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1  When investing to Mainland China

When a company grows to be international, the negative side of running suboptimal profit allocation
strategies, among its entities, can be significant. If the company intends to reap the full benefit of an
international presence, it should accurately, and in a timely manner, plan where to turn a profit. For
some international businesses, structuring investments into China via Hong Kong can make a lot of
sense. Concerns over direct exposure to China liabilities, ease of a future sale of a China investment,
and certain tax planning and profit distribution capabilities can make the insertion of a holding
company as part of your China strategy an interesting option.

1.1 Introduction to Hong Kong legal system

The Basic Law of the Hong Kong Special Administration Region (HKSAR) was enacted by the
National People's Congress in accordance with the Constitution of the People's Republic of China. It
was promulgated on 4 April 1990 and took effect on 1 July 1997 on the establishment of the HKSAR.
All the systems and policies practiced in the HKSAR must be based on the provisions of the Basic
Law. These include the social and economic systems; the system for safeguarding the fundamental
rights and freedoms of its residents; the executive, legislative and judicial systems; and the relevant
policies. Furthermore, no law enacted by the legislature of the HKSAR may contravene the Basic
Law.

The most prominent feature of the Basic Law is the underlying principle of "one country, two
systems" whereby the socialist system and policies shall not be practiced in the HKSAR, and the
previous capitalist system and way of life is to remain unchanged for 50 years.

Under the Basic Law, all the laws previously in force in Hong Kong (that is, the common law, rules of
equity, ordinances, subordinate legislation and customary law) shall be maintained, except for any that
go against the Basic Law and subject to any amendment by the HKSAR legislature. National laws of
the People's Republic of China shall not be applied in the HKSAR except for a number of such laws
relating to defense and foreign affairs.

The National People's Congress through the Basic Law authorizes the HKSAR to exercise a high
degree of autonomy directly under the Central People's Government. One of the most interesting
aspects of the Basic Law is the official language of the law. It states that "In addition to the Chinese
Language, English may also be used as an official language by the executive authorities, legislature
and judiciary of the Hong Kong Special Administrative Region". Both Chinese and English therefore
have a part to play in the language of the law. Having regard to this, and the HKSAR's position as a
major international trading and financial center, a Committee on Bilingual Legal System was
established in April 1998 to advise the government on a range of issues, including the policy and
long-term goal of bilingualism in law and how that goal should be attained.
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1.2 Advantages of having holding (parent) company in Hong Kong for further investment in

Mainland China

When Hong Kong was handed over to China and changed from a British colony into the ‘one country
— two systems’ principle with the Mainland, many wondered how this would affect one of the most
important business hubs in Asia. After its expected political ups and downs of settling into its new
role, Hong Kong has proven again, for the 16th consecutive year, its status as one of the most
important key locations for trade, finance and regional headquarters — and yet again named as the
world’s freest economy by the US based ‘Heritage Foundation’. For this reason Hong Kong can be
considered as a potential Asian hub or “Gateway” for many businesses as well as a perfect platform to
enter the Chinese market.

Hong Kong's attraction is due to its several assets: its strategic position which makes the island the
access gate to the Chinese market, its status as a free port, its simple and very incentive tax regime, its
efficient infrastructures and its legal security.

Hong Kong is one of international leaders in terms of export and as a services center. The country is
also the bridgehead to one of the largest production bases in the world, China. Hong Kong has a sound
economy and an efficient financial and banking system.

Favorable tax measures, the transparency of local institutions, political stability, freedom of
information, availability of qualified human resources as well as its advantageous geographical
location in Asia, all constitute to make Hong-Kong a preferred place for company establishment.

It comes to no surprise, that many multinational companies choose Hong Kong for their regional
headquarter for Asia. With no trade barriers, low level of government intervention and in addition, an

expansion and encouragement in its service sector, Hong Kong’s position is strengthened even further.

In 1997, Hong Kong returned to the sovereignty of China, but it has retained all the fundamental
strengths and advantages that have underpinned its success as an international business city:
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/ Level playing field for all — no foreign ownership restrictions; \

* Clean government and rule of law upheld by an independent judiciary;
* Free movement of capital, talent, goods and information;
»  Fully convertible Hong Kong dollar separate from Renminbi;

* Hong Kong practices a high degree of autonomy from the Mainland with executive and
legislative powers;

* Hong Kong continues to participate in international forums in its own right, including the
World Trade Organisation, Asia Pacific Economic Cooperation forum and Asia Development
Bank;

* English and Chinese are the official languages of Hong Kong;

» In the work place, English is the usual language of business with contracts written, reviewed
\and executed in English. /

Not only the geographical closeness with China has given Hong Kong an advantage over other Asian
rival cities like Singapore, but also due to the establishment of the Closer Economic Partnership

Agreements (CEPA’s) Hong Kong has had a head start in the more and more opening Chinese
Economy. Hong Kong has concluded a Closer Economic Partnership Arrangement (CEPA) with
Mainland China to facilitate access to Chinese markets for Hong Kong manufacturers and service-
based companies. Under the CEPA, the mainland is committed to simplifying procedures and
strengthening cooperation with Hong Kong on customs clearance, quarantine and inspection, quality
assurance and food safety, and to facilitate investment. Nearly all goods produced in Hong Kong are
able to enter the mainland at zero import tariffs. Overseas companies can take advantage of the
CEPA’s concessions granted to Hong Kong products and Hong Kong service companies by
outsourcing to or partnering with a CEPA-qualified manufacturer or service company in Hong Kong.
CEPA is clarified in more detail in Chapters 2.3 and 3.3.

Additional Benefits include:

Arms distance engagement with China and | i

Hong Kong is the natural gateway to China due to its geographic location and its beneficial business,
finance and legal systems. The Hong Kong holding company is fully liable for the China investment
and protects your existing foreign (eg. home country based) company from all liability.

Doubl e Taxation Agreement

Due to a Double Taxation Agreement (DTA) which has been signed between Hong Kong and
Mainland China in August of 2006, Hong Kong investors enjoy certain tax advantages when investing
in China. In fact, the DTA offers one of the most favorable withholding tax rates to Hong Kong.
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This is slowly changing with the new DTA’s that have been signed between China and other
jurisdictions (See Chapters 1.5 and 1.6 for more details and Part 5).

Tax benefits applying on Passive | ncome

Royalties - The DTA states that royalties received by your Hong Kong Holding Company from the
China entity attract in China a business tax of 5% and a withholding tax of 7% (totaling 12%). Other
Holding Company jurisdictions would have a business tax of 5% and a withholding tax of 10%
(totaling 15%). This compares favorably against China’s tax on profits of 25% (20% respectively)
which means that savings of up to 13% of your total net profit in China can be achieved. That said,
these require profit repatriation structures to be built into the Articles of Association of your China
entity together with supplemental agreements and contracts. It is recommended that these be
written inside at the time of incorporation.

Interest Income - The recent DTA states that top rates for withholding tax on interest received by a
Hong Kong business from the PRC has been reduced from 10% to 7%. This will benefit Hong Kong
investors and reinforce the status of Hong Kong as an international financial center. Compared
to that, interest paid to a non-treaty country is subject to 20% (10% respectively) withholding tax in
China. Interest payments also attract a business tax of 5% in China.

Dividends - Starting from Ist January 2008, together with the new unified profits tax of 25% (20%
respectively), China has reinstated a withholding tax on dividends payable by a Chinese subsidiary to
its foreign investor. The withholding tax varies between 20% for non-tax-treaty countries, 10% for
tax-treaty countries and 5% if the Chinese subsidiary’s parent company is a Hong Kong entity and
holds more than 25% of the Chinese company (for detail on DTA of EU members states see Part 5).

Restructuring the China I nvest ment

Any restructuring, reallocation or sale of part or all of the equity of a Hong Kong Company is
considerably more convenient than conducting these steps in a China entity and having to confront
complicated Chinese regulations.

Tax i mpl i cattioonsselandChaibnial iithyw est ment witho

When selling the Hong Kong holding company, the company’s shares are usually being transferred.
Such transfers will attract Hong Kong stamp duty, which is a rate based on the company’s value.
There will be no tax on capital gains.

In case it should only be possible or necessary to sell the China business and not the Holding
company the DTA also provides a tax exemption relief to the Hong Kong investors. Capital gains
derived from the transfer of shares in Mainland companies will be tax free, provided that the
following criteria are met:
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* The shares transferred are less than 25% of the entire shareholding of the Mainland company;
and

*  The assets of the Mainland companies are not comprised mainly of immovable property situated

in Mainland China.

\. J

Ability to structure regi stered capital t
company

Dividends received by your Hong Kong holding company from your China entity are tax free as there
is no dividends tax in Hong Kong. These dividends can remain in Hong Kong and can be used for
further investment in the region or worldwide. There is however a dividends tax in China in the form
of a withholding tax as described above.

The registered capital amount which must be paid into your China entity must be booked in
its immediate holding company as registered capital. If your China entity makes a profit and
your existing foreign company requires these profits to be transferred back home to be used as
working capital, a Hong Kong subsidiary which in turn establishes a China subsidiary is a key
advantage: The registered capital amount which ultimately needs to end up in your China entity is
transferred from your existing foreign company to the Hong Kong subsidiary and booked as a loan.
The amount is then transferred to your China entity and booked as registered capital in your Hong
Kong subsidiary. When profit is earned in China and transferred to your Hong Kong Company, it is
booked as dividends and is received tax free in Hong Kong. These dividends can then be transferred
back to your existing foreign company tax free as it can simply be booked as repayment of the loan.

Consolidati onagacoduinhti egnatiaodal ds

Accounting standards in Hong Kong follow international standards and therefore consolidation with
foreign parent companies is easier than consolidating the accounts of a Chinese entity directly into the
accounts of foreign parent companies.

Access to a variety of financing instruments

Financing in Hong Kong is more accessible than in China, and there are better varieties of
options on hand. Additionally, banking in Hong Kong has a very high standard in technology
and security, and all major international banks are located in Hong Kong. In the contrary to China,
there are no restrictions or approvals necessary in Hong Kong to receive or transfer funds or foreign
currencies.

Shareholding and phogaesve scheme for em

Offering an incentive or shareholding scheme (stock options) to management and employees is
commonly used to maximize benefits for the success of the operation. These schemes are
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facilitated via a Hong Kong entity with much greater flexibility, without having to establish them in
China.

1.3 Company establishment procedures, costs

Why choose Hong Kong if the business is in China or other countries in Asia? Hong Kong is the
natural gateway to any country in South East Asia due to its geographic location and its beneficial
business, finance and legal systems. It is therefore no surprise that a Hong Kong Company is the most
common entity incorporated as a holding company for businesses entering the Asian market and in
specific entering China. The Hong Kong Census and Statistics Department released data that the main
reason (68.7%) for investment into Hong Kong in 2013 was as Holding Company Investments.

Main Invested Sectors 2013, in %
Investment holdings, real-estate services and 68.7
miscellaneous services
Banks and deposit companies 11.6
Wholesale, retail trade and import/ export 9.1
Finance (except banking, investment and holding 3.0
companies)
Transport, storage and postal services 2.0
Construction 1.7
Insurance 1.9

Source: Hong Kong Census and Statistics Department — Last Available Data

The foundation of a limited company in Hong Kong offers important tax and operative advantages. It
enables one to save a considerable amount of costs and increase the profit from import and export,
due to its above mentioned tax system. However as mentioned already few times, it has to be
carefully considered case by case whether establishment of a company in Hong Kong brings
desired benefits.

Structuring Requirements

A Hong Kong company needs a minimum of one director, which must be a person but Hong Kong
residency is not required, and one shareholder which can be either a person or a company but Hong
Kong residency is not required. The company registry in Hong Kong is public to everyone therefore if
investors do not want their name to appear on any documents they can choose to use trustees who will
hold the company on their behalf. A Hong Kong company needs to have a registered office address
and a company secretary.

Business Registration

Every company must register with the Business Registration Office and pay a Business Registration
Fee annually on its anniversary of the date of incorporation, irrespective of whether the company is
dormant or in business.
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Costs associated with Establishing a Hong Kong Company

The only costs associated with establishing a Hong Kong Company will come from your service
provider. Service providers vary in Hong Kong from those that are extremely local and speak minimal
English to the mid-tier consulting firms and finally the Big 4 accounting firms and the law firms. It is
recommended to choose a service provider that can handle all aspects of the company establishment
as well as the ongoing maintenance operations needed, such as accounting, tax and payroll functions.
On average the ongoing costs could range from between Euro 1,500 — 14,700 per annum.

1.4 Company operational aspects — staff, costs, administrative compliance

The Hong Kong Companies Ordinance dictates the operational aspects related to establishing and
maintaining a Hong Kong Company. On the 3rd of March 2014 the New Companies Ordinance came
into effect in Hong Kong. This was a major legislative event, which is supposed to enhance corporate
Governance, ensure better regulations, facilitate business and modernize the law. The following will
outline how the operational aspects of a Hong Kong company used to be and which changes were
introduced through the New Companies Ordinance.

Authorized Capital

While previously the authorized share capital was HKD 10,000, now under the new Company
Ordinance a company’s shares will have no nominal value anymore. This applies to all Hong Kong
companies that have a share value. Par value shares are abolished, but there will be a transition period
to ensure a smooth transition for all local companies.

Issued Capital

While a company was formally only allowed to issue share capital within the limit of its authorized
capital. There is no need to increase authorized share capital anymore, since the New Companies
Ordinance abolished issued capital.

Shareholders

The shareholders and directors meetings of a company shall form a quorum, which is the minimum
number of shareholders or directors attending the meeting; otherwise there may also be a written
resolution of the meeting signed by all members and directors. The minimum requirement under the
Companies Ordinance for a quorum is 2 if the number of shareholders and directors is more than one.
If the company has only one shareholder and one director, no meetings should be held, but resolutions
should be prepared to record the company’s resolutions.

Directors

Directors are actually the persons who run the business of the company. They have full power to
determine the policies in respect to administration, management, financing and general business
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operations of the company. They can represent the company to negotiate and conclude all kinds of
contracts. The directors are appointed by the shareholders. Their term of service may be specified in
the Articles of Association, this is not a must though. The minimum number of directors in a company
is 1 and at least 1 director must be an individual (for the individual director, his/her age shall be over
18). Other corporate directors are allowed if according to the New Companies Ordinance a company
has at least 1 natural director. It is key to note that the individual does not need to be a resident of
Hong Kong.

Company Secretary

The company secretary is responsible for handling all documents and procedures required by the
Companies Ordinance, such as the preparation of the minutes, keeping of the statutory records, submit
the annual returns, assist the directors to prepare the Directors Report and prepare all documents and
procedures for all changes in the company structure. The company secretary can be an individual,
who ordinarily resides in Hong Kong or a company registered in Hong Kong.

Chairman of the Meeting

A meeting of a company shareholders and directors will be led by a Chairman. Unless otherwise
specified in the Articles of Association, the chairman does not have any additional power nor voting
rights.

Registered Office

The registered office is the statutory correspondence address of a company in Hong Kong. One can
choose any location in Hong Kong as the registered office of the company.

Nature of Business

When applying for the Business Registration Certificate, the company has to specify the nature of its
business. The scope will be stated on the certificate. However, a company’s business operation is not
restricted by this nature of business. Normally a company could do any legal business whenever they
are specified in the M&A without having to notify separately any of the government bureaus (unless
restricted by other laws in Hong Kong, such as banking and insurance). However it is important to
notice that business scope can play important role when investing to China, since Mainland Chinese
authorities often require prove that parent company to its Mainland Chinese subsidiary is qualified in
terms of business experience to conduct similar business in China via its subsidiary.

Bank Account
Business transactions in Hong Kong are normally carried out through bank accounts. A company may
open bank account(s) in one or more banks. Please note that different banks may have different

requirements in terms of account opening procedures, please ensure that you are familiar with these in
order to avoid any delays and misunderstandings.
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Financial Statements Required

A Hong Kong Company must keep accounting records, which may be kept at the registered office
address or elsewhere at the discretion of the directors. Every company must appoint an auditor who
must be a member of the Hong Kong Society of Accountants and hold a practicing certificate.
Although there is no requirement to file accounts with the Registrar, there is a requirement to file
accounts with the Hong Kong Inland Revenue Department.

Operational Considerations of a Hong Kong Company

The biggest advantage of Hong Kong, is that you can operate a non-operational entity and have no
physical office space and no employees which ultimately saves cost. Hong Kong, however, has a few,
yet consequential, negative points against setting up:

* High cost of real estate and work space (offices, shops, etc.);

* High cost of salaries, compared to other Asian countries such as Mainland China;

» The question of Hong Kong's future, especially when the town will be completely integrated
with the People's Republic of China;

*  The excessive importance of the financial sector

* Tax implications when you conduct business in China without having substantial
operation in Hong Kong (see below chapter 1.5)

1.5 Brief overview of tax system, especially in connection to doing business in China

Taxation in Hong Kong

The structure of taxation in Hong Kong is relatively simple. Hong Kong imposes income tax on a
territorial basis. This means that income is only taxed in Hong Kong if it arises in or derives from
Hong Kong. There are three main taxes:

¢ Profits tax
e Salaries tax
e Property tax

Hong Kong is one of the few jurisdictions in the world that tax on a territorial basis. Many countries
levy tax on a different basis and they tax on the worldwide profits of a business, including profits
derived from an offshore source. Hong Kong profits tax is ONLY charged on profits derived from a
trade, profession or business carried on in Hong Kong. Consequently this means that a company
which carries on a business in Hong Kong, but derives profits from another place, is not required to
pay tax in Hong Kong on those profits. Hong Kong sourced profits is currently subject to a rate of
taxation at 16.5%. Any income that is not within any one of these categories is not subject to tax.
Hong Kong does not impose any payroll, turnover, sales, value-added, dividends and capital gains
taxes.
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The principle of Hong Kong profits tax is that it is a tax that has its source in Hong Kong rather than a
tax based on residence. Income sourced elsewhere, even remitted to Hong Kong is not subject to
Hong Kong profits tax at all. Consequently if a Hong Kong company’s trading or business activities
are based outside Hong Kong no taxation will be levied in Hong Kong.

A factor that determines the locality of profits from trading in goods and commodities is generally the
place where the contracts for purchase or sale are effected. “Effected” does not only mean that the
contracts are legally executed but also covers negotiation, conclusion and execution of the terms of
the contracts.

If a business earns commission by securing buyers for products or by securing suppliers of products
required by customers, the activity which gives rise to the commission income is the arrangement of
the business to be transacted between the principals. The source of the income is the place where the
activities of the commission agent are performed. If such activities are performed through an office in
Hong Kong, the income has a source in Hong Kong.

Certain sums, like royalties, paid or payable to non-resident persons for use of or the right to use
certain intellectual property are subject to withholding tax. The payer who claims deduction for the
use of the intellectual property against its assessable income is required to withhold a prescribed
percentage from the payment while that recipient is not subject to Hong Kong profits tax. The
prescribed percentage is 4.95% on the gross payment if the payer and the recipient are not related, but
16.5% if the payer and recipient are related.

Assessable profits are taxed at a rate of 16.5%, which has been lowered in 2008 from 17.5%. On the
basis of this low rate, Hong Kong does not provide any special tax incentives for particular types of
activity. If your company has only done offshore business, you can apply for 0% tax rate.

Hong Kong is a free port therefore there are no customs tariffs on goods imported into Hong Kong
apart from a few items that are subject to strict import and export licensing control. The government
collects an excise duty on four types of goods: tobacco, hydrocarbon oil, spirits and methyl alcohol. In
the 2008 budget, duty on both wine and beer was cut to zero.

Hong Kong does not offer targeted incentive regimes to overseas investors or foreign-owned firms.
However, its free port status, low tax rates, good infrastructure, freedom from government
interference and substantial available capital make it attractive to potential investors and thus
competitive with other countries in the region. The simplicity of procedures for investing, expanding
and establishing a local company is a major attraction for foreign investment in Hong Kong.

Nevertheless, the government does make certain tax facilities available. While capital expenditure
generally is not deductible for Hong Kong tax purposes, to promote and direct capital expenditure
towards specific areas, the government grants accelerated depreciation allowances on plant and
machinery, as well as special deductions on the following: expenditure (subject to specific deduction
criteria) on R&D; payments for technical education; the purchase of patent rights, rights to know-how,
copyrights, registered designs or registered trademarks; expenditure for building refurbishment;
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capital expenditure on the provision of prescribed fixed assets, including manufacturing machinery
and computer hardware and software; and capital expenditure on environmentally friendly vehicles.
These special deductions are not available to assets purchased under hire-purchase arrangements or
assets leased to other persons. Additionally, preferential profits tax treatment may be available,
including a levy of only 50% of the profits tax rate or an exemption for certain qualifying debt
instruments, qualifying reinsurance business and profits of offshore funds derived from specified
transactions carried out by a nonresident.

Simplified Overview of Hong Kong’s Tax Regime

Hong Kong Quick Tax Facts for Companies

Corporate income tax rate 16.5%
Branch tax rate 16.5%
Capital gains tax rate 0%
Basis Territorial
Participation exemption No
- Carryforward Indefinite
- Carryback No
Double taxation relief Yes
Tax consolidation No
Transfer pricing rules No
Thin capitalization rules No
Controlled foreign company rules No
Tax year 1 April — 31 March
Advance payment tax Provisional payment
Return due date | month from the date of notice
- Dividends 0%
- Interest 0%
- Royalties 4.95%
- Branch remittance tax 0%
Capital tax No
Salaries tax Progressive, subject to a 17% rate cap
Social security contributions 5%
Real estate tax 15%
Stamp duty 0.2% (value of shares), 0.25% (lease of
immovable property(, 1.5% to 8.5%
(sale and conveyance of property)
(subject to enactment of the relevant
legislation)
Special stamp duty 10% / 15% / 20%
Buyer's stamp duty 15%
VAT No

Double Taxation Agreement

Due to a Double Taxation Agreement (DTA) which has been signed between Hong Kong and
Mainland China in August of 2006 and updated several times since then, Hong Kong investors enjoy
certain tax advantages when investing in China. There are certain criteria which need to be
fulfilled in order to benefit from the DTA which are outlined in Chapter 1.6.
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Withholding Income Tax ("WHT™) rates for passive income

The following table summarizes domestic withholding tax rates provided by the PRC and Hong Kong as well as
the new treaty rates that will apply to dividend, royalty and interest payments:

C 0%/ 20% 10%

hina domestic WHT rate 10%
Hong Kong domestic WHT rate | Nil 5.25% Nil
Hong Kong — China Treaty rate | 5% / 10%° 7% 0% / 7%

Motes (prepared from the perspective of a Hong Kong resident deriving from income from the PRC):

1 Dividends trom foreign investment enterprises with at least 25% of the registered capital held by a foreign
investor(s) are exempt under the prevailing PRC income tax law.

2 The 5% WHT rate applies to dividends paid by a PRC company to a Hong Kong resident, provided that the
recipient is a company that holds at least 25% of the registered capital of the PRC company, Otherwise, a 10% rate
applies.

3 The 7% WHT rate applies to interest payable by a PRC borrower, except for interest received by the Hong Kong
government or by tax-exempt institutions mutually recognized by the competent authorities of the contracting
regions.

Accounting and Tax Filing Requirements

A Hong Kong company is required to file an audit and a tax return each year so regular bookkeeping
according to Hong Kong standards is advisable. In Hong Kong, there are 3 types of taxes: profit tax,
salaries tax and property tax. The Hong Kong Company would only be affected by profits tax
(assuming you do not buy property in Hong Kong). The profits tax rate in Hong Kong is 16.5%. If
your company has done offshore business, then you can apply for offshore income with the Hong
Kong Inland Revenue Department which if successful would mean that a 0% tax rate would apply. An
offshore income claim is not automatic. It needs to be applied.

There is no single determining factor for the Hong Kong Company’s success of an offshore claim, but,
below would be advantageous:
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( it has no real office in Hong Kong and only uses a service providers office as a registered\
office;

» it has an overseas office in which the company's decision makers and staff are working;

» it has no staff in Hong Kong, its staff and directors rarely come to Hong Kong, e.g. about 2
weeks per annum;

* it negotiates and concludes contracts with suppliers and customers outside Hong Kong;
+ it has no HK suppliers and customers.

» it’s shipments does not go through Hong Kong

Guideline: Using the Third Jurisdictions when Investing in or Exporting to Mainland China

& it does not carry out physical inspection of goods in Hong Kong. j

As the Inland Revenue Department will select some transactions and request all the documents
relating to these transactions to be submitted to ensure that all the company's operations are carried

out outside HK, it is therefore recommended to keep all the correspondence for all the transactions
e.g. faxes, emails, telephone bills, memos of meetings, purchase orders, sales orders, shipping
documents.

The duration until the tax exemption is approved differs on the profit the company made in the
specific tax year and very often a long negotiation process is involved.

1.6 Tax concern of Mainland China tax authorities when dealing with transactions to/ from

Hong Kong (e.g. profit repatriation)

The main concern of Mainland Chinese tax authorities is whether a Hong Kong Company has
actual economic and commercial substance. China’s substance requirements under both its
domestic law and its tax treaties must be considered when deciding as to whether a Hong Kong
Company is a useful market entry vehicle. China has stringent requirements that a non-resident must
qualify for benefits under its tax treaties, and recent guidance issued by the Chinese State
Administration of Taxation (SAT) emphasizes that “shelf or conduit companies” may not be used
merely for the purpose of enjoying treaty benefits. The SAT has issued several circulars that contain
detailed rules on the application and approval procedures and documentation requirements that apply
to non-residents claiming benefits under China’s tax treaties. For example, a major criterion of
eligibility for the preferential tax rate on dividends under China’s treaties is that the non-
resident must be the beneficial owner of the income.

According to the SAT, the presence of the following factors indicates that a non-resident may not
qualify as the beneficial owner:
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( the non-resident transfers most (more than 60 percent) of its income within 12 monthsb

residents of a third country;

e the non-resident has no or only minimal business activities other than the holding of the
property and/or rights from which the income is derived;

* the non-resident’s business in terms of assets, scale of operations, and personnel is not
commensurate with its income;

» the non-resident has no or nearly no rights of control or disposal over the owned assets or
rights generating the income;

* the country of the non-resident either imposes no tax or imposes tax at an extremely low

Guideline: Using the Third Jurisdictions when Investing in or Exporting to Mainland China

\ effective rate. /

Both the non-resident and the withholding tax agent in China are required to meet rigorous disclosure
requirements (for example, identification of any direct or indirect shareholding in a Chinese company,
a description of the major business operations and projects, information regarding the number of

employees, details of related-party transactions, and so on) to demonstrate that the recipient is not
disqualified by any of the previously mentioned factors and to support a beneficial ownership claim
with a view toward obtaining reduced withholding tax rates under a tax treaty (for example, on
dividends, interest, royalties, and capital gains).

It is not sufficient for the non-resident simply to produce a tax residence certificate issued by the non-
resident’s state of residence. The reduced tax rates under a tax treaty are not available until the
approval of the in-charge tax bureau is granted.

As a result the question arises - Is there a generic tax-efficient holding structure for investment
into China? The answer can be both yes and no.

The answer can be “NO” because the design of any holding structure depends on various factors,
including:

(. )

» the rate of withholding tax on dividends;

* how dividends will be taxed in the country of residence of the investing entity;
» the tax position of the investee company;
» the appropriate gearing level;

* the industry involved; and

K‘ the form of the investment. )
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The answer can be yes, however, if the focus is on the location of the investment holding company,
and a thorough comparison of the applicable taxes in the various jurisdictions is undertaken. Of
course, the local tax implications in the country of the overseas holding company must also be
considered.

At the level of the Chinese subsidiary, it will be necessary to consider the Chinese withholding tax on
dividends and capital gains. At the holding company level, the following will have to be taken into

account:

» taxes on dividends and capital gains;

» withholding tax when the holding company pays dividends to its shareholders;
» the effective corporate tax rate;

* tax on distribution proceeds when the holding company is liquidated;

e stamp duty that may be applicable when the shares of the holding company are
transferred; and

K the tax treaty network of the jurisdiction in which the holding company is located. )

Changes to ownership structure of the holding (e.g. when the aim is to transfer all

subsidiaries in Mainland China)

A good holding structure not only streamlines the business of a group but could also enable future
restructuring at low or even no tax costs. Complex structures on the other hand may be difficult to
implement and administer. There are no rules for the “best” model as each company should be
analyzed carefully under its own particular circumstances.

Option 1: Direct Il nvest ment into China

In the past, for strategic investors, direct investment from Hong Kong into a Chinese entity was
common especially where the applicable tax treaty was favorable and the government regulations in
China were lenient. This has changed, but still there might be some advantages and business owners /
managing directors have to consider their entry strategy in a view of:

a) Reduced Withholding Tax on dividend payment.

b) Capital Gains Tax may be reduced or eliminated.

c) Once such a structure is implemented any group structuring above the holding company level
can occur without the need of Chinese government approvals — and this is particularly in the

case of companies who looking to sell their structures or add shareholders into the mix.

Opt PonRestructure the China I nvestment to
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Should a Hong Kong Company purchase the shares of a China Limited Company, then a share
transfer agreement must be signed between the existing shareholder and the HK Company outlining
the agreed price of the shares and other terms and conditions.

Once this agreement is finalized then the application of change of shareholder must occur in China —
in the city where the China Company is located. All company certificates must be updated to state
who the new investor will be. In addition there must be an update regarding the corporate structure,
such as Board of Directors, Legal Representative, General Manager, etc of the China Company and
whether any changes will be made.

An important issue to keep in mind when handling the change of shareholder is that all debts and
liability of the China entity will be transferred to the new shareholder and as a result it is
recommended that a thorough due diligence be conducted should there be a purchase of shares. The
share transfer price can be decided upon in relation to the existing value of the company (which can
be found through the due diligence) or at the cost of the registered capital that has been injected into
the company.

If this is an inter-company related transaction then it should be made clear that if capital gains is to be
avoided on the sale of the shares of the China entity, then the sale of shares should be done before any
profit is made in the China company.

1.8 Briefly about options for funding of the holding (taking into account China foreign

exchange control)

There are several options for funding of the Hong Kong holding company. Normally the funding
highly depends on the company structure in your home country and the credit history. A rather easy
and fast to implement option is to have a shareholder loan from the shareholder/owners of the Hong
Kong Holding. There are impacts on the annual financial statement, because the equity ratio is low,
but paying dividends to the shareholder can have a positive tax influence.

Another option is capitalizing the company by taking credit from a bank either in the home
jurisdiction of the shareholder/owners or locally in Hong Kong. As a newly founded company has no
credit history in Hong Kong the risk evaluation by banks will not be advantageous. The interest rates
can be very high, but in the long term perspective it can be favorable to have a high equity rate. In
general all major international banks are located in Hong Kong and banking can be much easier than
in China.

There is also the possibility to generate Cash Flow for example with advance payment for goods or
services, however depending on the business partners this might be troublesome.

© 2014 EU SME Centre
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2  When exporting to Mainland China

For many international companies, being multinational cooperation’s or small to medium sized
enterprises, China as a sales market offers a great potential. For companies interested in the retail and
e-commerce market, this market has exponentially risen over the last 10 years and has been pushed by
third party platforms such as Taobao and third party payment systems such as Alipay which have
made Chinese consumers more comfortable with spending online. Using e-commerce as a means of
entering the China market or as a supplement to other sales channels is becoming more interesting for
foreign companies and brands in China. There are various sales structures available to companies
entering the China market it is just a matter of knowing what suits your business model. What role can
Hong Kong play in the exporting products, services or technology to China will be explained further.

2.1 Using your subsidiary in Hong Kong as a buyer and then re-sell to Mainland China

Selling into China without any local presence there is naturally the first step for many, but if any
company wishes to expand and use the full potential of the China market, a local presence is
unavoidable. Before entering into a business relationship with a potential Chinese partner, due
diligence is an important factor. It is essential to check references and conduct a thorough company
background check.

Establishing a Hong Kong Trading Company

A trading company in Hong Kong has numerous advantages, such as more developed trading
infrastructure, as well as a free currency in and outflow. With a Hong Kong company it is possible to
sell directly from Hong Kong to worldwide clients without involving the headquarters, and without
goods burdening the warehouse. As a result, lower Freight On Board (FOB) Asia prices can be
offered. In addition, a bank credit is not required since clients could open a transferable Letter of
Credit. This frees up capital and improves the cash flow. Most importantly the business can also be
operated with minimal cost.

Hong Kong as an offshore RMB Center

China’s central authorities have supported Hong Kong becoming an offshore RMB center in an effort
to strengthen the city’s status as a global financial hub and push forward the internationalization of the
RMB. The most recent support came in March 2012 when the government completely liberalized the
RMB and allowed all companies to participate in the scheme, no matter of location.

Who is eligible for RMB Trade Settl ement i
Cross-border RMB transactions are available for goods and service transactions across the whole of
mainland China. All companies outside the mainland can settle in RMB with mainland companies.

Companies in China do not have to go through the approval process any longer of becoming a
“Mainland Designated Enterprises” (MDEs)

© 2014 EU SME Centre
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Benefits to Companies

As a seller to the China market, having a RMB account allows you to:

[' Reduce risk: Holding a RMB cash position is a natural hedge for two-way import and export\
flows with China;

* Increase Control: Manage timing of foreign exchange transactions;

* Improve turnaround time: Shorten settlement cycle and Days Sales Outstanding by
eliminating foreign currency settlement;

*  Widen client base: RMB settlement can be used to access a wider client base who might have
limited access to foreign currency;

* Enjoy competitive advantage: Not all overseas firms have the ability to receive payments in

Guideline: Using the Third Jurisdictions when Investing in or Exporting to Mainland China

k RMB and you can potentially enjoy higher interest yield on RMB.

When importing to Hong Kong there are no customs tariffs applicable except for certain product
groups, such as food and beverage, chemicals, nicotine and tobacco. For this reason many companies
utilize their Hong Kong company as a trading hub to warehouse goods for longer periods of time. A
disadvantage is the obvious high rental costs associated with renting your warehousing facilities or
even outsourcing them to third party providers. One would need to weigh out the pros and cons
between cost savings with customs tariffs versus the high rental costs.

It is only at the point of export from Hong Kong to China whereby customs duty would come
into play. China has very strict customs regulations and imposes duty on almost all product
categories. The customs duty is due to be paid upon entry into the country unless the goods are
imported into a trade zone where they are kept “bonded” for a certain period of time.

Compared to Hong Kong where there is no Value Added Tax (VAT) on Goods or Services, China will
impose VAT (import VAT) amounting to 17% upon importation of the goods as well. This can be
offset when the goods are further sold on to customers.

If the company fulfills following criteria then according to the CEPA agreement companies can have
zero tariffs on imported goods to China. These goods must have a Hong Kong origin and require a
Certificate to prove the origin is indeed from Hong Kong. This certificate is issued by the Trade and
Industry Department or other Government Approved Certification Organization. In addition the
agreement does not include goods that are prohibited by China or an international treaty. So far 1700
different items can be imported with zero tariffs with more to come.

© 2014 EU SME Centre
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2.2 Using third party in Hong Kong as buyer and then re-sell to Mainland China

The greatest challenge for foreign suppliers is to find dedicated, reliable, professional and credit-
worthy distributors. A long-term, focused and consistent strategy is needed to access in and profit
from the market.

Many of the domestic mainland Chinese distributors / agents have an edge over foreign players (such
as those in Hong Kong) in terms of scale, established infrastructure, government “guanxi” (i.e.
relationships) and network reach. Additionally they offer highly price competitive services. However,
compared to Hong Kong distributors / agents who may offer a wider range of services (such as
merchandising, trade marketing and business intelligence), domestic players focus more on sales and
logistics, offering simple services such as warehousing and transportation; value added services such
as product tracking and cold chain logistics. Additionally domestic companies may be more confined
in terms of their service networks and may specialize only on certain regions. Hong Kong distributors
/ agents do have an advantage in that they have management expertise and state of the art services and
are therefore less willing to compete on price.

Companies looking to begin their distribution into China should either establish their own distribution
networks or work with several regional distributors. Large international companies tend to localize
part of their product lines through joint ventures or solely owned enterprises, while establishing
domestic distribution networks. Imported products are then sold through the same network. A first
step towards a sales representation in China would be to identify a distributor or agent who will
promote and sell the products to the Chinese market; however this is not always a recommended
method as the distributors can be in conflict due to customers which produce similar products.

The benefits for using this international trade structure with a distributor are the same as for using just
a Hong Kong trading company. The disadvantages are the fact that you may not become familiar with
the end clients/consumers and may know little about the end pricing structure.

2.3 Use of CEPA

The Closer Economic Partnership Agreement (CEPA) between Mainland China and Hong Kong was
signed in 2003 and is updated on an annual basis. The purpose of CEPA is to help Hong Kong
companies more than other “foreign jurisdiction companies” with their market entry into China. The
agreement is geared to operational companies in Hong Kong. The general criteria is that the company
must have been established for over three years and a certain portion of the global employees of the
group must be based in Hong Kong. If these basic criteria are not fulfilled then the company cannot
take advantage of the CEPA regulations.

Trade in Goods
Under CEPA, the Mainland agreed to fully implement zero tariff on imported goods of Hong Kong

origin from 1 January 2006, upon applications by local manufacturers and upon the CEPA origin rules
(ROOs) being agreed and met. Imported goods do not include goods prohibited by the Mainland's
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rules and regulations and those prohibited as a result of the implementation of international treaties by
the Mainland. So far, both sides have reached agreements on the CEPA ROOs for over 1,700 items of
goods.

Goods exported from Hong Kong to the Mainland must fulfill the CEPA origin rules in order to claim
zero tariff under CEPA. To claim the tariff preference, each consignment of goods exported to the
Mainland must be accompanied by a Certificate of Hong Kong Origin - CEPA ("CO(CEPA)") issued
by the Trade and Industry Department or one of the five Government Approved Certification
Organizations (i.e. the Hong Kong General Chamber of Commerce; Federation of Hong Kong
Industries; the Chinese Manufacturers' Association of Hong Kong, the Chinese General Chamber of
Commerce and the Indian Chamber of Commerce, Hong Kong). Before applying for CO (CEPA), the
Hong Kong manufacturer concerned is required to apply for Factory Registration (FR) with the Trade
and Industry Department to demonstrate that its factory possesses sufficient capacity to produce the
goods for export.
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When providing Services to Mainland China by company established in Hong Kong

3.1 Legal and practical aspects of providing services from Hong Kong to Mainland China,
without/ with physical presence in China (staff and premises)

There are many service companies that provide services in Hong Kong for companies based in
Mainland China. Of course this business model is only advantageous if the service requires a local
presence or not. An example would be law firms in Hong Kong that assist companies in Mainland
China. There is little advantage for these law firms as it is difficult to market their services without
being locally present and having a local representative readily available to meet clients. In addition if
China is where the main clients are based then the high costs of operation in terms of salaries and rent
in Hong Kong are higher compared to China.

Should a service company be providing services to Mainland Chinese companies (whether foreign
owned or Chinese owned) having a real presence in China would be of great value purely for
marketing and business development purposes as well as after-sales services.

3.2 Tax implications and payment issues

A Hong Kong Service Company will have limited tax implications as they will only be taxed on profit
in Hong Kong. However when remitting payment to the Service Company in Hong Kong, the
customer in China will be subject to paying Business Tax or Value Added Tax (depending on the
service being provided) as well as Withholding Tax. It would be a negotiation process between the
Service Company in Hong Kong and the China-based customer on who is liable for paying these
taxes. The below show three examples of service transactions that could occur.

Example 1: Service Company is based in Hong

a bank account i n China

Payment in USS, 106US$

VAT Tax (6%) included | 6 US§

Invoice in US 5, 100 USS

Withholding Tax (10%) < 9.4 US$

become due for the service provider

VAT Tax (6%) excluded , 6 USS
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The Service company issues an invoice to the Mainland Chinese customer for services rendered. The
invoice will be issued in either RMB or foreign currency depending on the negotiations between both
parties. Prior to settling the invoice the customer in China must pay the necessary taxes associated
with the invoice which is VAT (amounting to 6%) and Withholding Tax (amounting to 10%). It is
again a negotiation process between both parties as to who should be liable for settling these taxes.
Once the taxes are paid the remittance can be made in either RMB or foreign currency. In this
scenario the service company cannot issue a VAT invoice as it is based in Hong Kong.

Example 2: Service Company is based in Mainland
has a bank account i n China

China

COwverseas

Invoice in RMB 632RMB
(100LI55)

VAT Tax (6%) excluded .|RMB
SERVICE CUSTOMER
PROVIDER

Payment in RMB 633RMB
(101U55)

VAT Tax (6%) included ,IRMB

The Service Company issues an invoice to the Mainland Chinese customer for services rendered. The
invoice will be issued in RMB. The invoice amount will include the necessary VAT of 6%. Once the
client has settled the invoice (which is a simple T/T transfer or cheque issuance) then the customer
will issue the formal receipt (fapiao) to the customer. There is no withholding tax imposed on this
transaction.

Example 3: Service Company is basedei muldo mgne Ko mg
a bank account in Hong Kong
© 2014 EU SME Centre
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Payment in USS/ RMB 1060US5 CUSTOMER

VAT Tax (6%) included. 6USS

| T Overseas
l | China
Withholding Tax (10%) = 9.4 USS
Becomes due for the service provider Invoice in US SBMB 100 US3
SERVICE VAT Tax (6%) excluded , 6 USS
PROVIDER

The Service Company issues an invoice to the Mainland Chinese customer for services rendered. The
invoice will be issued in either RMB or foreign currency depending on the negotiations between both
parties. Prior to settling the invoice the customer in China must pay the necessary taxes associated
with the invoice which is VAT (amounting to 6%) and Withholding Tax (amounting to 10%). It is
again a negotiation process between both parties as to who should be liable for settling these taxes.
Once the taxes are paid, the remittance can be made in either RMB or foreign currency from the Hong
Kong bank account to the China bank account. In this scenario the service company cannot issue a
VAT invoice as it is based in Hong Kong. In addition for accounting purposes the Hong Kong bank
account must be clearly registered in China and the auditor will do a thorough check of the account as
it belongs to the Chinese customer.

3.3 Use of CEPA

Under CEPA, service suppliers in Hong Kong enjoy preferential treatment when setting up business in
various service sectors in the Mainland. Many of these are sectors in which Hong Kong has
competitive advantages. The liberalisation measures under CEPA provide Hong Kong service
suppliers with preferential access to the Mainland market. The preferential treatment takes various
forms, including allowing wholly-owned operations, relaxing restrictions on equity shareholding,
reducing registered capital requirements, relaxing restrictions over geographical location and business
scope, etc.

Both "natural persons" and "juridical persons" of Hong Kong can enjoy preferential treatment offered
by the Mainland if they fulfil the definition of Hong Kong Service Supplier (HKSS) under CEPA.
HKSS as a "natural person" means a Hong Kong permanent resident, whereas HKSS as a "juridical
person" means any legal entity duly constituted or otherwise organised under applicable laws of Hong
Kong (i.e. corporation, partnership, sole proprietorship, etc.) and which has engaged in substantive
business operations in Hong Kong for 3 to 5 years. Service supplier as a juridical person should apply
to the Trade and Industry Department for a HKSS Certificate, and then apply to relevant Mainland
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authorities for providing services in the Mainland with CEPA treatment. Service supplier who wants
to enjoy the CEPA treatment as a natural person is not required to apply for a HKSS Certificate.
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4 Other jurisdictions

4.1 Advantages and disadvantages of other holding jurisdictions

Foreign Investors may have a choice of jurisdictions in which to locate a holding company as long as
the substance requirements can be met (as mentioned in Chapter 1.6) Here we look at six jurisdictions
commonly used as holding company locations to determine their suitability for investment into China:
Belgium, Hong Kong, Ireland, Luxembourg, the Netherlands and Singapore.

A comparison of the various relevant tax rates in these jurisdictions is shown in the table below.

Holding company location Belgium  Hong Kong Ireland Luxembourg  Netherlands Singapore

China Withholding Tax on 5 5 5 5 5 5

Dividends (%)

China Withholding Tax on Capital Exempt Exempt Exempt Exempt 10 Exempt

Gains

Tax on Dividends at the Holding 95% Exempt Taxable Exempt Exempt Exempt

Company Level Exempt with Credit

Tax on Capital Gains at the Holding Exempt Exempt Exempt Exempt Exempt Exempt

Company Level

Withholding Tax on Dividends Non- 15-25 0 20 0 15 Coops 0

when Holding Company distributes Treaty

Dividends to Shareholders (%) Treaty 0-15 0 0 0 0-15 0
EU 0 0 0 0 0 0

Effective Corporate Tax Rate (%) 33.99 16.5 12.5/25 | 21.84 +6.75 25.5 17

Tax on Distribution of Liquidation Yes No No No Exempt No

Proceeds

Stamp Duty on Transfer of Shares No 0.2 1 No No 0.2

of Holding Company

Number of Tax Treaties 88 22 48 60 83 61

Following is a comparison of the tax implications of using the six previously mentioned jurisdictions,
taking as a starting point the Chinese tax treatment of dividends and capital gains.

Dividends - Under Chinese domestic law, a 10 percent tax is withheld on dividends paid to a
nonresident. Most of China’s tax treaties reduce the withholding tax rate to 5 percent if the relevant
shareholding and other requirements are met. This has been the case recently with numerous
additional locations, such as the UK and France

Capital gains - According to the Enterprise Income Tax Law, a 10 percent withholding tax is levied
on capital gains derived by a nonresident enterprise without a permanent establishment in China from
the direct transfer of an equity interest in a Chinese resident enterprise.

Direct transfers of shares - China’s treaties with most of the jurisdictions do not allow China to
impose a tax on capital gains arising on the transfer of a shareholding of less than 25 percent in a
Chinese company, except in the case of the treaty with the Netherlands, which allows tax to be levied
regardless of the percentage of the shareholding. Under the tax treaty with Ireland, China does not tax
capital gains even when the relevant shareholding is more than 25 percent.
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As noted above, maintaining substance is paramount. The SAT has the authority to invoke the Chinese
general anti-avoidance provision for transactions whose dominant objective is the avoidance of tax.

~

Case Study: There have been instances in
| evel of substance, and the SAT has accor
company that disposed of ian e2sO0e pceornepeannty sihn
held not to have met the ‘‘below 25 perce

gains tax exempt-Hong uKdeg thaer &hrangemel
company owned anotohedri nig8 i me rtcheen ts asmhea rGhhi n
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There are further offshore jurisdictions where a holding company for the China investment may be
established. With each offshore company having different requirements, advantages and
disadvantages it will be the investor’s decision which type of entity fits their company profile and
China entry strategy. However, it is advisable to meet with service providers that can explain the
similarities and differences of each type of offshore entity and can assist in offering the best
structuring method. Below is a summary and comparison of some of these jurisdictions.

4.2 Singapore

Singapore is becoming a business city with excellent business infrastructure, political stability, and
close economic ties with many of the world's leading economies. The trend is that investors utilize
Singapore to enter the South-East Asian markets as Holding Companies.

The incorporation of a limited company is the most common form of establishment and takes only
one day as the registration, structuring process and payment can be done directly with the Accounting

& Corporate Regulatory Authority (ACRA) via internet.

Structuring Requirements

A limited company in Singapore must have at least one shareholder and one director. The director
must be a resident of Singapore. Should none of the directors have residency, the company must
appoint a local manager with Singaporean citizenship, a permanent resident status or an employment
pass. A registered office address is required, as well as a Company Secretary and the company must
appoint an auditor within three months from the date of incorporation. The minimum issued share
capital is SD 1 (USD 0.73)

Accounting and Tax Filing Requirements

A limited company in Singapore is taxed at a flat rate on its chargeable income. The company will be
taxed on its income accruing in or derived from Singapore or income received in Singapore from
outside Singapore. Income is assessed on a preceding year basis, which is the basis period for any
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Year of Assessment (YA). This refers to the financial year ending in the year preceding the YA. The
tax rate is 17%. The company has to file an annual return and annual audit.

China and Singapore Double Taxation Agreement (DTA)

Under the new DTA interests which arise either in China or Singapore will be taxed by 7% of the
gross amount of the interest if it is received by any bank or financial institution and in all other cases
by 10%. For royalties, the rate on lease payment for industrial, commercial or scientific equipment
has been reduced from 10% to 6%. On all interest and royalty payments there is an additional 5%
business tax to be paid in China. If the holding company in Singapore holds more than 25% of a
Chinese subsidiary the withholding tax rate on dividends is 5% to be paid in China. Should the parent
company hold less than 25% of the Chinese entity dividends will be taxed by 10%. Should the
Singapore parent company want to sell shares of its Chinese entity it will be taxed on the gains of the
disposal of the shares in China but only if the Singapore parent company has held at least 25% of the
share capital at any time during the last 12 months before the alienation.

Double Taxation Agreements with other Countries

DTAs help to widen Singapore’s economic space and strengthen its position as a hub for business.
Currently, Singapore has 69 comprehensive DTAs. The main objective of a DTA is to minimize tax
barriers to the flows of trade, investment, technical know-how and expertise between two treaty
countries. Through the provisions of a DTA, taxpayers engaged in cross-border business can enjoy
certainty on the taxing rights of both countries, benefit from the elimination of double taxation, and
gain access to a platform to settle tax disputes.

RMB Offshore Center

Singapore is vying with other Asian nations to be the second offshore trading center for the Renminbi
(RMB) after Hong Kong. If the country wins the bid, one of the branches of two major Chinese banks
— Bank of China and Industrial and Commercial Bank of China — will be designated to offer RMB
settlement services in the city. The South Asian nation faces competitors from London, Tokyo, Taipei,
Luxemburg and Kuala Lumpur. There is huge demand in the city - the number of RMB deposits in the
country has already reached 60 billion yuan (Euro 6.8 billion. Establishing a RMB trade center in
Singapore will be a significant move for the Chinese currency as the country is a trading portal for
ASEAN member states and the world's fourth largest foreign exchange market. So far, only a branch
of Bank of China in Hong Kong and a division of the Industrial and Commercial Bank in Laos can
offer RMB settlement services outside of China. Most trading in the yuan in Singapore is made
through agents from China and Hong Kong.
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4.3  British Virgin Islands (BVI)

British Virgin Islands (BVI) is one of the oldest and most respected offshore financial centres in the
world. The BVI is widely considered as a benchmark, which the other offshore tax havens strive to
emulate. The most common entity is an International Business Company (IBC), which can be
established within three working days and provides investors with anonymity as the company registry
is not public.

Structural Requirements

In order to establish a BVI IBC at least one director and one shareholder are required which can be
either a person or a company and BVI residency is not required. However, the BVI Company must
have a registered office address. The standard authorized share capital is USD 50,000 (divided into
50,000 shares), but the minimum issued capital can be as little as one share.

Accounting and Tax Filing Requirements

An IBC Offshore Company in the BVI is restricted from doing business with BVI residents or
companies. An IBC is exempt from BVI taxes by statue. There is no requirement for any financial
statements or records to be kept and therefore it is not required to file an audit or submit a tax return.
However, should the shareholders and directors decide to maintain such documents, they can be held
anywhere in the world.

Double Taxation Agreement (DTA)

The main objective of a double taxation agreement is to remove or reduce the level of taxation. The
BVl is a typical non-treaty offshore jurisdiction with zero income tax, therefore there is no agreement
between China and the BVI.

4.4  Seychelles

The Independent Republic of the Seychelles is another well known offshore center with competitive
legislation which makes incorporation relatively simple whilst ensuring investor confidence and
privacy. As in the BV, the most common type of entity in the Seychelles is an International Business
Company (IBC). An IBC can be incorporated within 5 working days.

Structural Requirements

A minimum of one shareholder and one director are required which can be either a person or a
company. The names of the directors and shareholders will appear on the public records; therefore it is
possible to use nominee shareholders, which means that a third party will hold the company on behalf
of the investor so that the name of the investor does not appear in any documents filed with the
company registry. The company is required to have a registered office address in the Seychelles,
however an IBC is not allowed to do any business with residents of the Seychelles or own any
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property in the Seychelles. The IBC is not required to have any minimum paid-up capital in order to
start its business operations. Any amount of authorized capital can be stated in the IBC formation
documents, as required by the owners.

Accounting and Tax Filing Requirements
An IBC is exempt from all taxes on income derived outside of the Seychelles and there are no
requirements to prepare or file any accounts or financial statements. It is also not necessary to conduct

an audit.

China and Seychelles Double Taxation Agreement (DTA)

The double taxation agreement between China and the Seychelles does not affect IBCs as they are
exempted from tax payments.
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List of tax treaties between EU member states* and Mainland China

New Developments in China-EU Tax Treaties have become very interesting as they compete quite
competitively with the Hong Kong-China Tax Treaty. Below are details of the new developments and

criteria for several European member states and agreements concluded recently.

Country

Signing Date

Effective Date

Germany 28 March 2014 Not yet effective
France 26 November 2013 Not yet effective
Switzerland 25 September 2013 Not vet effective
Netherlands 31 May 2013 Not vet effective
Denmark 16 June 2012 I January 2013
UK 27 June 2011 I January 2014
Finland 25 May 2010 1 January 2011
Belgium 7 October 2009 I January 2014
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Key Item

France
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Germany

Switzerland

Netherlands

Belgium

Construction PE Consecutive 12 months
Service PE 183 days within any 12-month period
WT on dividends | - 5% if 25% | -5%1f25% | -5%if25% | -53%if25% | -53% if 25% - 5% if 25%
holding holding holding holding holding holding at
- 10% in all - 15% on - 10% in all - 10% in all -15% on any time
other cases dividends other cases other cases dividends during the 12
derived from derived from | months prior
real property real property | to
investments investments distribution
- 10% in all -10% in all - 10% in all
other cases other cases other cases
WT on royalties | - 10% on - 10% on = 10% on = 10% on
license fees license fees license fees license fees
- 6% on - 6% on 9% - 6% on - 6% on 7%
equipment equipment equipment equipment
rentals rentals rentals rentals
WT on interest 10%s
Definition of Penalty and
‘interest™ guarantee fee | Penalty Penalty Penalty Penalty Penalty
excluded and | excluded excluded excluded excluded excluded
taxed as other
income
Taxation of other | Exclusively Exclusively Exclusively Exclusively Exclusively May be taxed
income taxed in taxed in taxed in taxed in taxed in in the country
beneficiary’s | beneficiary’s | beneficiary’s | beneficiary’s | beneficiary’s | of source
country of country of country of country of country of
residence residence residence residence residence
Taxation of Taxed in Taxed in Taxed in Taxed in Taxed in Taxed in
capital gains country of country of country of country of country of country of
from share source if 25% | source if 25% | source if 25% | source if 25% | source if 25% | source if 25%
transfers holding at holding at holding at holding at holding at any | holding at
any time any time any time any time time during any time
during the during the during the during the the preceding | during the
preceding 12 | preceding 12 | preceding |2 | preceding 12 | 12 months preceding 12
months maonths, maonths months, months,
except for except for except for
disposals of disposals of disposals of
shares within shares within shares within
3% of total 3% of total 5% of total
shares of shares of shares of
listed listed listed
company company company
FTC in European
Countries Only tax credit (no tax sparing credit)
Benefits for Specified in | Not Not Not Not Not
partnership detail specified specified specified specified specified
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EU

Centre

The EU SME Centre assists European SMEs to export to China by
providing a comprehensive range of free, hands-on support services
including the provision of information, confidential advice,
networking events and training. The Centre also acts as a platform
facilitating coordination amongst Member State and European public
and private sector service providers to SMEs.

The Centre’s range of free services cover:

)l

Business Development — provision of market information,
business and marketing advice

Legal — legal information, ‘ask the expert’ initial consultations
and practical manuals

Standards — standards and conformity requirements when
exporting to China

HR and Training — industry and horizontal training programmes
Access to a service providers directory and information databases

Hot-desking — free, temporary office space in the EU SME Centre
to explore local business opportunities

Any other practical support services to EU SMEs wishing to
export to or invest in China.

This report was written by Kristina Koehler.

© 2014 EU SME Centre

Contact the Centre at:
Room 910, Sunflower Tower
37 Maizidian West Street
Chaoyang District

Beijing, 100125

T: +86 10 8527 5300
F: +86 10 8527 5093
WWww.eusmecentre.org.cn

info@eusmecentre.org.cn

Disclaimer

This document is provided for
general information purposes only
and does not constitute legal,
investment or other professional
advice on any subject matter.
Whereas every effort has been made
to ensure that the information given
in this document is accurate, the EU
SME Centre accepts no liability for
any errors, omissions or misleading
statements, and no warranty is given
or responsibility accepted as to the
standing of any individual, firm,
company or other organisation
mentioned. Publication as well as
commercial and non-commercial
transmission to a third party is
prohibited unless prior permission is
obtained from the EU SME
Centre. The views expressed in this
publication do not necessarily
reflect the views of the European
Commission.

Date: July, 2014

The EU SME Centre is a project funded by the European Union.

32


http://www.eusmecentre.org.cn/
mailto:enquiries@eusmecentre.org.cn

