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Big News: China Loosens Benefi-
cial Ownership Conditions on
Treaty Benefit Application!

Vivian Yao / Frances Gu, Rod| & Partner Shanghai, China

Since years, assessment of “beneficial ownership” has always
been a concern of taxpayers and Chinese tax authorities. Es-
pecially, after the new Double Taxation Agreement (“DTA")
between Germany and China becoming effective from Janu-
ary 1, 2017, the German investors are eligible for a reduced
withholding tax rate of 5 % on profit distribution, if certain
preconditions and criteria of “beneficial owner” are fulfilled.
Many German investors have taken measures to implement
effective and optimized equity structure. The Notice No. 30
issued in 2012 by the Chinese State Administration of Taxa-
tion (“SAT") specified the criteria of “beneficial owner”. No-
tice 30 indeed has effectively prevented the abuse of tax trea-
ties, nevertheless some problems still arose in practice, espe-
cially with regard to the holding structure which are common-
ly used by German investors. On February 3, 2018, the SAT
finally published the Announcement No. 9 on “Issues Related
to Beneficial Ownership in DTAs” (“the Announcement”),
which allows the applicants without treaty abuse purpose to
enjoy the treaty benefit.

Loosened Beneficial Ownership Conditions on Treaty
Benefit Application

The most significant change in the Announcement is loosen-
ing the beneficial ownership conditions for treaty benefit ap-
plication. Before the Announcement was issued, the local tax
authorities in principle do not accept the application of treaty
benefit if the applicant can meet neither the criteria of benefi-
cial owner nor the safe harbor requirement. That resulted in a
situation that many applicants were not eligible for beneficial
ownership due to their business arrangement of using a hold-
ing structure. According to the previous regulation, even if the
holding company is established with commercial purpose and
its parent company holds commercial substance, the dividends
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it receives from China cannot “pass through” the holding
company to enjoy the preferential tax rate according to the tax
treaty between the host country of the upper shareholder and
China. The Announcement offers new possibilities for enter-
prises investing in China through holding structure to apply for
tax treaty benefits.

According to the Announcement, the applicant shall be
deemed to have beneficial ownership even if the applicant
itself does not meet the assessment criteria as beneficial own-
ership, if BOTH of following preconditions are met:

= Shareholders who directly or indirectly hold 100 %
shares of the applicant meet the requirements of
beneficial owner;

=  Shareholders directly or indirectly holding 100 %
shares of the applicant are residents of the appli-
cant's country (“same country rule”); or although
the shareholders are not residents of the applicant's
country, both the shareholders and the intermediate
shareholders in the case of an indirect holding are
qualified persons (“same DTA benefit rule”).

Above mentioned "qualified person” means that the treat-
ment under the treaty between China and the country/region
of its residence equals to or is more favorable compared with
that under the applicable treaty of the applicant, when it re-
ceives dividends from China.

It is worth noting that in the case of application of “same
country rule”, there is no additional requirement regarding the
treaty treatment in the country where the intermediate share-
holders are located. That means, as long as the applicant and
the beneficial owner are the tax resident of the same country,
the applicant can apply for treaty benefit even if the withhold-
ing tax rate on dividends is higher in the treaty between China
and the country of the intermediate shareholder.

In addition, the Article 10 of the Announcement provides that
"although the applicant has the beneficial ownership, the
general anti-tax-avoidance rules shall be applied, if the compe-
tent tax authorities find it necessary to perform the Principal
Purposes Test (“PPT") according to the treaty or the anti-
avoidance measures under domestic laws." How the local tax
bureau will use this provision in practice is to be clarified ac-
cording to further practice and implementation details.

Extended Scope of the Safe Harbor

According to previous regulation, if the treaty applicant is a
stock listed company in the contracting country, or a subsidiary
100 % directly or indirectly owned by a stock listed company
in the same contracting country, and the dividends are derived
from the shares held by the abovementioned stock listed com-
pany, the applicant will be deemed as beneficial owner by
default.

In the Announcement, the SAT extends the Safe Harbor scope
to "the government, the stock listed company or the individual
resident in the contracting country". Meanwhile, if 100 %
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shares of the applicant are held by the government, the stock
listed company or the individual resident in the contracting
country, the applicant can also be directly recognized as bene-
ficial owner by default.

However, according to the Sino-German DTA, the preferential
tax rate of 5 % applies only to corporations (partnerships ex-
cluded) that directly hold more than 25 % shares of the enter-
prises distributing the profits. Thus, even if the applicant is an
individual German resident and can be recognized as beneficial
owner, he/she can only enjoy a preferential tax rate of 10 %
under the treaty (individual income tax rate on dividend in-
come under domestic law is 20 %). In the context that the
applicant is a German corporation failing to pass the assess-
ment of beneficial ownership and its 100 % shareholder is a
German individual, the Announcement confirms the enterprise
will be directly deemed as beneficial owner without further
assessment. However, the Announcement does not specify
which tax rates will apply (as corporation or individual) under
this scenario. We expect that can be clarified in practice soon.

Assessment Criteria of Beneficial Owner

The Announcement also makes two changes to the unfavora-
ble facts regarding the assessment of the beneficial owners of
applicants:

=  The Announcement stipulates that it would be detri-
mental to the identification of the beneficial ownership if
the applicant has obligation to remit more than 50 % of
received dividends to resident in third countries within 12
months upon receiving the dividends. Thereof, the term
"obligation" refers to both the situation where contrac-
tual obligations for remittance exist and the situation in
which the remittance is actually completed despite the
absence of any contractual obligation.

] According to the Announcement, the fact that the busi-
ness activities engaged by the applicant do not constitute
substantive business activities will be detrimental to the
identification of the beneficial ownership of the applicant.
Substantive business activities include substantial manu-
facturing, distribution, management and other activities.
Whether the business activities of the applicant are sub-
stantive should be assessed based on their actual func-
tions performed and risks assumed. As for whether the
investment holding management activities can be deter-
mined as conducting substantive business activities, the
official interpretation of the SAT further explains that the
assessment should be based on whether the applicant is
engaged in pre-investment research, evaluation and anal-
ysis, investment decision, investment implementation and
investment follow-up management.
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Application Documents

Since the Announcement loosens the conditions of beneficial
ownership during the application for treaty benefit, the re-
guirements on application documents have also changed ac-
cordingly compared with those stipulated in Notice [2015] No.
60.

= Apart from its own tax residence certificate, the applicant
should also provide the tax residence certificate issued by
the competent tax authority of the country where the
qualified beneficial owner and the relevant qualified per-
sons reside;

=  The tax residence certificate shall be issued to prove the
tax residence identity for the year or the previous year in
which the dividend is distributed.

Our Observation

In practice, establishing holding companies in Singapore or
Hong Kong as the direct shareholders of a Chinese foreign-
invested enterprise are very commonly seen in business ar-
rangement. However, it has been encountered many difficul-
ties in applying for treaty benefits due to the holding company
is usually not injected with sufficient business substance. The
Announcement has laid out the fundament to solve the prob-
lem. Nevertheless, the requirements on documents to identify
the "beneficial ownership" are increased, when applying for
treaty benefits. It can be said that more applicants that have
neither intentions nor consequences of abusing treaty benefits
are allowed to be included in the assessment of beneficial
owner identity, while the criteria of assessment have been
made even tighter.
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Broadening horizons

,,We must be continuously on alert for new developments to be able to master challenges
in the best possible way. With curiosity and an innovative approach, we are creating for-
ward-looking solutions.”

Rodl & Partner

., The building of human towers requires each team member to again and again attempt
something new. In this way, we are able to rise above the challenge together.”

Castellers de Barcelona
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It is worth to note that the Announcement will take effect
from April 1, 2018, and it is not clarified whether it applies to
cases happened in previous years or not. The Announcement
also stipulates that every level within the qualified organiza-
tional structure shall always fulfill the requirement on share-
holding percentage, which is set as 100 %. In addition, the
submission of tax resident certificates of every relevant entity
within the structure is still a precondition for the successful
application of treaty benefit, even though the loosened condi-
tions are applicable. Therefore, it is suggested that the compa-
nies should prudently assess their eligibility for treaty benefit in
the context of the new regulation, plan the timing of dividend
payment and also make the necessary adjustment on the cor-
porate structure if possible.
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Each and every person counts” — to the Castellers and to us.

Human towers symbolise in a unique way the Rod| & Partner corporate culture.
They personify our philosophy of solidarity, balance, courage and team spirit.
They stand for the growth that is based on own resources, the growth which has
made Rodl & Partner the company we are today. , Forca, Equilibri, Valor i Seny”
(strength, equilibrium, valour and common sense) is the Catalan motto of all
Castellers, describing their fundamental values very accurately. It is to our liking
and also reflects our mentality. Therefore R6d| & Partner embarked on a collabo-
rative journey with the representatives of this long-standing tradition of human
towers — Castellers de Barcelona — in May 2011. The association from Barcelona
stands, among many other things, for this intangible cultural heritage.

This Newsletter offers non-binding information and is intended for general information pur-
poses only. It is not intended as legal, tax or business administration advice and cannot be
relied upon as individual advice. When compiling this Newsletter and the information includ-
ed herein, RédI & Partner used every endeavour to observe due diligence as best as possible,
nevertheless Rodl & Partner cannot be held liable for the correctness, up-to-date content or
completeness of the presented information.

The information included herein does not relate to any specific case of an individual or a legal
entity, therefore, it is advised that professional advice on individual cases is always sought.
RodI & Partner assumes no responsibility for decisions made by the reader based on this
Newsletter. Should you have further questions please contact Rodl & Partner contact persons.
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