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New reqgulation removes withholding
tax concerns related to domestic re-
investment made by CHCs

Executive summary

On 8 December 2011, the Ministry of Commerce (MOC) and the State
Administration of Foreign Exchange (SAFE) jointly issued a new circular,
Shangzihan [2011] No. 1078 (Circular 1078), to further regulate China
Holding Companies’ (CHCs) reinvestment in China. The capital increase
requirement associated with domestic reinvestment by CHCs, which was
specified in SAFE internal circular Huizihan [2011] No. 7 (Circular 7), has
been eliminated with the announcement of Circular 1078.

Background

Although a CHC requires higher capital commitment and has stricter set-up
criteria, many multinational corporations choose a CHC as the intermediate
holding vehicle to centralize the management of their China investments.
Among all commercial considerations, some frequently mentioned reasons
for using a CHC are the higher leverage on financing (i.e., up to 6 times its
registered capital in the optimal case) and its efficiency as an investment
platform (i.e., effectively centralizing all profits within the group to facilitate
cash redeployment within China without triggering Chinese withholding tax).

However, in March 2011, the SAFE issued an internal Circular 7 indicating
that if a CHC wants to reinvest in China with its legitimate incomes such as its
subsidiaries’ dividends, equity transfer income and liquidation income, it has
to first increase its registered capital by such income. In other words, the
income has to be treated as “dividend distributed" to its foreign investor first
and as a result, the Chinese withholding tax liability would be triggered even
if the foreign investor has not received or has no intention of receiving such
distribution. This requirement has prompted a lot of concern from the
business community. Our informal discussions with SAFE officials revealed
that they may not have considered the potential tax implications before
introducing such capital increase requirement.
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Circular 7 was issued independently by the SAFE and
was meant to be circulated internally only. The MOC,
the authority in charge of the administration of
foreign investments in China (including CHCs), and
the State Administration of Taxation (SAT), the
authority in charge of the withholding tax, were not
involved in the review process of Circular 7. Thus,
guestions have been raised as to whether Circular 7
has binding effect on CHCs and if so, whether a CHC
is still an effective holding vehicle for China
investments, given the tax cost that would arise. The
MOC has on the other hand hosted a few public
consultation meetings in major cities to solicit input
and comments from the business community.

Key features of the new Circular 1078

Circular 1078, which no longer mentions the capital

increase requirement, has the following key features:

Qualified income

Circular 1078 reiterates that the following legitimate
RMB incomes of CHCs would be permitted for direct
reinvestment in China, subject to approval from the
local foreign exchange branches of the SAFE:

Profit derived in China

Income from early investment recovery
Income from liquidation

Income from equity transfer

Income from capital reduction

Documentation requirement

To apply for the aforesaid reinvestment, a CHC shall
submit the documents listed below to the local SAFE:

Written application letter

IC Card for foreign exchange registration of
foreign investment enterprises (FIES)

Approval letter from commerce department in
charge regarding investment in China by FIEs

Evidence for the source of RMB fund

The latest capital verification report and annual
audit report (with the verification report on the
corresponding foreign exchange income and
expenditure attached)

After obtaining the approval from foreign exchange
authorities, the CHC can directly transfer the RMB
funds to the investee companies.

Capital verification

The investee companies shall provide the following
information to the foreign exchange authorities in
charge for capital verification:

Work coordination letter issued by an accounting
firm

Application letter for capital verification and
confirmation

Confirmation Letter of Capital Contribution by
Foreign Investors

Copies of the above reinvestment approval
documents issued by the foreign exchange
authority in charge of the CHC, etc.

Usage of local loans

Circular 1078 emphasizes that a loan obtained
within China by the CHC cannot be used for re-
investment.

Implications and observations

With the enforcement of Circular 1078, there are
certain changes and implications from tax and
business perspectives.

Tax implications

As mentioned, the earlier Circular 7 stipulates that
the legitimate income derived by CHCs should first
be converted into new registered capital before re-
investment, which gave rise to potential Chinese
withholding tax implications. According to tax
Circular, Guoshuihan [2010] No. 79, equity
investment income such as dividends, profit
distributions, etc., shall be recognized as the taxable
income on the day when a board resolution is made
to distribute cash dividends or stock dividends and
subject to Corporate Income Tax (CIT). In other
words, foreign investors would be liable for Chinese
withholding tax when their dividends received from
Chinese subsidiaries are used as increase of capital.
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Circular 1078, which is a public circular jointly issued

by SAFE and MOC, does not mention any capital
increase requirement. The general public can
basically follow this new Circular to handle their
reinvestment and should not be concerned about the
additional withholding tax cost. In fact, in response
to our verbal enquiries with the foreign exchange
authorities at the central level and at some local
levels, a consistent message was conveyed that the
capital increase is no longer a requirement even
though Circular 1078 did not overtly supersede
Circular 7. To avoid unnecessary payment of
withholding tax, investors of CHC can now defer the
dividend distribution from the CHC but use the fund
directly for domestic investments through the CHC.

Business and foreign exchange concerns

Circular 7 only focused on CHCs; it is arguable that
other FIEs (i.e., non-CHCs) are not required to
convert profits into new registered capital before
making reinvestment. With this joint Circular, the
MOC and the SAFE have standardized the
requirements for both CHCs and non-CHCs in this
regard.

Increasing capital first before reinvestment (i.e., the
Circular 7 requirement) would consume much more
time going through different authorities before
reinvestment could be made. Without this
requirement, the entire process of reinvestment
would be streamlined.

Simplified documentation requirement

Circular 1078 has simplified the documentation
requirements prescribed previously, no longer listing
a tax clearance certificate as a requisite document.

The following table lays out the key changes with
respect to documentation requirements:

Documentation
requirements under

Circular 1078

Written application
letter

IC card for foreign
exchange registration
of FIEs

Approval letter from
commerce department
in charge regarding
investment in China by
FIEs

Evidence for the source
of RMB funds

The latest capital
verification report and
annual audit report
(with the verification
report on the
corresponding foreign
exchange income and
expenditure attached)
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Previous Documentation
requirements

Written application

IC card for foreign
exchange registration
of FIEs

Board resolution on
profit distribution and
the foreign investor’s
confirmation letter on
using the profit to make
reinvestment

The latest annual audit
report (with the
verification report on
the corresponding
foreign exchange
income and
expenditure attached)

CIT tax payment or tax
exemption certificate
related to the profit
used to make
reinvestment or capital
increase

The approval
documents of
commerce departments
in charge of companies
to be reinvested

The latest capital
verification report



Appendix

Circulars we have referred to in this alert:

Date

2011-12-08

2011-03-29

2010-08-27

2010-02-22

2006-05-26

2004-11-17

Circular no. Major issues covered

Notice for improving the administration of foreign
Shangzihan [2011] No. 1078 = o o MProving S =
invested China Holding Companies

Notice regarding the procedural guidelines on capital
Huizihan [2011] No. 7 verification of reinvestments made by Chinese Holding

Companies

The "Administrative Licensing Items of the State
Administration of Foreign Exchange (2010)"

Huifa [2010] No. 43

Guoshuihan [2010] No. 79 Implementation issues for Corporate Income Tax Law

Supplementary notice regarding the establishment of
China Holding Companies

MOC Decree [2006] No. 3

Notice regarding the establishment of China Holding
Companies (2004 revision)

MOC Decree [2004] No. 22
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http://file.mofcom.gov.cn/moffile/search/pages/detail.jsp?seqno=20148
http://file.mofcom.gov.cn/moffile/search/pages/detail.jsp?seqno=20148
http://www.shui5.cn/article/a0/50185.html
http://www.shui5.cn/article/a0/50185.html
http://www.shui5.cn/article/a0/50185.html
http://www.shui5.cn/article/00/49589.html
http://www.shui5.cn/article/00/49589.html
http://www.chinaacc.com/new/63_67_/2010_3_3_wa38913643413301021656.shtml
http://www.gov.cn/gongbao/content/2007/content_494439.htm
http://www.gov.cn/gongbao/content/2007/content_494439.htm
http://www.gov.cn/gongbao/content/2005/content_64313.htm
http://www.gov.cn/gongbao/content/2005/content_64313.htm

Contact us

To obtain more information, please contact your usual Ernst & Young contact or one of the following of
Ernst & Young's China tax client service partners.

Central China

Alfred Shum (Corporate Tax)
+86 21 2228 2298
alfred.shum@cn.ey.com

Gengiang Gao (Corporate Tax)
+86 212228 2105
gengiang.gao@cn.ey.com

Norman Yu (Human Capital)
+86 21 2228 2287
norman.yu@cn.ey.com

Audrie Xia (Corporate Tax)
+86 21 2228 2886
audrie.xia@cn.ey.com

Henrik Hansen (Transfer Pricing)
+86 21 2228 3366
henrik.hansen@cn.ey.com

Patricia Xia (Corporate Tax)
+86 21 2228 2878
patricia.xia@cn.ey.com

Bas Leenders (International Tax

Services)
+86 21 2228 4782
bas.leenders@cn.ey.com

Iris Tao (TARAS)
+86 21 2228 3268
iris.tao@cn.ey.com

Robert Smith (Indirect Tax)
+86 21 2228 2328
robert.smith@cn.ey.com

Bill Zhang (Transaction Tax)
+86 21 2228 2871
bill.zhang@cn.ey.com

Jennifer Williams
(International Tax Services)
+86 21 2228 2011
jennifer.williams@cn.ey.com

Titus von dem Bongart
(German Desk)

+86 21 2228 2884
titus.bongart@cn.ey.com

Bryan Tang (Indirect Tax)
+86 21 2228 2294
bryan.tang@cn.ey.com

Jessica Tien (Transfer Pricing)
+86 212228 2115
jessica.tien@cn.ey.com

Toshikazu Tagawa
(International Tax Services)
+86 212228 2118
toshikazu.tagawa@cn.ey.com

Carrie Tang (Corporate Tax)
+86 212228 2116
carrie.tang@cn.ey.com

Julian Hong (Transfer Pricing)
+86 21 2228 2726
julian.hong@cn.ey.com

Travis Qiu (Transfer Pricing)
+86 21 2228 2941
travis.giu@cn.ey.com

Chuan Shi (Corporate Tax)
+86 21 2228 4306
chuan.shi@cn.ey.com

Linda Liu (Corporate Tax)
+86 21 2228 2801
linda-sy.liu@cn.ey.com

Vickie Tan (Corporate Tax)
+86 21 2228 2648
vickie.tan@cn.ey.com

Derek Chow (Corporate Tax)
+86 21 2228 3009
derek.chow@cn.ey.com

Michael Lin (Indirect Tax)
+86 21 2228 3006
michael-cs.lin@cn.ey.com

Walter Tong (Corporate Tax)
+86 21 2228 6888
walter.tong@cn.ey.com

Freeman Bu (Human Capital)
+86 21 2228 3880
freeman.bu@cn.ey.com

Min Fei (International Tax Services)
+86 21 2228 2582
min.fei@cn.ey.com

Yeeckle Zhou (Transaction Tax)

+86 21 2228 2833
yeeckle.zhou@cn.ey.com

China Tax & Investment News



Northern China

Alan Lan (Corporate Tax)
+86 10 5815 3389
alan.lan@cn.ey.com

Henry Chan (Corporate Tax)
+86 10 5815 3397
henry.chan@cn.ey.com

Laura Wu (International Tax Services)
+86 10 5815 3880
laura.wu@cn.ey.com

Andrew Choy

(International Tax Services)
+86 10 5815 3230
andrew.choy@cn.ey.com

HongRae Jang
(International Tax Services)
+86 10 5815 3625
hongrae.jang@cn.ey.com

Leo Chiu (Transaction Tax)
+86 10 5815 3622
leo.chiu®@cn.ey.com

Andy Chen (Corporate Tax)
+86 10 5815 3381
andy.chen@cn.ey.com

Jason Mi (Human Capital)
+86 10 5815 3990
jason.mi@cn.ey.com

Manabu Takahama (Transfer Pricing)
+86 10 5815 2834
manabu.takahama@cn.ey.com

April Liao (Human Capital)
+86 22 5819 4700
april.liao@cn.ey.com

Jesse Lv (Transaction Tax)
+86 105815 2792
jason.mi@cn.ey.com

Martin Ngai (Corporate Tax)
+86 10 5815 3231
martin.ngai@cn.ey.com

Catherine Li (Corporate Tax)
+86 10 5815 3890
catherine.li@cn.ey.com

Joanne Su (Transfer Pricing)
+86 10 5815 3380
joanne.su@cn.ey.com

Samuel Yan (Corporate Tax)
+86 10 5815 3226
samuel.yan@cn.ey.com

Connie Kwok

(International Tax Services)
+86 10 5815 2855
connie.kwok@cn.ey.com

Joseph Lee (Corporate Tax)
+86 10 5815 3383
joseph.lee@cn.ey.com

Si Si Xiang (Corporate Tax)
+86 10 5815 2822
si-si.xiang@cn.ey.com

David Kuo (Transaction Tax)
+86 10 5815 3377
david.kuo@cn.ey.com

Kenneth Leung (Indirect Tax)
+86 10 5815 3808
kenneth.leung@cn.ey.com

William Cheung (Human Capital)
+86 10 5815 3301
william.cheung@cn.ey.com

China Tax & Investment News



Southern China

Becky Lai

(International Tax Services)
+852 2629 3188
becky.lai@hk.ey.com

Ken Chung (Transaction Tax)
+852 2629 3991
ken.chung@hk.ey.com

Chris Finnerty
(International Tax Services)
+852 2629 3868
chris.finnerty@hk.ey.com

Lawrence Cheung (Corporate Tax)
+86 755 2502 8383
lawrence-f.cheung@cn.ey.com

Christian Pellone
(International Tax Services)
+852 2629 3308
christian.pellone@hk.ey.com

Loretta Shuen (Corporate Tax)
+852 2629 3778
loretta.shuen@hk.ey.com

Clement Yuen (Corporate Tax)
+852 2629 3355
clement.yuen@hk.ey.com

Mak Ho Sing (Corporate Tax)
+86 755 2502 8289
ho-sing.mak®cn.ey.com

David Chan (Transaction Tax)
+852 2629 3228
david.chan@hk.ey.com

Patrick Cheung (Transfer Pricing)
+852 2846 9905
patrick.cheung@hk.ey.com

David Chiu (Corporate Tax)
+86 755 2502 8180
david.chiu@cn.ey.com

Paul Wen (Human Capital)
+852 2629 3876
paul.wen®hk.ey.com

Enoch Chan (Corporate Tax)
+86 20 2881 2738
enoch-yt.chan@cn.ey.com

Rio Chan (Corporate Tax)
+86 20 2881 2878
rio.chan@cn.ey.com

Enoch Hsu (Transfer Pricing)
+86 755 2502 8287
enoch.hsu@cn.ey.com

Sam Pang (Human Capital)
+86 755 2502 8160
sam.pang@cn.ey.com

Ivan Chan (Corporate Tax)
+852 2629 3828
ivan.chan®hk.ey.com

Simon Wang (Corporate Tax)
+86 20 2881 2822
simon-sm.wang@cn.ey.com

Jane Hui (Transaction Tax)
+852 2629 3836
jane.hui@hk.ey.com

Tami Tsang (Transaction Tax)
+852 2849 9417
tami.tsang@hk.ey.com

China Tax & Investment News

Ernst & Young

Assurance | Tax | Transactions | Advisory

About Ernst & Young

Ernst & Young is a global leader in
assurance, tax, transaction and advisory
services. Worldwide, our 152,000 people
are united by our shared values and an
unwavering commitment to quality. We
make a difference by helping our people,
our clients and our wider communities
achieve their potential.

Ernst & Young refers to the global
organization of member firms of Ernst &
Young Global Limited, each of which is a
separate legal entity. Ernst & Young
Global Limited, a UK company limited by
guarantee, does not provide services to
clients.

For more information about our
organization, please visit www.ey.com

About Ernst & Young's Tax Services in
China

Ernst & Young's 930 tax professionals in
China provide you with deep technical
knowledge, both global and local,
combined with practical, commercial and
industry experience. Our talented people,
consistent methodologies and unwavering
commitment to quality service help you to
build the strong compliance and reporting
foundations and sustainable tax strategies
that help your business achieve its
ambitions. It's how Ernst & Young makes a
difference.

© 2011 Ernst & Young (China) Advisory
Limited

All Rights Reserved.

FEA no. 03001609

This publication contains information in summary
form and is therefore intended for general guidance
only. It is not intended to be a substitute for detailed
research or the exercise of professional judgment.
Neither Ernst & Young (China) Advisory Limited nor
any other member of the global Ernst & Young
organization can accept any responsibility for loss
occasioned to any person acting or refraining from
action as a result of any material in this publication.
On any specific matter, reference should be made to
the appropriate advisor.

www.ey.com/china



	Slide Number 1
	Slide Number 2
	Slide Number 3
	Slide Number 4
	Slide Number 5
	Slide Number 6
	Slide Number 7

