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Tax Issues on Non-PRC Tax Residents (Part 1)
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Q: We have used a BVI company to invest in a wholly foreign owned enterprise in China.
What impact of the new PRC corporate income tax law will have on this company
structure?
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A: BVI is not a sovereign state, and therefore it cannot sign tax treaty with China. As from
1** January 2008, the PRC tax authority will impose a 10% income tax on the dividends
that is payable by the WFOE to the BVI company. The WFOE has the legal obligation to
withhold the income tax.
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Q: The above-mentioned facts remain unchanged. They say if the recipient is a Hong
Kong Company, the income tax rate can be reduced from 10% to 5%. How can it be done?
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Q: The answers are set out below:
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1. If the investor of the WFOE is changed from a BVI company to a Hong Kong company,
the HK Company is eligible for the tax reduction as per Hong Kong-China Double Tax
Arrangement. The income tax rate on the dividend can be reduced from 10% to 5%. The
rate reduction shall take effect one year after the change of investor.
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2. The detailed implementation steps are as follows: the Hong Kong Company acquires
the equity interest in the WFOE. As the consideration, the HK Company issues to the BVI
Company shares with a value equal to the amount of the acquired investment in the
WFOE. In other words, it is a non-cash transaction involving an equity swap in company
reorganization. After the share swap, the BVI Company owns the HK Company, which in
turn owns the WFOE.

3. EERM RS ER R ALY, AR RN . d% E 2008 AL
ANV BERE , BVL 2w BT N 2 w] e S i o 2Bl . e, b
R I B AT Sy AN e B s s m B ek, TSN N .

3. Note that the above reorganization transaction will give rise to PRC tax liability. In
accordance with the PRC income tax law effective on 1* January 2008, the BVI Company
is required to pay income tax on the gain from the disposal of equity interest in the WFOE.
In Hong Kong, there is no share transfer of any HK companies involved in the above
reorganization. Therefore no HK stamp duty liabilities will arise.
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Q: Why is it that the HK Company cannot get the tax reduction immediately and has to
wait one year to become eligible for the tax preference under the HK-China double tax
arrangement?
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A: With reference to this requirement, the State Administration of Taxation already issued
a notice (2009) No. 81 to elaborate on this. To get the tax preferential treatment, the Hong
Kong Company must satisfy the following conditions:
1. The recipient of the dividend who is a tax resident of the other party to the double
tax arrangement must be a company;
2. The direct legal ownership of the recipient in the equity or voting shares of the
PRC resident Company must reach a prescribed percentage (25% or more); and
3. The prescribed percentage of direct legal ownership in the PRC resident company

should be maintained at any time during the 12-month period preceding the receipt
of the dividends.
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Q: It is necessary to draft a share (equity) transfer agreement for the company
reorganization within a group?
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A: Yes, according to the PRC Notarization Law, parties to the share agreement must have
it attested or notarized, and pay the notarization fees accordingly. This notarization
requirement also applies to the transfer of properties situated in China.
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Question 5
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Q: What are the other requirements in addition to the notarization?
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A: The share (equity) transfer agreement must be submitted to the approval authority for
approval. The share transfer agreement will not become valid before it is approved.
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Q: Is there any alternative other than a change in the investor of the WFOE as you
mention above?
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Q. Where the conditions below are satisfied, the BVI company can enjoy the reduction in
the tax rate: it carries on business in Hong Kong with a business registration certificate;
and it has obtained from the Hong Kong tax authority a “Certificate of Tax Resident
Status in the Hong Kong Special Administrative Region”. To be noted is that the Hong
Kong tax authority will not proceed with the issue of certification before it has received a
“request for the issue of certification for tax resident status” from the tax authority in the
city or district where the WFOE is located.



