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Abstract  
Transfer pricing policies are formulated by multinational companies strategically to 
address economic, political and social environments in which they operate. In the 
Mainland China, significant changes in the transfer pricing environment were witnessed 
in the last decade. The ongoing evolution in the regimes of taxation, foreign exchange 
control, and legislative restrictions for foreign investors are challenges facing these 
companies in setting up transfer pricing policies. The ever increasing sophistication in 
both legislation and experience while tackling transfer pricing issues by the tax authority 
has significantly increased foreign investors’ transfer pricing exposure in China. 
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Introduction 
An inter-company transfer price is a price which a company charges for products 
supplied or services provided to another company in the same group, or to its affiliates or 
other related parties. When these two companies are located in different jurisdictions, the 
behavior of setting a transfer price is referred to as international transfer pricing. Transfer 
pricing is an operational necessity in a multinational setting to account for inter-company 
transfers, including exports and imports of raw materials, semi-finished and finished 
goods, transfer of technology and provision of management services and financing. The 
pricing of these transfers affects the revenue of the transferring company and the costs of 
the receiving company, and thus their reported profits. This in turn affects their corporate 
tax liabilities. As such, international transfer pricing is a concern for management in 
performance measurement and for government in tax collection. Formulating a transfer 
pricing policy is a sophisticated task for multinational companies (MNCs) as they need 
to consider a number of environmental factors. It has also become a focus of tax 
inspections around the world, and cross-border dialogues between tax authorities have 
been increasing in tackling this issue.  

In China, a striking achievement of its Open Door policy has been the sharp increase in 
the inflow of direct foreign investment (DFI). Since the 1990s, China has become the 
largest recipient of DFI among developing countries, and the second largest in the world. 
Foreign investment enterprises (FIEs) play an important role in China’s foreign trade, 
and have become the major force behind China’s economic growth.  

Given the importance of foreign investment to China’s economy, the government has 
made remarkable strides in providing favourable business environments for FIEs and has 
adopted a series of incentives and preferential policies. However, it was reported in the 
1990s that more than half of FIEs incurred losses. The low profitability of FIEs drew the 
government’s attention to the likelihood that these enterprises were transferring profits to 
their affiliated companies outside China.  

In 1991, China first adopted transfer pricing legislation to empower its tax authorities to 
adjust income and profits reported by FIEs which practice transfer pricing to maneuver 
profits out of China. Tax authorities initiated audits on transfer pricing in the early 
1990s. Due to lack of experience and resources, difficulties were inevitably encountered 
in these tax audits. The issue of transfer pricing in China attracted researchers’ interest, 
and a number of studies were conducted from the macro perspective (Chan and Chow, 
1997a), and from the perspectives of taxation (Chan and Chow, 1997b, Chan and Mo, 
2000) and management (Chan and Lo, 2004). 

With continuous economic growth, China emerged as a major economy in the world in 
the 2000s. Imports and exports by FIEs continued to grow. In the transfer pricing regime, 
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the legislative framework has been strengthened, and the tax authorities have become 
sophisticated in terms of experience and resources in tackling transfer pricing issues.  

Studies by Chan and Chow (1997a, 1998) examine transfer pricing inducements and 
regulation in China in the 1990s. This article continues these studies and examines the 
evolution of the transfer pricing environment in China in the 2000s. It first reviews the 
source of DFI in China and China’s key trading partners during the 2000s in order to 
identify the countries/regions from/to which goods are transferred to/from China. This is 
followed by an analysis of the environmental determinants of transfer pricing, and finally 
relevant legislative development in the 2000s in China.    

China’s key trading partners and source of direct 
investment 
The growth of China’s foreign trade accelerated in the 2000s. As shown in Table 1, the 
total value of China’s foreign trade increased over three times from US$510 billion in 
2001 to US$2,174 billion in 2007.  

Table 1 Value and Annual Growth of China’s Foreign Trade (US$bn) 

Year 

 

Total Trade Export Import 

Value Growth Value Growth Value Growth 

2001 510 – 267 – 244 – 

2002 612 20% 326 22% 295 21% 

2003 851 39% 438 34% 413 40% 

2004 1,154 36% 593 35% 561 36% 

2005 1,422 23% 762 28% 660 18% 

2006 1,760 24% 969 27% 791 20% 

2007 2,174 24% 1,218 26% 956 21% 

Source: China Statistical Yearbook, 2001–2008 

Hong Kong used to be China’s most important trading partner before 1993. Since then, 
Japan passed Hong Kong in bilateral trade with China and became China’s foremost 
trading partner until 2004 when the United States had the highest value of trade with 
China. Trade with Taiwan has soared since 1991, making Taiwan China’s fifth largest 
trading partner in 2007 (Table 2).  
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Table 2 China’s Major Trading Countries/Regions (US$bn)  

Country/ 2003 2004 2005 2006 2007 

Region Value 

 

% of 
total 

Value % of 
total 

Value % of 
total 

Value % of 
total 

Value % of 
total 

Hong Kong 87 10% 113 10% 137 10% 166 9% 197 9% 

Japan 134 16% 168 15% 184 13% 207 12% 236 11% 

S. Korea 63 7% 90 8% 112 8% 134 8% 160 7% 

Taiwan 58 7% 78 7% 91 6% 108 6% 124 6% 

US 126 15% 170 15% 212 15% 263 15% 302 14% 

Germany 42 5% 54 5% 63 4% 78 4% 94 4% 

Total 851 100% 1,154 100% 1,422 100% 1,760 100% 2,174 100% 

Source: China Statistical Yearbook, 2003–2008 

Foreign investment enterprises (FIEs) play an important role in China’s foreign trade. In 
2007, total imports and exports by FIEs increased respectively by 21% and 19%, and 
accounted for respectively 57% and 59% of the country’s total imports and exports 
(Table 3). 

Table 3 Imports and Exports by Foreign Investment Enterprises in China (US$bn) 

Year Total Imports and 
Exports 

Exports Imports 

  Value Growth Value Growth Value Growth 

2001 259 –  133 –  126 –  

2002 330 27% 170 28% 160 27% 

2003 472 43% 240 41% 232 45% 

2004 663 40% 339 41% 325 40% 

2005 832 25% 444 31% 387 19% 

2006 1,036 25% 564 27% 472 22% 

2007 1,255 21% 695 23% 560 19% 

Source: China Statistical Yearbook, 2001–2008 

Direct foreign investment (DFI) in China comes from more than 50 countries or regions, 
with the lion’s share of DFI coming from Asia countries. The top sources of DFI 
remained largely unchanged in the 2000s. Hong Kong remained the leading source of 
DFI in China, and DFI from the British Virgin Islands has been increasing and was 
ranked the second largest source. Investment from Hong Kong and the British Virgin 
Islands together accounted for more than 51% of China’s total DFI inflows in 2007. This 
might be because of funds funneled out of China and returned masked as DFI in order to 
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be eligible for preferential tax policies available for FIEs. DFI from Japan, South Korea, 
the United States, Singapore, and Taiwan ranked after Hong Kong and the British Virgin 
Islands (Table 4). Germany and the UK, which were among China’s top trading partners 
and investing countries in the 1990s (Chan and Chow, 1998), were removed from the list 
in the 2000s.  

Table 4 Source of Direct Foreign Investment (US$bn) 

Country/ 2003 2004 2005 2006 2007 

Region Value % of 
total 

Value % of 
total 

Value % of 
total 

Value % of 
total 

Value % of 
total 

Hong Kong 18 33% 19 31% 18 30% 20 32% 28 38% 

Japan 5 9% 5 8% 7 12% 5 8% 4 5% 

Singapore 2 4% 2 3% 2 3% 2 3% 3 4% 

S. Korea 4 7% 6 10% 5 8% 4 6% 4 5% 

Taiwan 3 6% 3 5% 2 3% 2 3% 2 3% 

US 4 7% 4 7% 3 5% 3 5% 3 4% 

British Virgin 
Islands 

6 11% 7 11% 9 15% 11 17% 17 23% 

National Total 54 100% 61 100% 60 100% 63 100% 74 100% 

Source: China Statistical Yearbook, 2003–2008 

Environmental determinants of international transfer 
pricing 
Operating globally, multinational companies (MNCs) exploit opportunities to maximize 
their profits while minimizing operating risks. Transfer pricing, formulated in the 
context of international economic, social and political environments, can be employed to 
achieve these objectives. Environmental variables, such as national differences in 
corporate income taxes and tariffs, create opportunities for an MNC to maximize its 
global profits, while variables, such as exchange control, inflation, restriction of profit 
repatriation, and political and social pressure, give rise to operational risks for global 
operations.  

Taxes. National differences in corporate income tax rates provide MNCs with the 
opportunity to minimize their global tax liabilities by shifting profits to subsidiaries 
located in low tax jurisdictions. The greater the difference is in tax rates between 
countries, the greater the incentive for an MNC to shift profits to the lower tax rate 
country to minimize global tax payments. This can be achieved by adopting a high price 
for transfers to subsidiaries located in high tax rate countries and a low price for transfers 
from these subsidiaries. Overpricing of goods transferred to a subsidiary located in a 
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high income tax jurisdiction reduces the profits reported by the subsidiary, and thus 
reduces the income tax. The effectiveness of this policy is, however, influenced by 
indirect fiscal taxes, such as tariffs. As these transfers are subject to tariffs, the 
reductions in income taxes may be offset by an increase in tariffs.  

Prior studies developed mathematical models to incorporate income tax rates and tariffs 
to generalize transfer pricing decisions to achieve an optimal transfer pricing policy 
(Ghosh and Crain, 1993). While some studies (Haris, 1993, Klassen et al. 1993) 
document empirical evidence that MNCs shift income in response to tax rate changes, 
different views are noted on the importance of taxes for transfer pricing. It is argued that 
national corporate tax rates, especially in developed countries, differ only slightly, and 
close monitoring by governments reduces the scope of transfer pricing manipulation. 

Before 1 January 2008, foreign investment enterprises in China paid corporate income 
tax at a rate of 30%. A host of tax incentives was provided, including preferential tax 
rates for FIEs located in specific zones or areas, start-up tax holidays and reductions for 
manufacturing FIEs, tax refunds for reinvestment of profits by FIEs, and reduced tax 
rates for export-oriented FIEs. With these pervasive tax incentives, China’s corporate 
income tax rates were lower than those imposed by most of its major trading and 
investing countries. Chan and Chow’s study (1998) provides a diagrammatic analysis of 
the potential pattern of income shifting between FIEs in China and China’s major 
investing and trading countries/regions (Table 5). They argue that, with the exception of 
some FIEs trading with their Hong Kong affiliates, foreign investors would tend to shift 
profits into China to minimize global tax liabilities. 

Table 5 Directions of the Potential Pattern of Income Shifting by FIEs in China 

Country/Region Income 
tax rate 
(1996) 

 FIEs in 
China 

Income tax 
rate 

Hong Kong 16.5%  FIEs in start-
up period 

0%; 7.5%; 
12%; 15% 

Singapore 27%  Export- 
oriented FIEs 

10%; 12%; 
15% 

Japan 37.5%  FIEs in SEZs, 
ETDZs, 
PNDZ 

15% 

US 35%  FIEs in Open 
Cities & 
Zones 

24% 

Germany 30%/45%  Other FIEs 30% 

UK 33%  
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* SEZs: Special economic zones; ETDZs: Economic and Technology Development Zones; 
PNDZ: Pudong new development zone, Shanghai 

Source: Chan and Chow (1998) 

A global trend of tax reduction was observed in the 2000s in which a number of 
jurisdictions reduced their corporate income tax rates to attract foreign investment. The 
comparison of the corporate tax rates adopted in 2008 (Table 6) with those in 1996 
(Table 5) shows that among China’s major trading and investing countries, Singapore, 
Japan, and the US have significantly reduced their income tax rates.  

On 1 January 2008, China implemented a new corporate income tax law which unifies 
the tax treatments for domestic enterprises and FIEs in respect of preferential tax 
policies. A unified tax rate of 25% was adopted for enterprises incorporated under the 
PRC laws as well as foreign enterprises having effective management and control over 
business operations in China. Preferential tax treatments were streamlined and focused 
on encouraged industries and enterprises. A grandfather rule was adopted that FIEs 
established before 1 January 2008 could continue to enjoy a tax holiday until it expires.  

With the adoption of a new corporate income tax law, China’s corporate income tax rate 
remains lower than its major trading and investing countries/regions, except for Hong 
Kong and Singapore. The directions of potential income shifting, based solely on the 
consideration of tax rates in 2008, is shown in Table 6, indicating that FIEs invested in 
by Hong Kong and Singapore investors would tend to shift profits out of China to their 
home country/region, while FIEs with investment from other sources would tend to go in 
the opposite direction.  

Table 6 Directions of the Potential Pattern of Income Shifting by FIEs in China 

Country/Region  Income 
tax rate 
(2008) 

  

 

 

 

FIEs in China 

  

Income tax rate 
(2008 onwards)  

Hong Kong 16.5%    

25% Singapore 18%  

Japan 30%  

US 30%  

South Korea 27.5%  

Taiwan 25%  

The Chinese government has adopted a tariff escalation policy whereby nominal tariffs 
vary with the degree of domestic processing. Nominal tariffs are lower for raw materials 
and semi-processed materials than for final goods. Like most developing countries, the 
tariffs imposed by the Chinese government in the 1990s were much higher than those 
maintained by most developed countries. The high tariffs are likely to tempt MNCs to 
engage in transfer pricing manipulation. However, preferential policies are granted to 
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FIEs on import and export tariffs. Machinery and equipment imported as part of foreign 
investment in selected industries are exempt from import tariffs. Export-oriented FIEs 
are granted tariff exemptions for imports of raw materials and exports of goods 
manufactured. 

Since 2001, China has been reducing its import and export tariffs to demonstrate its 
commitment to the World Trade Organization (WTO). By 2008, China had fulfilled 
most of its tariff reduction commitments to the WTO, with the average most favored 
nation tariff rates (MFN rates) reduced to 9.8%. With these tariff reductions and 
preferential policies for FIEs, tariffs should become less relevant in FIEs’ transfer pricing 
decisions.  

Inflation and exchange risks. Inflation in host countries and exchange rate fluctuation 
are the major risks faced by MNCs in their global operations. Circumventing such risks 
is regarded as one of the important factors inducing MNCs to resort to transfer pricing. 
An MNC can use transfer pricing to shift liquid assets out of a country with high 
inflation to counter the erosive effect on monetary assets. Transfer pricing can also be 
employed to manage exchange risks. When an MNC expects weakening in the currency 
of a host country, it can use a transfer pricing strategy to shift profits out of the country 
to mitigate the risks of the expected devaluation of currencies. Conversely, profits can be 
transferred to a country where the currency is expected to get stronger.  

From the late 1980s until the mid-1990s, China’s economic growth was accompanied by 
high inflation. Double-digit inflation was recorded in 1988–1989 and in 1993–1995. 
Inflation in major cities rose to 20% in 1993 and 1994. As suggested by Chan and Chow 
(1998), high inflation in China during these periods would be an inducement for FIEs to 
shift profit out of China. 

Table 7 Changes in Consumer Price Indices (RPIs) 

 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 

RPI 7.3% 18.5% 17.8% 2.1% 2.9% 5.4% 13.2% 21.7% 14.8% 6.1% 

Source: Chan and Chow (1998) 

Since the mid-1990s, controlling inflation has become a major policy priority in China, 
and austerity measures were adopted. As a result, inflation fell to 6.1% in 1996, and 
stayed at a low level until 2007 when the consumer price index soared due to a hot 
economy (Table 8). Inflation fell to 4.5% in early 2009. As tackling inflation is one of 
the government’s major tasks, it is expected that the government will adopt all feasible 
measures to control inflation. This suggests that inflation will no longer be a major 
concern, as it was in the early 1990s, to FIEs in setting their transfer pricing policies. 
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Table 8 Changes in Consumer Price Indices (RPIs) 

 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 

RPI 2.8% −0.8% −1.4% 0.4% 0.7% −0.8% 1.2% 3.9% 1.8% 1.5% 4.8% 5.7% 

Source: China Statistical Yearbook, 1997–2008 

China’s foreign exchange policy has been characterized by a high degree of control. In 
the 1980s and early 1990s, the local currency, the renminbi, was criticized as being 
artificially overvalued. Several major devaluations took place during the period of 1985–
1991 with the exchange rate of US dollars to renminbi dropping from 1:2.32 in 1984 to 
1:5.74 in 1993. Strict exchange control and frequent devaluation of the local currency 
were some of the major risks for operations in China during this period, and became 
strong inducements for foreign investors to transfer profits out of China.  

In 1994, the government adopted a managed float system and substantially devalued the 
official rate of renminbi to US dollars to 1:8.6. Since then, the rate was maintained at 
8.30–8.28 until the mid-2000s when calls for the revaluation of the renminbi became 
pronounced. As a result of mounting political pressure, the Chinese government 
announced a 2% revaluation in 2006. The trend continued in 2007 and 2008, and a 
significant appreciation of the renminbi was recorded in 2008 (Table 9). With a huge 
trade surplus and foreign exchange reserve, renminbi revaluation remains a hot topic 
among policymakers and market participants. 

Table 9 Renminbi Exchange Rates (US$1: renminbi) 

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 
May 

8.30 8.28 8.28 8.28 8.28 8.28 8.28 8.28 8.19 7.97 7.60 6.94 

Source: China Statistical Yearbook, 1997–2008 

The circumvention of foreign exchange controls in China and non-convertibility has 
been regarded as an important factor inducing FIEs to resort to transfer pricing. Starting 
from the mid-1990s, foreign exchange control has been gradually relaxed. Effective from 
1996, the renminbi has been freely convertible for current account items, including 
payments for trading, transportation and tourism activities. The conversion of renminbi 
into foreign currency for import payments under the current account is permitted subject 
to certain conditions. However, capital account transactions denominated in foreign 
currency, including capital investments, are still subject to control.  

With the relaxation of foreign exchange control over current account items and the 
expected revaluation of the renminbi, foreign exchange risk became less a concern for 
FIEs in formulating transfer pricing policy in the 2000s as compared with the 1980s and 
early 1990s.   
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Restriction on profit repatriation. Some countries impose restrictions on the remittance 
of profits by subsidiaries to the home countries of MNCs. These restrictions provide an 
inducement for MNCs to shift profit through other channels, including transfer pricing.  

China does not impose restrictions on foreign investors in repatriating profits provided 
the FIEs have enough foreign exchange for such remittances. Remittance of dividends is 
not subject to withholding tax, while payment of interest, rental and royalties to overseas 
affiliated companies is subject to a withholding tax. 

China has entered into tax treaties with over 80 countries/regions, including Hong Kong, 
the UK, Japan, Singapore, Australia, and the US. Under these treaties, withholding tax 
paid to the Chinese government is allowed as credits against the home country’s 
corporate income tax. Therefore, withholding tax is unlikely to become an inducement 
for foreign investors to resort to transfer pricing to shift profits outside China. 

Existence of local partners. In case an FIE is established in the form of a joint venture 
with local partners, the profits attributable to the parent MNC are proportionately 
reduced according to the local partner’s share of the profits. MNCs involved in joint 
ventures with local partners are more likely to practice transfer pricing manipulation 
when supplying raw materials or goods to subsidiaries with an aim of increasing their 
share of the profit. To safeguard their legitimate interests, local partners may be actively 
involved in transfer pricing decisions. Local partners’ monitoring of MNCs’ transfer 
pricing strategies may become a source of conflict between local and foreign partners in 
a joint venture setting. 

With the objective of facilitating technology transfer, the Chinese government 
encouraged foreign investors to set up FIEs in the form of joint ventures in the 1980s, 
and restricted the establishment of wholly foreign owned enterprises in certain 
industries. Two types of joint ventures are in operation, namely, equity joint ventures and 
cooperative joint ventures. An equity joint venture is a legal entity in which Chinese and 
foreign partners hold equity stakes, while a cooperative joint venture is a more flexible 
form of contractual arrangement.  

Cooperative joint ventures were the most important type of FIE in the 1980s. From the 
late 1980s through the late 1990s, equity joint ventures became predominant, as the 
government believed that this form of FIE could best serve the objective of transfer of 
technology and management expertise. Also, foreign investors engaged in joint ventures 
to secure local partners’ assistance in developing the domestic market (Table 10).  
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Table 10 Forms of Foreign Investment (% of share in terms of number of ventures) 

 1979–1991 1992 1993 1994 1995 1996 

EJV 58.9% 70.5% 64.7% 58.7% 55.3% 51.5% 

CJV 26.4% 11.7% 12.5% 14.0% 12.9% 11.6% 

WFOE 14.7% 17.8% 22.8% 27.3% 31.8% 36.9% 

Total 100% 100% 100% 100% 100% 100% 

EJV: Equity joint venture; CJV: Corporate joint venture; WFOE: Wholly foreign owned 
enterprise 
Source: Chan and Chow (1998) 

Since the late 1990s, foreign investors have tended to establish wholly foreign owned 
enterprises to strengthen corporate control and to improve efficiency and the deployment 
of corporate resources, and as a result, the WFOE has emerged as the most important 
form of FIE (Table 11). With a WFOE set-up, MNCs investing in China can have full 
control over the appropriation of profits and operation policies, including transfer pricing 
policies.   

 Table 11 Forms of Foreign Investment (% of share in terms of number of ventures) 

 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 

EJV 43% 41% 42% 38% 34% 30% 31% 27% 24% 25% 20% 

CJV 11% 10% 10% 8% 6% 5% 4% 3% 3% 3% 2% 

WFOE 46% 49% 49% 55% 60% 65% 66% 70% 74% 73% 78% 

Total 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 

Source: China Statistical Yearbook, 1997–2008 

Political and social considerations. The perceived political risks relating to foreign 
operations, including expropriation, nationalization, and political turmoil, are factors 
considered by MNCs in formulating transfer pricing policies. Transfer pricing can be 
employed to reduce cash flow into or to divert profits out of countries where there is a 
high political risk. Meanwhile, wage demands by labour unions in host countries induce 
MNCs to use transfer pricing to reduce the profits reported by subsidiaries. Low profits 
for subsidiaries can mitigate calls by local trade unions for wage increases. 

The Chinese government has enacted laws to protect the lawful rights and interests of 
foreign investors. The government has promised not to nationalize or expropriate FIEs 
except under special circumstances where such action is in the national interest. Given 
the continuous growth of direct foreign investment in China, the government endeavors 
to enter into bilateral investment treaties with its major investing and trading countries. 
These treaties provide international forums for settling investment disputes. Under these 
treaties, foreign investors can claim directly against the host state for breaching 
substantive protections for investments that have been made, for example through 
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expropriations. Therefore, the probability of nationalization or expropriation is small as 
China is more involved in the international economic community. 

Trade unions in China have developed quickly in recent years and have more members 
than other countries, but they function very differently from unions in the West. 
Compared with their counterparts in developed economies, trade unions in China have a 
low profile and seldom take an adversarial role in wage demands. Real wages have 
trebled in China in the last two decades, not because of collective actions by unions, but 
because of rapid growth of productivity. FIEs in general report little union interference in 
their wage decisions.  

Legislative development 
Transfer pricing regulation was first introduced in China’s national legislation in 1991 
under the Income Tax Law of the PRC for Enterprises with Foreign Investment. 
Operational rules and regulations on the implementation of the law have since been 
developed. These include, mainly, Definition of Related Party and Disclosure 
Requirement (1992), Transfer Pricing Regulation (1988), Introduction of Corresponding 
Adjustment (2003), First Ruling on Cost Sharing Arrangement (2004), and Enforcement 
of Transfer Pricing Regulation (2005). These regulations were largely based on 
recommendations of the OECD’s report Transfer Pricing Guidelines for Multinational 
Enterprises and Tax Administrations. Business dealings covered by the regulations 
include the buying and selling of goods, provisions of loans, management services and 
property rights. While these regulations are not very comprehensive, they cover most 
transfer pricing topics, including: 

- definition of related parties; 

- types of related party transactions; 

- transfer pricing information disclosure requirements in the annual tax filling; 

- basic principles for the selection of enterprises for transfer pricing audit; 

- transfer pricing audit procedures; 

- methods for transfer pricing adjustments; 

- follow-up monitoring after a transfer pricing audit. 

The key features of these regulations are set out below. 

Arm’s length principle. The regulations adopt an ‘arm’s length’ principle according to 
which transactions between an enterprise and its associated companies should be priced 
at an ‘arm’s length price’, which is defined as a price ‘which would have been paid 
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between unrelated parties for the same or similar goods under the same or similar 
circumstances’. If the pricing in related party transactions is not at arm’s length and 
results in a reduction of the taxpayer’s taxable income, the tax authorities are empowered 
to adjust the taxable income and claim tax adjustments.  

Related enterprise. A related party is defined to include those with an association based 
on ownership or control of business operations. In respect of ownership, where an 
enterprise directly or indirectly controls or holds 25% or more shares of another 
enterprise, or where 25% or more of the shares of two enterprises are controlled by 
another enterprise, the two enterprises are regarded as related parties. Control of the 
business operations of an enterprise is based on appointment of the majority of directors 
of the enterprise, control of material supply or product sales, provision of substantial 
loans or loan guarantees, provision of property technology, or designation of 
management personnel or kinship. These may also create a related party relationship.  

Pricing methods. In complying with the arm’s length principle, the arm’s length price on 
a specific transaction with related entities is determined by reference to the price charged 
on comparable transactions among unrelated entities. The legislation stipulates three 
pricing methods in sequence of priority: (i) comparable uncontrolled price method, (ii) 
resale price method and (iii) cost-plus method. Other methods may be used if none of the 
above methods are appropriate. 

Reporting and burden of proof. The regulations require disclosure of information 
regarding related party transactions. Enterprises are required to report their related 
parties and related party transactions as part of their annual income tax filing. If tax 
authorities suspect that a taxpayer is not pricing transactions at arm’s length, the taxpayer 
has to bear the burden of proof, and is obliged to provide the tax authorities with relevant 
information on the business dealings between itself and its related enterprises.  

A significant move in transfer pricing regulation took place in the adoption of the new 
Corporate Income Tax Law (the ‘Law’) on 1 January 2008, which devotes an entire 
chapter to anti-avoidance. The Law consolidates the regulations mentioned above, and 
brings China’s approach to transfer pricing enforcement in line with that adopted by 
China’s major trading partners. Key requirements of the Law are discussed below. 

The Law provides a definition of related party, which refers to an enterprise, an 
organization or an individual that has any of the following relationships with the 
taxpayer: 

- direct or indirect control with respect to capital, business operations, purchases and 
sales, etc.; 

- direct or indirect common control by a third party; and 

- any other relationships arising from mutual interest. 
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Based on this definition, three categories of control are stipulated, namely, equity 
control, management control and business operational control. Thresholds for 
constituting control are specified. This definition does not differ from that adopted in 
previous regulations. 

In tax investigation, if an enterprise does not provide information on its related party 
transactions, or provides false and incomplete information that does not truthfully reflect 
its related party transactions, the tax authority is empowered to assess the enterprise’s 
taxable income on a deemed basis. The following methods are adopted when deeming 
the taxable income of an enterprise: 

1. by reference to the profit rate levels of identical or similar enterprises; 

2. based on the enterprise’s cost plus a reasonable amount of expenses and profit 
margin; 

3. based on a reasonable proportion of the total profits earned by the related party; 

4. based on other reasonable methods. 

In tax audits, tax authorities have the right not only to require the enterprise under 
investigation to provide relevant information, but also to require the enterprise’s related 
parties, as well as other enterprises that are related to the transfer pricing investigation 
(i.e. comparable companies) to provide relevant information. This will help tax 
authorities manage and evaluate the overall transfer prices of the enterprise’s group, and 
help evaluate and appraise the enterprise’s transfer pricing policy. 

Where a tax investigation results in tax adjustments, tax authorities may make 
retrospective tax adjustments for up to ten years, and the underpaid tax shall be subject 
to an interest levy.  

The Law also addresses the issue of establishing subsidiaries in tax heaven regions. It 
states that where a PRC resident enterprise controls an entity that is established in a 
country (region) where the effective tax burden is distinctly lower than the PRC 
corporate income tax rate, and that entity does not distribute its profits or reduces the 
distribution of its profits without any reasonable operational justification, the portion of 
the profits attributable to the resident enterprise shall be included in the revenue of the 
resident enterprise in the current period. A resident enterprise is defined to include FIEs 
with effective management in China. 

The Law imposes a comprehensive contemporaneous documentation requirement. 
Enterprises are required to prepare contemporaneous disclosure documents, which 
include organizational structure, business operations, information about related party 
transactions, comparability analysis, and selection and application of transfer pricing 
methods.  
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The adoption of the Law reflects the theme of stringent administration on transfer 
pricing. The new provisions indicate the determination of China’s tax authorities to 
crack down on tax arrangements that have as their main purpose avoiding taxes and to 
strengthen the administration over transfer pricing between related parties. It also lays 
the legislative foundation for more robust transfer pricing disclosure and documentation 
requirements.  

Enforcement of transfer pricing regulations 
Empowered by legislation, tax authorities in China initiated audits on transfer pricing in 
the early 1990s. Due to lack of experience and resources at the time, tax audits tended to 
focus on medium- and small-sized companies (Chan and Chow, 1997b). Since then, the 
State Administration of Taxation (SAT) has formulated plans to train up adequate 
specialists in transfer pricing at both the central and local government levels. Separate 
anti-avoidance departments were also set up at tax authorities in major cities. 
Meanwhile, the regulatory framework continues to be developed. With an increased 
number of anti-avoidance tax officials and more sophisticated investigative skills, tax 
audits on transfer pricing have become a focus in anti-avoidance initiatives. Tax 
authorities select enterprises with the following characteristics for tax audits:  

- persistent losses or consistently low profits; 

- abnormal profit fluctuations;  

- continuous expansion despite losses or low profit; 

- high royalty payments, or unreasonable service fees paid to overseas related parties. 

In the 2000s, the SAT launched nationwide transfer pricing audits, targeting well-known 
multinational companies. These tax audits covered a period of at least the three previous 
years, followed up by two to three year investigations, and resulted in substantial transfer 
pricing adjustments. Meanwhile, documentation requirements became increasingly 
stringent in that enterprises are required to prepare and maintain necessary documents in 
respect of their transfer pricing policies and practices. 

The SAT also established close ties with the Organisation for Economic Co-operation 
and Development (OECD), which helped the SAT organize anti-avoidance training 
programmes. 
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Conclusion  
The analysis reveals significant changes in the transfer pricing environment in China 
over the last two decades. With the adoption of a new corporate income tax law, tax 
incentives provided for FIEs will be phased out, and tariffs have been gradually reduced 
to fulfill China’s commitment to the WTO. This development will lessen the impact of 
taxes on FIEs’ transfer pricing decisions. Inflation was under control in the 2000s and 
the local currency, the renminbi, has gotten stronger. This has reduced operational risks 
for FIEs. Meanwhile, the restrictions on foreign investors setting up wholly owned 
establishments have been greatly lifted, alleviating the concern of FIEs about potential 
conflicts with local partners in transfer pricing policy.    

The regulatory development in the transfer pricing regime demonstrates that transfer 
pricing will continue to be at the top of the PRC tax authorities’ agenda, and the cost of 
non-compliance has been significantly increased. The tax authorities, with experience 
accumulated over years, aim to ensure the consistency, efficiency and depth of transfer 
pricing management by reinforcing effective supervision of related party transactions 
through contemporaneous documentation administration. The revised documentation 
requirements have strengthened transfer pricing investigations by tax authorities across 
the country. Foreign investors operating in China will need to carefully monitor 
regulatory developments and be fully aware of their transfer pricing exposure in China.  
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