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Background

On 20 February 2010, the PRC State
Administration of Taxation (“SAT") issued
Tax Circular Guoshuifa [2010] No. 19
(“Circular No. 19"), i.e. the Notice Regarding
the Issue of Administrative Measures on
Taxation of Non-Tax-Resident Enterprises with
a Deemed Profit Method. Non-Tax-Resident
Enterprises (“non-TREs”) are foreign
enterprises whose effective management
bodies are located outside China. Circular
No. 19 was published on the SAT's website
on 1 March 2010 and took effect from

20 February 2010. It has major implications
for taxation of permanent establishments
of foreign companies in the PRC.

Circular No. 19 clarifies the tax calculation
methods for Corporate Income Tax (“CIT")
payable by non-TREs on their operational
profits in China and raises the deemed profit
rates. It also covers the allocation between
supply prices and service fees and between
onshore and offshore services.
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Main Content

The main content of the Circular can be
summarised as follows:

— Taxation Methods

The Circular allows two methods for
calculating CIT payable on operational
profits of a non-TRE, i.e. the actual
income method and the deemed profit
method.

If a non-TRE can correctly record the
revenue, costs and expenses for its
operational activities in China, it can
declare CIT based on the actual profits.
Alternatively, the deemed profit method
can be used. There are three different
versions of the deemed profit method:

(1) Deemed profit based on revenue,
i.e. deemed profits = revenue x
deemed profit rate;

(2) Deemed profit based on expenses
and costs, i.e. deemed profits =
expenses and costs/(1 — deemed
profit rate); and

(3) Deemed profit based on expenditure,
i.e. deemed profits = expenditure /
(1 — business tax rate — deemed
profit rate) x deemed profit rate.

Increase of Deemed Profit Rates

The new Circular has increased
deemed profit rates from 10%-40%
t0 15%-50%. The new deemed profit
rates are as follows:

(1) For construction and engineering
projects, design and consulting:
15%-30%;

(2) For management services:
30%-50%;

(3) For other services: no less
than 15%.

If the tax authority discovers that the
actual profit rate is clearly higher than
the above range, it is entitled to use a
higher rate.

The applicable deemed profit rate for
each project must be proposed by the
non-TRE by submitting a standard form
for verification by the tax authority.



— Allocation of Prices for
Goods/Equipment and Services

If a non-TRE sells equipment or goods to
a Chinese customer and provides services
such as installation, supervision or
technical training, the contract must
specify the split between supply price and
service fees. If no such allocation is
included in the contract, or the service
fees stipulated in the contract are
unreasonably low, the tax authority is
entitled to deem at least 10% of the
contract value to be service fees and to
levy taxes on the service fees accordingly.
In the past, under the old Circular
Guoshuifa [1995] No. 197, the minimum
deemed service fees were 5% of the
contract value.

— Offshore and Onshore Services

Offshore services are not subject to CIT
in the PRC. According to Circular No. 19,
non-TREs must ensure that the allocation
between service fees for onshore and
offshore services is reasonable. In case
of doubt, the tax authority is entitled to
ask for evidence such as travel schedules
and working schedules to verify the

reasonableness of the allocation. If no
evidence is provided, all the services
will be regarded as onshore services.

— According to Circular No. 19, tax
authorities at provincial level are entitled
to work out further details to serve as a
practical guide for the local tax
authorities under their jurisdiction.

CMS Comments

— There is still some uncertainty
surrounding interpretation and
implementation of Circular No. 19. For
example, where ongoing projects with
contracts concluded before 10 February
2010 are concerned, the tax authority
may have already fixed a deemed profit
rate which may be lower than those
provided by Circular No. 19. In such
cases, it is not clear whether the tax
authority must immediately adjust the
deemed profit rate according to Circular
No. 19. If such adjustments are made,
foreign companies with existing PEs may
have a higher tax burden, which would
not have been taken into account when
calculating the contract price.

— For new contracts, non-TREs must
include the increase in the deemed
profit rates in their business
calculations.

— It will be important in future to make
sure that the breakdown shown in
contracts between supply prices and
service fees and between onshore and
offshore services can be successfully
defended against any potential
challenge by PRC tax authorities.
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