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PART A 
 

Question 1 
 
ACO is a UK resident company and BCO is a Hong Kong intermediary company for the 
purposes of Chinese business arrangement made by ACO. DCO is a Chinese resident 
company and a related party of affiliated transactions with ACO and BCO. ECO is a Chinese 
resident company and controlled by ACO, and therefore transactions between DCO and ECO 
can be regarded as affiliated transactions. 
 
The royalties of licensing the patent of making medical devices paid by DCO to ACO would be 
taxed in China, but the tax so charged shall not exceed 10 percent of the gross amount of the 
payment received by ACO, according to Art. 12(1) of China-UK Tax Treaty. 
 
The interest paid by DCO to BCO would be taxed in China, but tax so charged shall not exceed 
7 percent of the gross amount of such interest, according to Art. 11(2) of the double taxation 
arrangement between Hong Kong and Chinese mainland. 
 
However, the establishment of BCO would be challenged by Chinese tax authorities as a 
conduit company inserted into transactions between ACO and DCO for the purposes of 
reducing Chinese tax burden of ACO. 
 
According to Art. 11(2) of China-UK Tax Treaty, the interest paid directly by DCO to ACO would 
be taxed in China at a withholding rate of not exceed 10 percent, which is higher than that 
mentioned in Art. 11(2) of the double taxation arrangement between Hong Kong and Chinese 
mainland. 
 
According to Art. 10 of Hong Kong-UK Tax Treaty, the interest paid by BCO to ACO would 
enjoy tax exemption. 
 
Base the above-mentioned, transactions among ACO, BCO and DCO would be regarded by 
Chinese tax authorities as a treaty shopping arrangement and tax benefits enjoyed by BCO 
would be denied based on Art. 25 of the double taxation arrangement between Hong Kong and 
Chinese mainland, and Art. 4 of the Fourth Protocol Amending the double taxation arrangement 
between Hong Kong and Chinese mainland. 
 
The relevant interest would be reconsidered to be received directly by ACO and would be taxed 
according to Art. 11(2) of China-UK Tax Treaty. 
 
In addition, the amount of royalties paid by DCO to ACO, the amount of interest paid by DCO 
to BCO, and the pricing of transactions between DCO and ECO shall be in line with arm’s length 
principle, otherwise would be challenged and adjusted by Chinese tax authorities. 
 
Moreover, the loans acquired by DCO from BCO shall be in line with the debt/equity ratio, that 
is 2:1, which is stipulated in the Circular on Issues relevant to the Tax Policies regarding the 
Criteria of Deductible Interest Expense of an Enterprise (Caishui [2008] NO. 121, issued by the 
Ministry of Finance and the State Taxation Administration), otherwise thin capitalization would 
be considered to be in existence in DCO and relevant adjustment related to interest pre-tax 
deduction would be made by Chinese tax authorities. 
 
ACO would be regarded to have service PE in China because of its two employees stay in 
China more than 183 days, thus income as is attributable to the service PE may be taxed in 
China, and two employees would be considered to be resident individuals and taxed in China 
according to Chinese Individual Income Tax Law and Art. 15 of China-UK Tax Treaty as well. 
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Question 2 
 
The legal framework is Art. 2 of the Announcement of the State Taxation Administration on 
Issues Concerning “Beneficial Owners” in Tax Treaties (Gonggao [2018] No. 9 issued by the 
STA). 
 
Adverse factors are as follows: 
 
1. The applicant is obliged to pay to residents of a third country (region) 50% of the income 

or more within the prescribed time limit; the “obligations” include agreed obligations and 
the circumstance where there is no agreed obligation but the payment has been made. 

 
2. The business activities engaged in by the applicant fail to constitute substantive business 

activities. Substantial business activities include substantive manufacturing, distribution, 
management and other activities. Whether the business activities engaged in by the 
applicant are substantive shall be judged according to the functions actually performed 
and the risks assumed by the applicant. 
 
The substantive investment holding and management activities engaged in by the 
applicant may constitute substantive business activities. For the applicant engaging in 
the investment holding and management activities that do not constitute substantive 
business activities and engaging in other business activities at the same time, if the other 
business activities are not significant enough, such business activities do not constitute 
substantive business activities.  

 
3. The other contracting country (region) does not impose any tax on or exempts tax from 

the relevant income, or imposes tax on the relevant income but the actual tax is extremely 
low.  

 
4. There is another loan or deposit contract between the creditor and a third party, of which 

the amount, interest rate or conclusion time are nearly the same as those of the loan 
contract, from which the interest is generated and under which the said interest is paid. 

 
5. There is another transfer contract between the applicant and the third party on the right 

to use or the ownership of a copyright, patent or technology apart from the contract 
between the applicant and a third party on the transfer of the right to use a copyright, 
patent or technology, from which the royalty is generated and under which the said 
royalty is paid.  
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PART B 
 

Question 3 
 

FCO is a Chinese resident company, GCO is a CFC of FCO, and HCO is an intermediate 
company only for the purpose of the shareholding. 
 
Because of Chinese business assets held by HCO, the alienation of shares in HCO by GCO 
would be regarded as the indirect alienation of Chinese business assets, and thus capital gains 
derived from such alienation shall be taxed in China, according to the Announcement on Issues 
relevant to the Enterprise Income Tax regarding the Indirect Alienation of Assets by the Non-
resident Enterprise (Gonggao [2015] No. 7 issued by the STA). 
 
GCO should distribute its realized profits to its shareholder FCO, otherwise FCO would be 
challenged by Chinese tax authorities according to the CFC regime under the Chinese 
Enterprise Income Tax Law. That is, the deemed dividends distributed to FCO by GCO from its 
realized profits, including realized capital gains, would be taxed, unless there is reasonable 
business reason for GCO not to distribute its profits to FCO. 
 
According to Art. 2(2) of the Chinese Enterprise Income Tax Law, an enterprise that is 
established within Chinese Mainland, or which is established under the law of a foreign 
country(region) but whose place of effective management locates within Chinese Mainland, 
may be identified as a resident enterprise for the purpose of the Chinese Enterprise Income 
Tax Law. 
 
GCO was set up in Hong Kong Special Administration Zone, not in Chinese Mainland, thus we 
need to consider if GCO’s place of effective management locates within Chinese Mainland, for 
determining whether GCO is a resident company in Chinese Mainland or not. 
 
According to Art. 4 of China’s Regulation on the Implementation of the Enterprise Income Tax 
Law, the place of effective management refers to a place in which there is a comprehensive 
and substantial management and control with respect to business operation, personnel, finance 
and properties of whole enterprise. 
 
Further, According to Art. 2 of the Circular on Issues about the Identification of Chinese-
Controlled Enterprises Incorporated Abroad as Resident Enterprises Based on the Place of 
Effective Management ( Guoshuifa [2009] No.82, issued by the STA), a Chinese controlled 
enterprise incorporated abroad may be identified as a resident enterprise if it concurrently 
meets four factors as follows: 
 
1. The places where the senior management and the senior management bodies 

responsible for the routine production and business management of the enterprise 
perform their functions are mainly located within Chinese Mainland; 

 
2. The financial decisions (about borrowing, lending, financing, financial risk management, 

etc.) and the personnel decisions (about appointment, dismissal, payment, etc.) of the 
enterprise are made by the bodies or persons within Chinese Mainland or are subject to 
the approval of the bodies or persons within Chinese Mainland 

 
3. The enterprise's primary properties, account books, company seals, minutes and 

archives of the meetings of the board of directors and shareholders are located or 
preserved within Chinese Mainland; and 

 
4. The enterprise's directors or senior management with 1/2 or more of the voting rights 

usually live in Chinese Mainland. 
 
As for GCO, even if each of its executive director lives in Shenzhen and its business decision 
occasionally made in Shenzhen, it does not concurrently meet above four factors listed by the 
Guoshuifa [2009] No.82, issued by the STA. Therefore, GCO should not be regarded as a 
resident company in China.  
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PART C 
 

Question 4 
 
Part 1 
 
Art. 6(1)(a) of Chinese Individual Income Tax Law; Art. 15(2) of Implementing Provisions on 
Individual Income Tax Law of China. 
 
Part 2 
 
Art. 6(4) of Chinese Individual Income Tax Law. 
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Question 5 
 

Part 1 
 
In 2019, Michaela stayed within China for more than 183 days. According to Art. 1 of the 
Chinese Individual Income Tax Law, she would be identified as a resident individual in China 
for the taxable year of 2019. However, Michaela shall be regarded as a UK resident individual 
because of her permanent home in the UK, according to the tie-breaker rule in Art.4(2)(a) of 
China-UK Tax Treaty. Therefore, Michaela was not subject to Chinese individual income tax 
for dividends derived from her family company. 
 
Part 2 
 
In 2020, Michaela married and lived with her husband in China, owning their home in China, 
which means her permanent home is located in China. According to Art. 1 of the Chinese 
Individual Income Tax Law, and Art. 4(2)(a) of China-UK Tax Treaty, Michaela will be identified 
as a resident individual domiciled in China. Therefore, Michaela will be liable for Chinese 
individual income tax on her income derived inside or outside China, including dividends 
derived from her family company. 
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Question 6 
 

Part 1 
 
According to Art. 1 of Chinese Enterprise Income Tax Law, Art. 2 of Implementing Provisions 
on Enterprise Income Tax Law of China, Art. 3 of  Regulations on the Levy of Individual Income 
Tax on Sole Proprietorships and Partnership Enterprises (Caishui [2000] No. 91, issued by the 
MoF and STA), PX would not be regarded as a taxable entity for the purpose of the Chinese 
enterprise income tax and individual income tax, whereas three partners of PX would be 
regarded as taxpayers under the Chinese Enterprise Income Tax Law. Based on the Chinese 
domestic tax law mentioned above, according to Art. 4 of China-UK Tax Treaty, PX would be 
regarded as a transparent entity, three partners of which would be covered by the China-UK 
Tax Treaty. Therefore, three partners would enjoy tax benefits under the China-UK Tax Treaty, 
and accordingly would enjoy foreign tax credit based on the China-UK Tax Treaty and the 
Chinese Individual Income Tax Law. 
 
Part 2 
 
Three partners derived dividends from LCO’s after-tax profits amounts to 16 million USD in 
proportion to their shares in PX respectively. That is, Mr Zhu gained 3.2 million USD, Ms Zhan 
and Mr Zhao gained 6.4 million USD respectively. However, three partners shall be withheld 
British income tax by LCO on their obtained dividends respectively at no more than 10% tax 
rate according to Art. 10(2)c) of China-UK Tax Treaty. Further, three partners shall pay Chinese 
individual income tax on their after-British-tax income at 20% tax rate for the item of dividends 
under the Chinese Income Tax Law, according to Art.2 of the Circular on the Approaches of 
Implementation of the Regulations on the Levy of Individual Income Tax on Sole Proprietorships 
and Partnership Enterprises (Guoshuihan [2001] No. 84, issued by the STA).           
 
Part 3 
 
Three partners would enjoy foreign tax credit according to Art. 22(1)a) of China-UK Tax Treaty 
and Art. 7 of the Chinese Individual Income Tax Law. That is, the tax withheld by LCO in 
accordance with Art. 10(2)c) of China-UK Tax Treaty, may be deducted from the amount of tax 
payable by them in China, but the tax credit shall not exceed the limit of tax credit applicable to 
dividends obtained by them from LCO. It is worth noting that, only the tax withheld by LCO in 
accordance with Art. 10(2)c) of China-UK Tax Treaty may be deducted from their Chinese 
individual income tax payable, not including the income tax paid by LCO for its own profits, 
according to Art. 21(1) of Implementing Provisions on Individual Income Tax Law of China. 
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Question 7 
 

Part 1 
 
MCO is a resident company in the UK, NCO is a resident company in China, both of them are 
related parties. Therefore, the pricing of transactions between them shall be in line with arm’s 
length principle, loans obtained by NCO from or with the support of MCO shall be in line with 
debt/equity ratio, i.e. 2:1, required by Caishui [2008] NO. 121, otherwise special tax adjustment 
would be made by Chinese competent tax authorities. Moreover, dividends obtained by MCO 
from NCO would be taxed in China in accordance with the provisions of China-UK Tax Treaty 
and the Chinese Enterprise Income Tax Law. 
 
Part 2 
 
MCO directly sells its toys through the web-shop at Tmall in Chinese market, the web-shop 
itself is not a fixed place of business, and thus would not be regarded as a PE of MCO in China, 
according to Art. 5 of China-UK Tax Treaty. 
 
Part 3 
 
However, MCO maintains stocks of goods (toys) belongs to it in NCO for the purpose of 
storages and delivery, maintains stocks of materials belongs to it in NCO for the purpose of 
processing by NCO, substantially involves in the manufacture, supervision and management 
of the production of toys in NCO under the business mode of processing with supplied 
materials. The combination of those activities is not of a preparatory or auxiliary character, but 
is substantially a productive character. As a result, MCO would be regarded to have a PE in 
China, according to Art. 5(1) and (4) of China-UK Tax Treaty, and accordingly shall be taxed 
on its profits attributable to the PE in China. Meanwhile, the processing charges obtained by 
NCO from MCO shall be taxed in accordance with provisions of the Chinese Enterprise Income 
Tax Law. 


