the finished product to 
customers, and the contractor has the risk of manufacturing 
the goods to the satisfaction of the principal  


Other benefits and burdens of ownership of the property being 
produced, apart from legal title to the property, may be 
allocated under both types of arrangements between the 
principal and the contractor, based on myriad variations in the 
contractual terms 
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Foreign Base Company 
Sales Income
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Overview Of Subpart F


A U.S. shareholder of a CFC generally includes in gross 
income its pro rata share of the CFC’s subpart F


The term “subpart F income” includes foreign base company 
income


Foreign base company income includes foreign base company 
sales income (“FBCSI”)
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FBCSI


Foreign base company sales income (“FBCSI”): Income 
derived by a CFC in connection with the purchase and sale of 
personal property involving a related person, either on the 
purchasing or selling end of the transaction, where:


The property is manufactured outside the CFC's country of 
incorporation, and 


Sold for use outside of such country







8/7/2008 10


No FBCSI


The property is purchased from an unrelated person and sold 
to an unrelated person


The property is manufactured (by any person) in the CFC's 
country of organization


The property is sold for use in the CFC's country of 
organization, or 


The property is manufactured or produced by the CFC
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Manufacturing Exception To FBCSI


Manufacturing; in general


FBCSI does not include income from the sale of personal property
manufactured, produced, or constructed by the CFC in whole or in
part from personal property it has purchased 


A CFC will be considered to have manufactured, produced or 
constructed property which it sells if the property sold is in effect 
not the property which it purchased 


Property will be considered to not be the property which the CFC
has purchased if the CFC meets the substantial transformation test 
or the substantive test (the “physical manufacturing tests”)
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Proposed 
Regulations
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Reason For The Guidance


Global economic expansion and globalization have led to 
significant changes in manufacturing


Many MNC groups have extensive manufacturing networks 
that straddle geographic borders


The use of contract manufacturing arrangements has become 
a common way of manufacturing products, because of 
flexibility and efficiencies it affords


Updated rules in this area are important to the continued 
competitiveness of U.S. businesses operating abroad
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Manufacturing Exception
 Requires Employees


The proposed regulations clarify that a CFC qualifies for the 
subpart F manufacturing exceptions from FBCSI only if the 
CFC, acting through its employees, either manufactures the 
product under the physical manufacturing tests or satisfies the 
substantial contributions test


Note: If a CFC manufactures the property either under the 
physical manufacturing tests or the substantial contributions 
test, it is treated as manufacturing the property for purposes of 
the FBCSI manufacturing branch rule
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Overview


Rejection of the "its“ and attribution defenses


Expansion of the regulatory manufacturing exception to address 
principal/super entrepreneur structures through the new “substantial 
contribution” test


The CFC itself is not required to engage in physical manufacturing


The CFC's employees must make a substantial contribution to the 
manufacture of personal property


Proposed regulations enumerate a series of factors to be considered in 
determining whether a CFC's employees make a substantial 
contribution to the manufacture of personal property


Application of the branch rule to business structures involving the use 
of one or more branches engaged in manufacturing


Other miscellaneous branch rule issues
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Subpart F Manufacturing


The proposed regulations do not alter the scope of the 
transformation that is required for a product to be treated as 
“manufactured” under the physical manufacturing tests


CFC’s employees must perform physical manufacturing


The proposed regulations provide, however, that under the 
substantial contributions test a CFC can be treated as 
manufacturing a product (based on the above), even though 
the CFC does not engage in the physical manufacturing of the 
product
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Application of 
Manufacturing Exception 
When CFC Only Engages 


In Non-Physical 
Manufacturing Activities
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Substantial Contribution Test


Requirements:


The personal property purchased by the CFC must be 
physically manufactured prior to sale, and


The CFC, under a facts-and-circumstances analysis, 
must make a substantial contribution through the 
activities of its employees to the manufacture of the 
property sold


If the CFC satisfies the foregoing requirements, then the CFC 
will be treated as having manufactured the property for FBCSI 
purposes







8/7/2008 19


Facts And Circumstances


Activities to be considered include, but are not limited to:
1.


 


Oversight and direction of the activities or process (including management of 
the risk of loss) pursuant to which the property is manufactured


 


under the 
principles of the physical manufacturing tests


2.


 


Performance of manufacturing activities that are considered in, but 
insufficient to satisfy, the physical manufacturing tests


3.


 


Control of the raw materials, work-in-process and finished goods
4.


 


Management of the manufacturing profits 
5.


 


Materials selection
6.


 


Vendor selection 
7.


 


Control of logistics 
8.


 


Quality control, and 
9.


 


Direction of the development, protection and use of trade secrets, 
technology, product design and design specifications, and other intellectual 
property used in manufacturing the product







8/7/2008 20


Facts And Circumstances


“Activity 10”: Selection of contract manufacturer (see Example 
4, Slide 21)
The weight given to any activity (whether or not set forth) will
vary with the facts and circumstances of the particular 
business  
The presence or absence of any activity, or of a particular 
number of activities, is not determinative  
The fact that other persons make contributions to the 
manufacture, production or construction of personal property 
prior to sale does not necessarily prevent the controlled foreign 
corporation from making a substantial contribution to the 
manufacture, construction or production of that property 
through the activities of its employees 
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Matrix Of Factors


Factor Example 1 Example 2 Example 3 Example 4
Oversight, Direction, 
Manage Risk of Loss


X 
(but not regularly 


exercised)


X 
(regularly 
exercised)


X X 
(but not exercised)


Physical Activities


Control of Raw 
Materials, WIP, FGs


X X X X


Management of 
Manufacturing 
Profits


?


Material Selection ?


Vendor Selection X


Control of Logistics X


Quality Control X X X
(but automated)


Direction of 
Development, 
Protection, and Use 
of 
IP


X
(Control of IP 


only)


X
(Control of IP, 


Product Design)


? X
(but significant 


involvement of US 
parent)


(4)(a)(iv) 
Satisfied? No Yes Yes No
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Observations


The examples emphasize activities actually performed and directed
The mere funding of activities is not sufficient
The mere authority to perform an activity without regular exercise of 
that authority is insufficient
The mere contractual ownership of materials and IP is not sufficient
The examples are ambiguous on whether certain activities exist (e.g.,
management of manufacturing profits, vendor selection, control of 
logistics)
The nature and extent of a CFC’s engagement with any given activity 
matters.  For example, Examples 1 and 2 indicate that, with respect to 
the ninth factor, the CFC’s involvement in product design, in addition 
to control of IP, matters
Example 3 is not particularly helpful with respect to evaluating what 
constitutes a substantial contribution


Was the goal to emphasize that the substantial contribution test
can be satisfied even where CFC engages in no physical 
manufacturing?
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Observations


A CFC whose primary contribution to the manufacture of a 
product is the automated supervision of the contract 
manufacturer through the provision of software and network 
systems, along with the efforts of a small number of technical 
employees, will not satisfy the substantial contribution test 
(see Example 4)
Note: The purchase of raw materials is not the same as 
selection of raw materials (see Example 4)
Example 4 suggests that the selection of the contract 
manufacturer is, itself, an important activity to consider when 
applying the substantial contribution test
Example 4 also appears to indicate that significant 
involvement of a U.S. affiliate of the CFC in the manufacturing 
process can have negative consequences. Cf., Preamble’s 
request for comments regarding anti-abuse provisions where 
substantially all of the indirect or indirect contributions are 
provided by one or more related U.S. persons 
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Unanswered Questions


Query: Who is an “employee”?


Is this concept limited to “W2” individuals or does it 
have a broader definition?
What about seconded employees, regarded entity 
dependent agents and independent agents?


Assuming that a CFC “manages risk,” are “turnkey”
arrangements nonetheless distinguishable from 
consignment/tolling arrangements?  


The examples deal with only the latter sort of 
arrangement. In this respect, the proposed regulations 
identify “control,” rather than “ownership” of raw 
materials, work in process and finished goods
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Are factors that are not listed in the nine non-exclusive facts 
deemed to have any less weight?


What is the performance of manufacturing activities that are 
considered in, but insufficient to satisfy, the physical manufacturing 
tests?


What is “management of risk”? Is this the same as economically 
bearing such risk? What about contractual relief, e.g., with a related 
party insurer?


What is “management of manufacturing profits”? Cannot both the 
contract manufacturer and the substantially contributing CFC have 
such profits, or does the former only collect a service fee for these 
purposes?  


Unanswered Questions
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Are activities such as demand planning, production planning 
and capacity management already subsumed in the listed 
activities (e.g., “logistics”) or are they additional factors? If the 
latter, do they bear any less weight than listed factors?


How significant of an activity is product design, R&D and IP 
management?


How should taxpayers document their activities?


Unanswered Questions
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What does a taxpayer need to show to overcome the 
negative presumption where a branch of a CFC meets the 
physical manufacturing tests (discussed infra) that such 
taxpayer would not otherwise need to show in order to satisfy 
the substantial contribution test? 


What is “predominant,” as a practical matter (dealing with 
multiple branches and substantial contributions to the same 
property (discussed infra) and how is this sort of undefined 
standard to be applied within the context of the larger, 
similarly undefined substantial contribution standard?


Unanswered Questions
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Query: How will government respond to taxpayers who, prior to 
finalization of the proposed regulations, continue to take the 
position that they meet the physical manufacturing tests as a result 
of the combination of their own activities and the activities of a 
contract manufacturer?  


Note that the Preamble to the proposed regulations indicates 
both that, 
1.


 


Under current law (specifically Rev. Rul. 97-48), “the activities of a 
contract manufacturer cannot be attributed to a CFC”


 


for the 
purposes of section 954(d)(1) or (2); and 


2.


 


That it may be possible for a “CFC itself”


 


to “qualify as 
manufacturing when a contract manufacturing or similar 
arrangement is in place”


Query: Does this mean that a CFC engaged in a contract 
manufacturing arrangement could satisfy the physical 
manufacturing tests under the current regulations (e.g., by 
engaging in activities described in Rev. Rul. 75-7), but not under 
the proposed regulations?


Unanswered Questions
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To what extent will the IRS attempt to use the substantial contribution test 
affirmatively? Query: Will the IRS assert that a CFC that (1) engages in 
out-of-country sales or purchases of goods to or from unrelated parties and 
(2) has the goods manufactured by an unrelated contract manufacturer, 
nonetheless has a manufacturing branch if the CFC’s employees make 
some non-physical contributions (e.g., oversight and QC) to the 
manufacturing process?  


Example: CFC is located in a low-tax jurisdiction (Country X). It intends 
to buy raw materials from unrelated parties, engage an unrelated CM 
(located in a high-tax jurisdiction (Country Y)) to physically manufacture 
product, and then sell product to unrelated buyers. The same-country 
exception is not satisfied. Some of CFC’s employees engage in 
oversight and direction of the CM, as well as QC, in CM’s jurisdiction.  
CFC does not believe that it is a (iv) manufacturer and has never relied 
upon the manufacturing exception
Query: Will the IRS attempt to argue that CFC is, in fact, a manufacturer 
under the substantial contributions test and, in addition, that its 
employees in high-tax jurisdiction constitute a manufacturing branch for 
the purposes of the manufacturing branch rule?


Unanswered Questions
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CFC


 
Principal


(country x)


Contract


 
Manufacturer


(country y)


Sell


 
Products


Manufacturing


 
Services


Unrelated


 
Suppliers Raw


 
Materials


Substantial Contribution In Third Party 
Purchase And Sale Structure


DE


country y


All non-physical manufacturing activities 
which result in substantial contribution


Possible 
manufacturing 
branch rule issue 
where substantial 
contribution test is 
met in structures 
relying on third-


 
party purchase and 
sale defense
Query: How is this 
different than 
Example 3 that was 
modified?


CFC


 
Principal


(country x) Unrelated


 
Buyers
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Same-Country Manufacturing


The same-country manufacturing exception can only be 
satisfied by satisfaction of the physical manufacturing tests


The substantial contributions test to determine whether a CFC 
is manufacturing a product does not apply for purposes of the 
same-country exception  


The same-country manufacturing exception can apply as long 
as the property is physically manufactured in the CFC’s 
country of incorporation and irrespective of whose employees 
– either related or unrelated parties – engage in the 
manufacturing activities in that country







8/7/2008 32


Practical Application


We next discuss how to apply the proposed contract 
manufacturing regulations to the facts assumed in this 
discussion
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Circular 230 Notice


In accordance with Treasury Regulations which became 
applicable to all tax practitioners as of June 20, 2005, please 
note that any tax advice given herein (and in any attachments) 
is not intended or written to be used, and cannot be used by 
any taxpayer, for the purpose of (i) avoiding tax penalties or (ii) 
promoting, marketing or recommending to another party any 
transaction or matter addressed herein 
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UHY’s China Service 
China group based in the U.S.


–
 


China group based in the New York City office
–


 
Many members are native Chinese from mainland 
China, Hong Kong and Taiwan (“Greater China”)


–
 


Hold advanced degrees and CPA or attorney 
qualifications in both Greater China and the U.S.


–
 


Extensive working experiences in both Greater 
China and the U.S.


Member firms in China and Hong Kong
–


 
Mainland China: Vocation International CPA Ltd.


•


 


14th-largest CPA firm with more than 800 employees located 
in 8 major cities, including Hong Kong


•


 


PCAOB-registered 
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A.
 


Structure PRC investments using 
offshore holding companies


B.
 


Restructuring PRC operations on a 
tax-free basis


C.
 


Tax planning for profit repatriation 


II. Latest Tax Planning Opportunities
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A. Structure PRC Investments Using 
Offshore Holding Companies


Income No Treaty Hong Kong Barbados Mauritius Singapore


Dividends 10% 5%/10% (1) 5% 5% 5%/10%(1)


Interest 10% 7% 10% 10% 10%/7% 


Royalties 10% 7% 10% 10% 10%/6%


Capital 
gains


10% 10%/0% 
(2)


0% (3) 10%/0% 
(2)


10%/0% 
(2)


Notes:
(1)


 


25% or more shareholding is required.  Otherwise, 10%
(2)


 


Less than 25% shareholding in a non-real estate entity during the preceding 12 months 
before disposal of shares is required to get tax exemption. Otherwise, 10%. 


(3)


 


The Barbados-China tax treaty is being renegotiated and it is expected that the capital 
gain tax exemption will be repealed.    
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B. Restructure PRC Operations On A 
Tax-Free Basis


•
 


Is Tax Circular (1997) No. 207 still valid?
–


 
Under Circular 207, FIEs’ group restructuring can be 
conducted at book value on a tax-free basis


–
 


Third draft of tax rules for restructuring is being 
discussed and is expected to be issued in near future 


–
 


In practice, discussions with local tax authorities 
before restructuring are encouraged


–
 


Asset valuation as a back-up is recommended







5


•
 
Restructure PRC subsidiaries via offshore holding 
companies


Parent


Offshore
Holdco


PRC Sub


Pros
- No PRC government approval required 
- No tax on transfer of offshore holding companies
- Possible lower withholding tax on dividends/


interest/royalty if Holdco is located in a 
favorable tax treaty jurisdiction


- Low or no residual tax in the Holdco jurisdiction


Cons
- General anti-avoidance provision under the


new tax law 
China


Overseas


B. Restructure PRC Operations On A 
Tax-Free Basis
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•
 


Restructure PRC Subsidiaries via onshore holding 
companies


Parent


China 
Holdco


China 
Sub


China 
Sub


China
Overseas


Pros
- Centralize management, reduce duplicative    
functions and streamline operating efficiency


- No withholding tax between China subs and  
China Holdco


Cons
- High capital threshold (minimum registered 
capital of U.S. $30mm) 


- No group tax consolidation 
- Withholding tax on profit repatriations 


from Holdco to parent (alternative is to 
insert an offshore Holdco)


B. Restructure PRC Operations On A 
Tax-Free Basis
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C. Tax Planning For Profit 
Repatriation


•
 


Withholding tax exemption on dividend 
repatriation by foreign investment 
enterprises is repealed


•
 


Article 26 of the new tax law exempts 
withholding tax on dividends repatriation 
between two PRC tax-resident entities 
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Offshore 
Holdco


China 
Sub


China 
Sub


China


Overseas


• Offshore Holdco moves its management 
into China and becomes a PRC tax resident


• Under the new tax law, dividend 
withholding tax between two PRC tax 
residents is exempted


• Issues
- No detailed tax rules
- General anti-avoidance rule
- Foreign exchange documentation 
requirements 


Parent


C. Tax Planning For Profit Repatriation
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Summary


•
 


Using an intermediate offshore holding company 
in a right jurisdiction for investing in China 
provides 
–


 


Tax benefits on withholding tax on dividend, interest, and/or 
royalty 


–


 


Flexible exit structure 
–


 


Tax free restructuring in the future 


•
 


China is expected to adopt sophisticated tax 
rules for restructuring that follow international 
practice in the near future
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