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Many multinational corporations set up holding 

companies in favorable jurisdictions to hold equity 

investments in China. One of the popular locations is 

Hong Kong. According to the “Agreement between 

the Mainland of China and the Hong Kong Special 

Administration Region for the Avoidance of Double 

Taxation and the Prevention of Fiscal Evasion with 

Respect to Taxes on Income,” China withholding tax 

on the dividends paid by a company in the Mainland 

of China to a resident company of Hong Kong is lim-

ited to five percent of the gross amount of the divi-

dends. This limitation occurs when the Hong Kong 

company is the beneficial owner of the dividends 

and directly holds at least 25 percent of the shares 

of the Chinese company. The China-Hong Kong tax 

arrangement also provides reduced tax rates for 

royalties and interest paid to the beneficial own-

ers in a contracting state. On October 27, 2009, the 

State Administration of Taxation issued the Notice 

on Interpretation and Determination of “Beneficial 

Owner” under Tax Treaties, Guo Shui Han [2009] No. 

601 (the “Notice”). The Notice provides guidance for 
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determination of a “beneficial owner” in the applica-

tion of tax treaty provisions such as dividends, inter-

est, and royalties.

A CONduiT COMpANY iS NOT A 
BENEfiCiAl OwNER
According to the Notice, a “beneficial owner” is a 

person who has ownership of and control over an 

income or the rights and assets generating the 

income. A beneficial owner, which can be an indi-

vidual, a company, or any other group, is generally 

engaged in substantial business activities. An agent 

or a conduit company is not a beneficial owner. The 

Notice defines a “conduit company” as a company 

that is set up for the purpose of the avoidance or 

reduction of tax, or the transfer or accumulation of 

profits. This type of company merely registers in a 

country in order to satisfy a legally required organi-

zation form; it does not conduct substantial busi-

ness activities such as production, trading, and 
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management. According to the above definition, many hold-

ing companies set up in Hong Kong as well as other favor-

able tax jurisdictions solely for holding equity in Chinese 

entities most likely will be considered as conduit companies 

and would not be eligible for relevant treaty relief.

dETERMiNATiON Of A BENEfiCiAl OwNER
According to the Notice, in determining the status of a “ben-

eficial owner,” the term should not be understood merely 

from the perspectives of technical sense or domestic law; 

rather, the status should be determined in its context and in 

light of the object and purposes of the tax treaty (i.e., avoid-

ing double taxation and the prevention of fiscal evasion and 

avoidance) and based on the principle of substance over 

form and the analysis of actual facts and circumstances. The 

Notice lists the following factors, which are not in favor of 

positive determination of a “beneficial owner”:

1. The applicant is obligated to pay or distribute the 

income in full or a majority portion thereof (e.g., 60 per-

cent or more) to residents of a third country or region 

within a prescribed time period (e.g., within 12 months 

after receiving the income).

2. The applicant has no or almost no business activities 

other than holding the rights or assets that generate the 

income.

3. If the applicant is a company, the assets, operation 

scale, and personnel of the applicant are small in size or 

amount, which does not match the amount of income.

4. The applicant has no or almost no right to control or dis-

pose of the income or the rights or assets generating the 

income and assumes no or little risk.

5 The contracting country (region) does not tax the 

income, or the effective tax rate is very low.

6. The lender to a loan agreement that generates interest 

income has another loan agreement or deposit contract 

with a third party; the amount, interest rate, and the time 

of conclusion with respect to the third-party contract is 

similar to those of the first loan agreement.

7. The licensor to an agreement on copyright, patent, and 

technology licensing or transfer has a contract to license 

or transfer those from a third party.

When a taxpayer applies for tax relief under a treaty, it 

should provide the information relevant to the factors 

listed above that proves that it is a beneficial owner. The 

tax authorities should determine whether the applicant is a 

beneficial owner by analyzing the above factors relevant to 

the income. If necessary, they may confirm the information 

relevant to the identification of a beneficial owner through 

information exchange with a treaty country.

CONCluSiON
The Notice is a significant step for China to crack down on 

treaty shopping by nonresident enterprises. The enforce-

ment of the Notice, together with other anti-avoidance pro-

visions in various tax circulars issued recently, will make it 

very difficult for multinational companies to enjoy the China 

treaty benefit merely by setting up a holding company in a 

favorable treaty country or region. However, it is not clear 

whether treaty partners will agree with China’s interpretation 

of the treaty provisions. It is also not clear how the Chinese 

tax authorities will actually enforce the rule with respect to 

existing overseas holding companies. 
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