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Transfer Pricing 
Loss transfer into China will be restricted 
 

 
Under the background of financial crisis, quite a 
lot of cross-border companies met great 
difficulties for the abroad business operation, 
despite this, the domestic business in China still 
continues to rise. The space and possibility to 
transfer profit for multinational companies has 
been enlarged. To avoid the loss on tax revenue 
by transfer the abroad loss to the domestic related 
parties, following the issuing of GuoShuiFa [2009] 
No.2, SAT issued GuoShuiHan [2009] No. 363 to 
further regulate the Special Tax Adjustments. 
 
Introduction of related tax circular  
 

Beginning from the second half year of 2008, SAT 
had promulgated several tax circulars related to 
the handling on corporate income tax for related 
party transactions, mainly including:  

 

- Circular on CIT Treatment Related to Payment 
for Provision of Services between Parent 
Company and Its Subsidiary Company issued 
by SAT (GuoShuiFa [2008] No.86) 

- Circular on Tax Policy Regarding Pre-tax 
Deduction of Interest Expenditure Between 
Related Parties of Enterprises issued by MOF 
and SAT (CaiShui [2008]No.121)  

 
- Implementation Measures for Special Tax 

Adjustments (Trial) issued by SAT (GuoShuiFa 
[2009] No.2) 

- Notice of the State Administration of Taxation 
on Intensifying the Transfer Pricing Follow-up 
Administration (GuoShuiHan [2009] No.188) 

- The Notice to strengthen the supervision and 
investigation of cross-border related party 
transactions issued by SAT GuoShuiHan 
[2009] No. 363 

 
GuoShuiFa [2009] No.2 has provided detail 
guidance relating to special tax adjustments such 
as transfer pricing, controlled foreign corporations, 
thin capitalization, and general anti-tax avoidance 
rules, etc. This circular also makes it possible for 
Chinese Companies to reach advance pricing 
arrangements and cost contribution arrange-
ments. 
 
Main contents 
 
Circular 363 has reiterated and supplemented for 
the following main contents: 
 
- The entities that are established in China by 

multinational companies and have limited 
functions and risks such as those with sole 
function of production (import processing or toll 
processing), distribution or contract research 
and development etc, shall not bear market 
risk or risks associated with decision-making 
activities during the financial crisis. 
Accordingly, these entities shall maintain a 
reasonable level of profit pursuant to the 
transfer pricing principle of "functions and 
risks" commensurate with profitability. 
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- If the aforementioned entities with limited 

functions and risks incur losses, regardless of 
whether their related party transactions have 
exceeded the prescribed thresholds (under 
Guo Shui Fa [2009] No. 2) for 
contemporaneous documentation, they shall 
prepare and submit contemporaneous 
documentation and other related documents to 
the in-charge tax authorities for the year during 
which they incur losses before 20 June of the 
year following the loss-making year. 

 
Limited functions and risks incur losses 
 
Guoshuihan [2007] No. 236 ("Circular 236") states 
that Foreign-Invested and Enterprises (FIE) and 
Foreign Enterprises (FE) that are engaged in a 
solely in manufacturing function based on the 
instruction of their overseas group affiliates, and 
without assuming any of the risks of the sales and 
marketing functions, production strategies, R&D, 
etc., should not bear losses arising from business 
issues such as poor management decisions, 
insufficient capacity, product obsolescence, etc. 
Under international transfer pricing rules, the FIEs 
and FEs that perform a simple production function 
should be operating at a certain level of 
profitability. In principle, it is not acceptable for 
such companies to operate at a loss. 
 
Contemporaneous documentation 
 
- In accordance with GuoShuiFa [2009] No.2, 

enterprises that satisfy any one of the following 
criteria are exempted from the preparation of 
contemporaneous documentation excluding 
loss-making enterprises mentioned in 
GuoShuiHan [2009] No.188: 

 
- Annual related party purchases and sales 

(related party transaction amount for toll 
manufacturing shall be calculated based on 
the customs declared price of import/export) 
amount is lower than RMB 200 million and 
other related party transaction amount (interest 
amount shall be used for related party 
financing) is lower than RMB 40 million. These 
amounts do not include related party 
transaction amount covered by cost 
contribution arrangements and advance 
pricing arrangements in the same year; 

 

 
 
- Related party transactions are covered by an 

effective Advance Pricing Arrangement; or 
- Foreign share in an enterprise lower than 50% 

and only transactions with domestic related 
parties. 

 
Our opinions and suggestions 
 
GuoShuiHan [2009] No.188 has required the local 
tax authorities should strengthen supervision of 
cross-border related party transactions.  
Specifically, the tax authorities shall focus on 
investigating the cases where losses (including 
any potential losses) are shifted from overseas 
related parties to Chinese entities or where profits 
achieved by Chinese entities are shifted to tax 
havens, strengthen the functional analysis and 
comparability analysis, and select appropriate 
transfer pricing methods to determine the 
profitability of the entity under review. Therefore, 
companies should refer to the stipulation and 
explanation of the local tax authorities in practice. 
To avoiding loss due to lack of preparation for the 
contemporaneous documentation, we also 
recommend the company should contact the local 
tax authorities early. 
 
In practice, advance pricing arrangements is 
regarded as the best solution of solving transfer 
pricing, Companies are also encouraged to 
consider and take advantage of alternative 
dispute resolution mechanisms such as the 
advance pricing arrangement program to 
proactively manage their transfer pricing. 
 
What can we help? 
 
Our professional consulting team and personnel 
can offer you consulting service of the above 
mentioned contents. The services include: 
 
- Check the transfer pricing situation of your 

company and analysis of the risks; 
- Information whether there is a need of the 

transfer pricing documentation; 
- Support to prepare the transfer pricing 

documentation. 
 
For more detailed information, please contact our 

rofessional team. p
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Lexicon 

 
Profit distribution 
 
After great efforts investing in the Chinese market, 
for sure the German headquarters would like to 
see the profit on the German bank account. But 
before the money arrives in the save port, some 
issues should be considered. 
 
 
Steps 
 
1. The loss carry forward of previous years 

should be completely cleared 
2. The legal reserve should be retained 
3. Other reserves according the association 

should be deducted  
4. Payment of the withholding tax 
5. Obtain the tax certificate of the tax office 
6. Approval of the SAFE 
7. Overseas bank transfer 
 
 
Legal reserve 
 
The legal reserve of 10% of the profit must be 
paid every year up to the point when 50 % of the 
registered capital is reserved. 
 
 
Other reserves  
 
Other reserves such as the “development fund”, 
“staff’s welfare and bonus fund” are determined 
by the board of directors of the Company. 
 
 
Taxes 
 
Non-resident enterprises (German investing 
company) are subject to withholding tax in China. 
The foreign invested enterprise in China acts as a 
withholding agent and withholds the taxes.  
 

 
 
 
According to the double tax treaty (DTT) between 
China and Germany the withholding tax rate of 10 
% is applicable. 
 
Theoretically according to the DTT the withholding 
tax is in Germany deductible. However the 
income of dividends from legal entities such as 
GmbH and AG are free of tax. 
 
 
Payment procedure 
 
The profit of the previous year could be 
transferred after the annual audit and tax 
compliance is finished and the tax office has 
issued the tax certificate. If a foreign invested 
enterprise intends to distribute the current year’s 
profit within current year, a special approval from 
tax authorities / SAFE shall be received. 
 
After the approval of the foreign remittance of the 
State Administration of Foreign Exchange (SAFE) 
the overseas bank remittance could be done 
under providing the relevant documents, e.g. the 
tax certificate. 
 
 
Example: 
 
Calculation Amount 
  

Profit before Corporation Income Tax (CIT) 1.000.000 
x 25 % CIT -250.000 
  

Profit after CIT 750.000 
  

Legal reserve (or more according 
constitution) 

 

x 10 % - 75.000 
  

Profit after legal revenue reserve 675.000 
  

Withholding tax (DTT)   
x 10 % -67.500 
  

Possible profit distribution 607.500 
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News from ECOVIS Ruide China 

 
Internal employee training course 
 

 

 
 
Lifelong learning is essential, especially in our 
branch of tax consulting and auditing. Not only in 
Germany but also in China employees are 
constantly faced with new laws and regulations. 
Furthermore our colleagues are preparing for the 
certified public accountant and tax consultant 
exams in the summer time. 

Additionally our company performs from June to 
the beginning of September 2009 an internal 
training. Our team members work out seminars 
regarding the topics of financial statements and 
taxation. The presentations are held by our 
colleagues every Friday. Active discussions top the 
training and excellent performances will be 
honored receiving a company award. All in all the 
colleagues are well prepared for the examinations 
in September and October. 
 
Our team consists at present of about 36 
members, including 11 Certified Public 
Accountants (CPA), 5 Certified Tax Agents (CTA) 
and one Attorney at Law (LLM). 
 
Our professionals are all above college degree and 
have a good command of English or German. 

 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

About ECOVIS 
 

Ecovis is a leading global consulting firm with its origins in Continental Europe. It has over 2,700 people operating in 
30 countries. Its consulting focus and core competencies lie in the areas of, tax consultation, auditing, legal advice 
and accounting and management consulting services. The particular strength of Ecovis is the combination of personal 
advice at a local level with the general expertise of an international and interdisciplinary network of professionals. 
Every Ecovis office can rely on qualified specialists in the back offices as well as on the specific industrial or national 
know-how of all the Ecovis experts worldwide. This diversified expertise provides clients with effective support, 
especially in the fields of international transactions and investments – from preparation in the client’s home country to 
support in the target country. In its consulting work Ecovis concentrates mainly on midsized firms. Both nationally and 
internationally, its one stop-shop concept ensures all-round support in legal, fiscal, managerial and administrative 
issues. The name Ecovis, a combination of the terms economy and vision, expresses both its international character 
and its focus on the future and growth.  

Imprint 
 
ECOVIS Ruide Certified Public Accountants Co., Ltd. 
ECOVIS Ruide Investment Management Consulting Co., Ltd. 
18E, Double Dove Tower, 
438 Pudian Road, Pudong New District, 
200122 Shanghai, P.R. China 
Telephone: +86-21-6105 7333 
Telefax:    +86-21-6105 7330 
Email:    info@ecovis.cn
 
Shanghai, 1 September 2009 
 
ECOVIS Ruide China Info is published for the clients and the 
professionals of Ecovis Ruide China. The contents are of a general 
nature only. Before taking acting on any information contained in this 
newsletter, please contact our ECOVIS Ruide China team for further 
consulting and support. ECOVIS Ruide China expressly disclaims all 
implied warranties. 
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