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Abstract  China’s fiscal and taxation law reform is at a critical stage since Chinese 
economy development needs to consider compromising interests and conflicts from all 
sources, such as the social benefit network, real estate industry avidity, internationalizing 
currencies, fostering a philanthropic culture, and growing as a leader in the world market. 
These undertakings all demand a modern, handy fiscal and taxation law system. On the 
other hand, after two decades of implementation of the 1994 tax sharing system, the 
original initiative of strengthening centralized control might not keep pace with the 
needs of balancing decentralization and local financing demands, in addition to the 
troublesome taxpayers’ protection, tax judicature reform, and worsening environmental 
irregularities. Admittedly, China’s fiscal and taxation law reform faces new challenges 
and incentives. Rigorous international tax frameworks and multi-jurisdictional 
cooperation drive China to respond as an international trade giant and a responsible 
game player. Such international tax policy orientations create another layer of incentives 
and necessity for China to fine-tune its domestic fiscal and taxation legal framework, 
ranging from promotion of free trade zones, global sourcing practice and supply chain 
management, renegotiation of outdated tax treaty articles, more active participation in 
consequential overseas investments, to WTO Protocol compliance review, and 
international tax dispute resolution. Therefore, this article argues that, no matter the 
extent to which feasible, plausible or pragmatic proposals are presented, a top level 
architecting and a serious pursuit to upgrade citizens’ livelihood must be prioritized in 
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INTRODUCTION 

China has risen as a vital global advancement engine and vibrant player over the past 
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three decades.1 An outgrowth of such great economic expansion is China’s progressively 
increasing change from being a passive passenger to an initiator of discourse and 
negotiation in various international frontiers, such as China’s persistent determination to 
modernize its domestic tax policies and streamline international tax outreach. The 
Decision on Major Issues Concerning Comprehensively Deepening Reforms (hereinafter 
“The Decision”) adopted at the Third Plenary Session of the 18th Central Committee of 
the Communist Party of China (CPC) held in November 20132 delineated a detailed 
strategy for reforming China’s fiscal and tax system as “an important guarantee of State 
governance” to further modernize the economy and construct a “rule of law” order.3 A 
few detailed measures on fiscal and tax reform were released thereafter.4 

China has achieved rigorous advancement in fiscal and tax reform over the past three 
decades, especially after China’s major tax system overhaul in 1994 and its entry into the 
World Trade Organization (WTO) in 2001. Currently China displays an unparalleled 
commission and opportunity for economic and social growth, by and through factoring in 
social welfare,5 political stability, urbanization proposals, and citizens’ well-being. This 
article argues that China can attain the fiscal and tax system reform goals designed in The 
Decision and the rule of law construction from the top-down design perspective, which 
requires assurances from China’s top fiscal leaders on the details. The Politburo of the 
CPC Central Committee has proposed and approved a national construction for 
solidifying fiscal and tax reforms in 2015, which itemized reform priorities and tasks and 
designated the end of 2016 as a tentative deadline to complete key tasks in terms of 
                                                        

1 Articles and reviews on Chinese economic development are voluminous, see, for example, China 
Economic Update–June 2014, available at http://www.worldbank.org/en/country/china/publication/china- 
economic-update-june-2014 (last visited Jun. 30, 2016) commenting that Chinese economic development has 
been lagging a bit for the past three fiscal years, however, the growth rate still kept at 7.7% in 2013 and 7.5% 
for the first half of 2014. For a general discussion about progress of Chinese economic development, see 
generally, ZHU Xiaodong, Understanding China’s Growth: Past, Present, and Future, 26(4) Journal of 
Economic Perspectives, 103–124 (2012) available at https://www.aeaweb.org/articles.php?doi=10.1257/ 
jep.26.4.103 (last visited Jun. 30, 2016). 

2 YANG Zhiyong, Prospects for Tax Reform in China Following the 18th CPC National Congress, 3 
China Finance and Economic Review, (2015), introducing general guidelines on Chinese fiscal and tax policy 
and relevant support, available at http://xueshu.baidu.com/s?wd=paperuri%3A%28c9b59a2bca3dfdcd 
149dd23996c85b76%29&filter=sc_long_sign&tn=SE_xueshusource_2kduw22v&sc_vurl=http%3A%2F%2F
link.springer.com%2Farticle%2F10.1186%2Fs40589-015-0022-7&ie=utf-8 (last visited Jun. 30, 2016). 

3 For general introduction and background of China’s construction of the rule of law order, see generally 
in Randall Peerenboom, China’s Long March Toward Rule of Law, available at http://catdir.loc.gov/catdir/ 
samples/cam033/2002073483.pdf (last visited Jun. 30, 2016). 

4 See Fitch, China Local Government Bond Law to Improve Budget Transparency, available at 
http://www.reuters.com/article/fitch-china-local-govt-bond-law-to-impro-idUSFit74121920140904 (last 
visited Jun. 30, 2016). 

5 See generally in Leung and Xu, China’s Social Welfare: The Third Turning Point, Polity Apr. 2015, 
discussing China’s social challenges ahead, including demographic shift, residential migration, and corrosive 
inequalities, and outline the emerging forms of social security protection in urban and rural areas, 
community-based social care services, non-governmental organizations and the social work profession.  
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de-administration and decentralization and attaining a centralized balance. The clear 
statement of reform tasks and a deadline demonstrate significant upper-level commitment, 
and support the view that China’s reforms are moving ahead despite bureaucratic inertia, 
institutional resistance, and widespread skepticism.6 

This article overall calls for a more nuanced empirical approach with an international 
visionary in the meaningful impact of the fiscal and taxation law reform, rather than the 
current fashion of preaching ideological discourse. As a comprehensive reflection and 
summary of the author’s observation and thoughts about China’s fiscal and taxation law 
and policy reform in the past years, this article incorporate a few previous thoughts 
appearing in other reports and pieces solely written by the author. This article by no 
means aims to repeat proved research outcomes or targets by merely combining and 
consolidating previous works; rather, it is an invaluable tribunal for orchestrating 
thoughts and reflections. In this connection, this article falls into a deliberate composition 
of three closely interrelated yet neutral topics: The first topic is about general review of 
the China’s fiscal and taxation laws and policies; the second concerns tax judicature 
reform and review; and the third covers multinationals’ intra-group tax planning and 
international tax considerations, all of which contribute to the thematic significance of 
this article. 

This article identifies two interlocked issues. First, reflections and evaluation about 
major events or obstacles of China’s fiscal and tax system status quo are briefly outlined. 
Second, tentative policy discussion and suggestions for the near future should be 
contemplated. Additionally, previous and ongoing waves of fiscal and taxation law reform 
create a growing financial strain on public finance, especially financial burdens of various 
localities in China.7 This article further examines these two interconnected issues in the 
context of China’s strong but stable economic development incentives to solidify political 
reform and improve the livelihood of the general public in China. Particularly, this article 
discusses the implications and ramifications of transfer pricing under China’s 
international tax reform framework. Additionally, this article adds a seasoned discussion 
on China’s tax judicature reform with the hope of adding a “small weight” to the growing 
belief that reform of fiscal and taxation law is serious and imminent.  

This article is further organized into six parts as follows. Part I introduces thoughts 
and background for fiscal and tax reform. Part II reviews the challenges facing the status 
quo of China’s fiscal and taxation legal system, especially after over twenty years of 
implementing the 1994 Tax sharing scheme, which may have hastened a long-term trend 

                                                        
6 Daniel Rosen & BAO Beibei, China’s Fiscal and Tax Reforms: A Critical Move on the Chessboard, 

available at http://rhg.com/notes/chinas-fiscal-and-tax-reforms-a-critical-move-on-the-chessboard (last visited 
Jun. 30, 2016). 

7 See generally in LU Yingqiu & SUN Tao, Local Government Financing Platforms in China, A Fortune 
or Misfortune?, available at https://www.imf.org/external/pubs/ft/wp/2013/wp13243.pdf (last visited Jun. 30, 
2016). 
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toward the unbundling of revenue-oriented centralization efforts and a shift from a 
planned tax incentives policy setting for foreign direct investments (“FDIs”) towards a 
free market-friendly system of taxation system. It also observes major imperfections of 
the reform, which may jeopardize a sturdy and sustainable fiscal system for adding 
resources more nimbly in an intricate and stimulating growth milieu. Part III further 
proposes a few analytical ideas for reform, ranging from the feasible, to the plausible, to 
the speculative, if not impossible. These propositions include refining supportive fiscal 
and tax policies for synchronizing the internationalization of Chinese currency, an 
emphasis on cultivating an environment-friendly tax program, a realistic yet promising 
tax treatments network to promote the philanthropic culture and nonprofit organizations, 
and perhaps a more active role in participating and structuring international tax orders. 
Part IV explains the argues that China’s efforts for reforming its fiscal and taxation legal 
system should be coupled with considerations from an international perspective, 
especially from the example of the transfer pricing layer of safeguarding interests with 
initiatives originated from BEPS Action Plan and intra-group services of multinational 
companies. Part V discusses the reform on tax judicature with a few proposals on the tax 
court construction, which has aroused debates in China in the past years. Part VI 
concludes that some of viewpoints herein.  

I. DEBATE ON THE STATUS QUO AND FLAWS EMBEDDED 

China’s most recent fiscal and tax law system reform in 1994 established a 
tax-sharing scheme (fenshuizhi), categorizing separate revenue pools and sources for 
central and local public finances. Admittedly, the 1994 overhaul was originally coined 
from deep anxieties regarding China’s centralization efforts on losing financial and 
administrative control over diversified provincial jurisdictions.8 Although such concerns 
might arise from various grounds, after two decades of operation, the original focus and 
causes for strengthening centralized control have been gradually achieved, if not 
perfectly.9 However, if the ultimate ambition of the 1994 tax-sharing scheme is limited to 
unlimitedly securing centralistic authority and invigorating state macro-control, the 
advantage of constructing a “rule of law” order under the Decision in the fiscal and tax 
law arena means to be somewhat nebulous. Further, the ambition of realizing an equal 
and just society of Pareto optimality would therefore be tenuous. Moreover, the omission 
of balance in terms of financial authority and administrative hierarchy among provincial, 
city, and township levels worsens the irregular central-provincial dichotomy,10 let alone 
                                                        

8 WANG Shaoguang, China’s 1994 Fiscal Reform: An Initial Assessment, discussing background and 
preliminary review on pros and cons of the reform, available at http://www.cuhk.edu.hk/gpa/wang_files/ 
1994.pdf (last visited Jun. 30, 2016). 

9 Id. at 3−4. 
10 See generally in Christine P.W. Wong, Central-Local Relations Revisited: The 1994 Tax Sharing 

Reform and Public Expenditure Management in China, available at http://www.cuhk.edu.hk/gpa/wang_files/ 
C%20Wong%202000.pdf (last visited Jun. 30, 2016). 
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the under-protected taxpayers’ rights and relief seeking.  
China’s fiscal and taxation law framework is forcefully tinted by different stages of 

social and economic development considerations. Mostly, for the past three decades, 
China’s growth-friendly and revenue-collection-oriented fiscal and tax legal incentives 
serve in preference to coastal areas, redistribute tax revenues, and guarantee economic 
benefits from the stance of a net capital importer state. Based on the fiscal and tax law 
reform, international trade surplus, and FDIs (inbound and outbound) to and within China, 
the evolution of Chinese tax law framework displays notable flaws or patterns in a few 
areas.  

A. State and Local Budget Management and Transparency 

Plagued by shortages of openness and transparency, China’s state budget management 
welcomes measures that will help regulate ill-configured legislative and budgetary power 
imbalances and lack of clarity. The recent amendments to the PRC Budget Law11 receive 
warm policy feedbacks, but several scholars viewed such amendments as having fallen 
short of targeted expectations.12 With a tradition of an institutionally planned economy 
and a centralized condition, China’s state budget exist as a systematic tool to carry out the 
country’s political decisions, balance allocable revenues, and preserve stability. The 
budget management also sets limitations on types of revenue and state credits, and may 
authorize debt financing for certain projects and activities.13 

The PRC Budget Law assigns the legislative power of budget preparation and 
approval by the people’s congresses, both at the central and local levels; however, in 
practice, the Ministry of Finance or local bureau of public finance dominates and controls 
budget preparation, execution, and treasury fund distribution. This executive-styled 
model further jeopardizes the tapered budget supervision and threatens the auditing power 
of the people’s congresses.  

The Chinese budget system should support a transparent, legislature-led separation of 
powers in the budgetary approval process upholding integrity, control, and 
accountability.14 In particular, the people’s congresses at all levels needs to have the 
opportunity and resources to effectively examine and approve relevant fiscal and 

                                                        
11 See New Budget Law to Improve Efficiency: Officials, discussing the prospects and problems for 

strengthening Chinese budget legislation reform, available at http://news.xinhuanet.com/english/china/ 
2014-09/22/c_133663533.htm (last visited Jun. 30, 2016). 

12 Jeanny Yu, China Changes Budget Law to Relax Rules on Local Government Bonds Sales, available at 
http://www.scmp.com/news/china/article/1582512/china-changes-budget-law-relax-rules-local-government- 
bond-sales (last visited Jun. 30, 2016). 

13 Id. 
14 See generally in DENG Shulian, PENG Jun & WANG Cong, Fiscal Transparency at the Chinese 

Provincial Level, available at http://www.internationalbudget.org/wp-content/uploads/Fiscal-Transparency- 
at-the-Chinese-Provincial-Level.pdf (last visited Jun. 30, 2016). 
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budgetary reports that it deems necessary.15 Fiscal reports should not only be made 
publicly available, but the Ministry of Finance should also actively promote an 
understanding of the budget process by individual citizens and non-governmental 
organizations for public scrutiny.  

The key function of a transparent budget management system is to streamline the 
budget preparation process and restrain over-budget spending and revenue.16 China 
should introduce a balanced, medium-term budgetary framework (for example, a 
two-year plan) buttressed on economic assumptions but beyond the yearly budgetary 
cycle. Therefore, a cyclical budget balance mechanism could tailor fiscal budgets in 
accordance with economic cycles and prospects in the long term to improve the budgetary 
approval and treasury fund disbursement process. 

For treasury fund disbursement management, China should consider adopting a 
practice similar to the Treasury Single Account (TSA) system of public funds 
management to enhance efficiency and effectiveness of public financial control.17 The 
TSA system has been proved to be working well in the US and to ensure effective 
aggregate control over government cash balances. Briefly, the TSA is a unified structure 
of government bank accounts that gives a consolidated view of government cash 
resources.18 The TSA is a bank account or a set of linked bank accounts through which 
the government transacts all its receipts and payments and gains a consolidated view of 
its cash position at the end of each day.19 

A fully-fledged TSA system might be too overwhelming for China, although the TSA 
has been proven effective in a few developing countries as well.20  Admittedly, a 
TSA-type scheme in China can at least drive the people’s congress to consolidate and 
supervise government cash resources comprehensively and encompass all government 

                                                        
15 China’s National People’s Congress releases annual report on central and local budgets, available at 

http://www.chinadaily.com.cn/china/2015twosession/2015-03/17/content_19835875.htm (last visited Jun. 30, 
2016). However, governments at municipal or county levels are reluctant to publish their annual report either 
online or through official media.  

16 See generally SUN Yuhua, Role of People’s Congress in Minhang Performance Budgeting Reform, in 
LIU Xiaonan eds. Public Budgeting Reform in China Theory and Practice, Springer, at 138−140 (2015). 

17 For a general introduction on TSA, see Sailendra Pattanayak and Israel Fainboim, Treasury Single 
Account: Concept, Design, and Implementation Issues (IMF working paper series), available at 
https://www.imf.org/external/pubs/ft/wp/2010/wp10143.pdf (last visited Jun. 30, 2016). 

18 For a conceptive summary of TSA and its functionality, see generally Sailendra Pattanayak and Israel 
Fainboim, Treasury Single Account: An Essential Tool for Government Cash Management (IMF working 
paper series), available at https://www.imf.org/external/pubs/ft/tnm/2011/tnm1104.pdf (last visited Jun. 30, 
2016). 

19 Id.  
20 For TSA implementation experience and practice in Africa, see generally in Ali Hashim, A Handbook 

on Financial Management Information Systems for Government, available at http://www.fotegal.org/ 
documentos/biblioteca_virtual/AFRICA%20HANDBOOK%20%20-%20IFMIS%209-30-14%20web.pdf 
(last visited Jun. 30, 2016). 
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cash resources, both budgetary and extra-budgetary. To this end, the TSA system in 
China may help improve appropriation control, operational control during budget 
execution, bank reconciliation, and quality and accuracy of fiscal data. 

The other side of budget transparency is financing demands of local governments, 
which are trapped by deficiencies in financial intakes or entangled with critical financial 
support.21 Buttressed on the 1994 tax-sharing scheme, local governments progressively 
have been fronting tightened budgetary resources. Local governments, as major 
beneficiaries and collectors of direct tax, suffer both a shrinking direct tax base and 
interregional tax competition. However, after exploiting farming out local real estate 
development privileges, local governments find themselves in extraordinary predicaments 
to elaborate upon supplementary financing vehicles for functioning development and 
recognizable outstanding achievement for local officials’ promotion. For instance, 
governmental creditworthiness leveraged debt offering through local bond issuance 
obviously showcases a calculable option to rely on. The recent amendments to the Budget 
Law released in August 2014 have been viewed as liberalizing prior restrictions on local 
government self-financing, but such a claim deserves a second thought.  

In order to finance projects such as local greenfield investments or infrastructure 
construction, local government financing vehicles (LGFVs) are contemplated as the 
“camouflage” of a local government operating as a bond issuer.22 Usually, LGFVs are 
established and wholly owned by local governments to raise funds through bank loans for 
bond issuance. However, even LGFVs historically have some serious debt problems, as 
has been noted in many localities. Local governments are typically deprived of liabilities 
as a legal matter, since such notorious LGFVs indebtedness is costumed as a barely 
unsuccessful bank loan transaction.23  

Many legislative proposals have promoted bond issuance by local governments, the 
practice and initiative of which are said to soothe local financing pressures. However, 
given the documented failure of LGFVs’ performance, it appears that either LGFV debt 

                                                        
21 The approval of local bond issuance increased over the past four years. In 2011, the State Council 

approved bond issuance of four local governments: Shanghai, Zhejiang, Guangdong, and Shenzhen, and in 
2013, the provincial governments of Shandong and Jiangsu, and in 2014, four more localities were added: 
Beijing, Ningxia, Jiangxi, and Qingdao. For efforts and approvals made by China’s Ministry of Finance, see 
Notice on Experimental Measures on 2014 Local Government Bond Self-Issuance and Self-repayment (in 
Chinese), available at http://gks.mof.gov.cn/redianzhuanti/guozaiguanli/difangzhengfuzhaiquan/201405/ 
t20140521_1082114.html (last visited Jun. 30, 2016). 

22 See generally in Standard & Poor, China Local Government Financing Vehicles in Focus, Jul. 27, 2015, 
available at http://www.financeasia.com/News/400141,china-local-government-financing-vehicles- 
in-focus.aspx (last visited Jun. 30, 2016). 

23 See generally ZHANG Moran, China’s Local Government Financing Vehicles (LGFV): 7 Things You 
Should Know About China’s Local Debt Bomb, Sep. 27, 2013, available at http://www.ibtimes.com/ 
chinas-local-government-financing-vehicles-lgfv-7-things-you-should-know-about-chinas-1411694 (last 
visited Jun. 30, 2016). 
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or direct bond issuance in practice does not alleviate local financial deficiencies, in that 
failed greenfield investments funded by LGFV loans do not turn out to be profitable when 
they are financed through direct local government bond issues.24 This observation 
touches upon the fundamental issue of running a profitable local government.  

B. Tax Administration and Collection 

Given the flesh of optimizing tax revenue and gradually reforming the property tax 
system25 over the past decade, the tax administration and collection system in China is a 
cornerstone and bottleneck issue26 to materialize fiscal reform goals as designated in the 
latest Twelfth Five-Year Plan and in the Decision.  

China’s tax administration and collection system is unique in two ways. First, over 
70% of the tax revenue is generated through indirect tax, mostly from the value-added tax 
system (VAT); only approximately 25% of tax revenue is collected from direct tax, i.e. 
income tax, including less than 7% from individual income tax collection.27 Enterprises 
account for 90% of tax payment remittance while end consumers taken on the final tax 
burden. Obviously, the room or opportunity left for using individual income tax to adjust 
income inequality is quite limited, let alone the “imaginary” option of adopting a family 
reporting method. Therefore, it is with reasonable basis that, no matter how scientific 
streamlining the individual income tax system is or how advanced the tax collection 
approaches are, the function that direct (income) tax system serves is simply unable to 
accommodate the mission of adjusting income disparity and removing irregular 
redistribution.  

Second, China’s tax administration and collection system still dwells on the 
development stage of “indirect tax collection” and “interceptive withholding.” The 
administration of direct tax (income tax) is quite invasive and is lacking in itemization 
and consolidation for income tax collection and calculation. Even though an annual return 
filing system is in place, it is implausible that a tax return reporting system based on 
household income will be implemented in the near future. “Interceptive withholding” 

                                                        
24 Id.  
25 See generally Joyce Yanyun Man, China’s Property Tax Reform: Progress and Challenges, available at 

https://www.lincolninst.edu/pubs/dl/2022_1346_Chinas_Property_Tax_Reform.pdf (last visited Jun. 30, 
2016). 

26 See generally, China: Fiscal and Tax Reform Since the Third Plenum, published by UK Foreign 
&Commonwealth Office, available at https://www.gov.uk/government/publications/china-economy- 
fiscal-and-tax-reform-since-the-third-plenum/china-economy-fiscal-and-tax-reform-since-the-third-plenum 
(last visited Jun. 30, 2016). 

27 See generally, Analysis of China’s Public Finance (in Chinese), released by China’s Ministry of 
Finance, discussing the specific numbers and percentage of each type of tax accounting for the overall public 
finance revenue in China in the fiscal year of 2014, available at http://www.ctaxnews.com.cn/ 
shujuku/shuju/201501/t20150130_54386.htm (last visited Jun. 30, 2016). 
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emphasizes that the current tax administration only focuses on cash flow for tax 
collection rather than on stocking goods, equity transfer, and capital flow.28  

China aims to achieve a structural tax cut and decreasing income disparity. To this 
end, the reform of the tax collection system should be advanced to reflect transactional 
details and promote social justice, on which the fiscal and tax system reform relies.29 
Although a computerized collection system has been implemented for over twenty years, 
China should adopt the practice of learning from the trial-and-error of outdated tax 
collection, and enforce less administrative intervention in collection activities to avoid 
suppressing legal vitality and corruption.30  

C. The Transfer Payment System and Decentralization Hurdles 

Local public finance and borrowing under the existing transfer payment system 
should be improved in China under the tax-sharing scheme.31 The 1994 tax sharing 
scheme centralizes a larger portion of revenue to the central government and creates 
limited access to tax proceeds for local governments, which have turned to alternatives to 
meet budgetary goals, and taken increased social-service obligations in the past two 
decades, such as increasing sales of cultivable farmlands to commercial developers.32 
Moreover, The Decision further reiterates China’s strategies for promoting urbanization 
and improving consolidation of rural development. However, most local governments are 
not allowed to borrow directly from banks or through bond issuance without express 
approval by the State Council, although special-purpose local financing vehicles are 
manipulated to get around limits to minimize ballooning debt levels.33 The dilemma 
created thereby has somewhat induced twisted abuses in local land sales and entrenched 
resentment from local residents facing soaring housing prices.34 

                                                        
28 For a detailed review of China’s personal income tax history, reform and questions, see generally, LI 

Jinyan, China’s Individual Income Tax: A 26-Year-Old Infant, available at https://apps.osgoode.yorku.ca/ 
osgmedia.nsf/0/018EB5B8BE2597FF852571CE005962EA/$FILE/26%20year%20old%20IIT%20%282006
%29.pdf (last visited Jun. 30, 2016). 

29 See generally, CUI Wei, Administrative Decentralization and Tax Compliance: A Transactional Cost 
Perspective, 65(3) University of Toronto Law Journal, available at http://papers.ssrn.com/sol3/ 
papers.cfm?abstract_id=2536881 (last visited Jun. 30, 2016).  

30 See generally, Jane Winn and Angela ZHANG, China’s Golden Tax Project: A Technological Strategy 
for Reducing VAT Fraud, 4 Peking University Journal of Legal Studies, (2013).  

31 See generally, ZHOU Tianyong, The China Dream and the China Path, in Series on Chinese 
Economics Research, Vol. 4, World Scientific, at 172 (2013), discussing the division of the affair and 
expenditure scope of central and local governments in China.  

32 Id.  
33 See generally ZHANG, fn. 23.  
34 See generally W. Raphael Lam & Philippe Wingdender, China: How Can Revenue Reforms Contribute 

to Inclusive and Sustainable Growth, IMF Working Paper Series WP/15/66, discussing how local 
governments twistedly benefit from local land sales while contributing to the startlingly high housing prices, 
available at https://www.imf.org/external/pubs/ft/wp/2015/wp1566.pdf (last visited Jun. 30, 2016). 
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Realistically there is a slim change of dismantling the existing tax-sharing system to 
bring more revenue to local governments. China is in a position to expand current trial 
programs allowing more local governments to issue bonds,35 which was a reserved 
privilege for the central government.36 Currently, there are ten fiscally strong provinces 
and cities that can temporarily issue bonds;37 however, even if the approved quota 
thereof increases, the total amount may still represent a tiny portion of the estimated local 
government debts of over RMB 20 trillion, much of which may be hidden from accurate 
bookkeeping and accounting. 38  Urbanization undertaking and lowering pernicious 
income disparity should by the priority focus of the central government on profligate 
local officials.  

China should continue designing effective measures to promote the inter-province or 
inter-city transfer payment system to balance irregular development within China.39 For 
instance, the 1994 tax-sharing scheme soundly resolved the discrepancy between the 
central and provincial governments; however, such schemes notoriously discarded the 
balance of a 5-tier public finance hierarchy among provincial, city, county, and township 
levels, as well as the interaction between taxpayers’ rights and obligations. China very 
likely will not see a Detroit-style default by local governments,40 although the weak 
standalone credit quality of manipulated local financing vehicles may pose a danger to 
banks, as well as central and local governments. 

II. PROPOSALS FOR REFORM PATHS FORWARD 

The observation of the status quo of fiscal and tax law system helps China better 
attain and execute a profound tax system to materialize goals highlighted in The Decision 
as well as to tackle new tests arising therefrom. Any projected fiscal and tax law and 
policies reform does not stand alone, and more pronouncedly, must utilize the fiscal 
tradition evolved over the past three decades. Such fiscal and tax law pitches should be 
embedded in China’s multifaceted economic landscape in the medium- or long-run, such 
as the internationalization of the Chinese Renminbi or RMB, which was included in the 
International Monetary Fund Special Drawing Rights (“SDR”) currency basket with a 
                                                        

35 See generally ZHANG, fn. 23.  
36 See YU, fn. 12.  
37 Id. 
38 See generally Bloomberg News, China Said to Peg Local Debt Swap Program at RMB 15 Trillion, Dec. 

2, 2015, quoting state news agency Xinhua that RMB 24 trillion of debt had been accumulated by local 
authorities as of the end of 2014, available at http://www.bloomberg.com/news/articles/2015-12-02/ 
china-said-to-peg-local-government-debt-swap-program-at-15t-yuan-ihomcrti (last visited Dec. 15, 2015). 

39 See LU & SUN, fn. 7 at 22−23, proposing measures for China to ensure the sustainability of land 
capitalization process.  

40 See Tom Watkins, President XI: Stop By Detroit for Lessons Learned From Our Bankruptcy, discussing 
lessons and experiences for a developing China to adopt for local finance reform, Sep. 18, 2015, China-US 
Focus, available at http://www.chinausfocus.com/foreign-policy/president-xi-stop-by-detroit-for-lessons- 
learned-from-our-bankruptcy/ (last visited Jun. 30, 2016). 
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10.92% weighting in the basket.41 This article provides that the reform of the fiscal and 
tax system for the near future should consider the following four-layer proposals, ranging 
from the feasible, to the plausible, to the pragmatic. 

A. Promoting the Internationalization of Renminbi and Commitments to Innovative 
Reform in Free Trade Areas 

Promoting the fiscal and tax system reform gradually through the establishment and 
deepening reform of free trade areas should be an efficient measure, both in experimental 
and pragmatic values.42 It would be too ambitious or striking to design an immediately 
executable fiscal and tax reform plan all over China. Tailored and pertinent incentives 
should be prioritized for special economic zones of national interests,43 such as the 
Shanghai Pilot Free-Trade Zone (Shanghai FTZ) established in September 2013.44 The 
mission of the Shanghai FTZ is to liberalize investment, trade interest rates, and 
accelerate development of financial sectors. In this connection, a series of preferential 
customized tax incentives should be further administered and applied to accommodate 
goals thereof, including payment of income tax by installments for certain assets, export 
rebates for finance leases, exemption of import tariffs for imported machinery and 
equipment, and extended tax holidays for specified industries such as financial services, 
leasing, TMT, etc.45 

Another similarly vital zone is the Qianhai Shenzhen-Hong Kong Modern Service 
Industry Cooperation Zone (“Qianhai”) located across the borders of Shenzhen and Hong 
Kong.46 Given Qianhai’s geographical merits and Hong Kong’s prominence as an 
international hub for offshore Renminbi capital reserves, financial services, international 
                                                        

41 See SDR Inclusion Positive for the RMB and High Quality RMB Bonds, published by Income Partners, 
Dec. 1, 2015, available at http://www.incomepartners.com/sites/default/files/SDR_Inclusion_Positive_for_ 
the_RMB_and_High_Quality_RMB_Bonds%20.pdf (last visited Dec. 15, 2015). 

42 See Toh Han Shih, Shanghai Free-trade Zone Tax Reform to be Applied Across Mainland China, Apr. 
10, 2015, discussing how a tax reform hatched in the Shanghai Free-trade zone aimed at encouraging 
entrepreneurs is being applied across China’s mainland, available at http://www.scmp.com/ 
business/china-business/article/1763491/shanghai-free-trade-zone-tax-reform-be-applied-across (last visited 
Jun. 30, 2016). 

43 For a series of analysis and report on tax reform relating to China free trade areas, see Deloitte’s 
China’s Pilot FTZs, Business Regulation and Tax Newsflash, available at http://www2.deloitte.com/ 
cn/en/pages/tax/solutions/business-regulation-and-tax-newsflash.html (last visited Jun. 30, 2016). 

44 See J.P. Morgan Co., China: Highlights of the Shanghai Free Trade Zone, Asia Pacific Economic 
Research, discussing encouraging policies at Shanghai Free Trade Zone, available at 
https://www.jpmorgan.com/cm/BlobServer/China_Highlights_of_the_Shanghai_Free_Trade_Zone.pdf?blobk
ey=id&blobwhere=1320623477943&blobheader=application/pdf&blobheadername1=Cache-Control&blobhe
adervalue1=private&blobcol=urldata&blobtable=MungoBlobs (last visited Jun. 30, 2016). 

45 Id.  
46 See Allison Jackson, What Qianhai Means for Hong Kong, Nov. 26, 2013, discussing Qianhai’s 

location, prospects and reform proposals as well as Hong Kong’s feedback due in terms of policy and 
regulations, available at https://www.thefinancialist.com/china-is-finally-ready-for-real-currency-reform- 
the-future-of-hong-kong-hangs-in-the-balance/ (last visited Jun. 30, 2016). 
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settlement, and supply chain management, Qianhai’s experimental significance for 
reforming the tax and financial sectors should be further explored.47 Tax incentives 
should be innovatively designed to keep the offshore Renminbi settlement system robust 
and to encourage free flow and full convertibility of capital denominated in Renminbi,48 
such as extended tax holidays for investment in the form of outbound Renminbi capital 
account, zero tax for profits from Renminbi capital invested in supply chain or financial 
service industries, and creating banking services to facilitate cross-border financing, etc.49 

Qianhai’s tax policies should also be commensurate with the cutting-edge dispute 
resolution mechanisms such as adopting Hong Kong arbitration rules; therefore, tax 
collection and administration could be less venerable in enforcement or be occupied more 
with predictability. Furthermore, tax incentives applying in Qianhai should help promote 
Renminbi internationalization and achieve the full convertibility of the RMB under capital 
account for certain industries, which the Shanghai FTZ also targets to accomplish. 
Chinese leaders should weigh in to better exploit the advantages of Qianhai for sampling 
local tax system reforms.50 

B. Honoring a Comprehensive Carbon Tax System for  
Circumventing Worsened Pollution 

China has made vast strides in environmental protection in the past decade.51 The 
Decision further indicates that “ecological civilization” plays a key development goal for 
                                                        

47  See generally, Qianhai Taking RMB Internationalization to the Next Level, available at 
http://www.nzcta.co.nz/chinanow-commentary/1555/qianhai-taking-rmb-internationalisation-to-the-next-level/ 
(last visited Jun. 30, 2016). 

48  See generally, Tax Incentive for the Qianhai Shenzhen-Hong Kong Modern Service Industry 
Cooperation Area, published by Baker & McKenzie, available at http://www.lexology.com/library/ 
detail.aspx?g=c9b89a43-dfbe-4d8c-b435-7c7e15e29408 (last visited Jun. 30, 2016); see also Qianhai — An 
Attractive Chinese Location for Foreign Investment, PWC Asia-Pacific News Alert, available at 
http://www.pwc.com/us/en/tax-services-multinationals/newsletters/asia-pacific-tax/qianhai-attractive-chinese-
location-foreign-investment.html (last visited Jun. 30, 2016). 

49  See generally King &Wood Mallesons, Channels for Cross-Border Fund, China Law Insight, 
published by a China-based international law firm King &Wood Mallesons, May 11, 2015, available at 
http://www.chinalawinsight.com/2015/05/articles/finance/channels-for-cross-border-fund/ (last visited Jun. 30, 
2016). 

50 See generally Qianhai Touts Tax, Land Incentives to Attract More Investment, China Daily, Dec. 5, 
2015, available at http://europe.chinadaily.com.cn/business/2014-12/05/content_19030092.htm (last visited 
Jun. 30, 2016). 

51 See generally, China’s Environmental Protection and Social Development, CCICED Task Force 
Summary Report, available at http://www.cciced.net/encciced/policyresearch/report/201412/ 
P020141219325744337876.pdf (last visited Jun. 30, 2016); See also, China National Environmental 
Protection Plan in the Eleventh Five-years Plan (2006−2010), published by the State Council of People’s 
Republic of China, available at http://english.mep.gov.cn/down_load/Documents/200803/ 
P020080306440313293094.pdf (last visited Jun. 30, 2016); see also, China’s Environment: Big Issues, 
Accelerating Effort, Ample Opportunities, published by Goldman Sachs Co., Jul. 13, 2015, available at 
http://english.mep.gov.cn/down_load/Documents/200803/P020080306440313293094.pdf (last visited Jun. 30, 
2016). 
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China. Various methods are being tested to curb harmful emissions, for example, a 
cap-and-trade system is already in place in Shenzhen, Guangdong Province, and is slated 
to expand to another six pilot regions.52 

China has announced its commitment to implementing a national cap-and-trade 
system for greenhouse gas emissions in 2017.53  Despite bifurcated discussions on 
preferring either a cap-and-trade system or the carbon tax scheme, the carbon tax, as a 
market-based solution with sound merits, should be considered as an incentives-based 
anti-pollution strategy that might be supplemental in penetrating the entire Chinese 
economy. If the carbon tax measures are designed to be revenue-neutral and offset by 
rebates to end consumers,54 by business tax reductions or by subsidies to the hardest-hit 
industries, a carbon tax might not hurt industry and growth, and its negative impact on the 
economy would be muted. Arguably, the carbon tax, a fixed charge per tonne of carbon 
emitted by industrial polluters, should be promising and easier to implement under the 
current tax administration, technological advancement, and environmental protection 
structure.55 

Given the rivalry of a carbon tax schemes and a cap-and-trade system, a carbon tax 
would clearly benefit the economy in a supplemental role and generate more revenue for 
China. In particular, first, a carbon tax would encourage gains in overall efficiency by 
spurring the adoption of more advanced technology.56 With productivity growth slowing 
down, raising the cost of energy would force broader rationalization in many pockets of 
Chinese industry, including steel and cement where highly inefficient producers continue 
to operate.57 A carbon tax would strengthen China’s sustainable growth and improve 

                                                        
52 See Munnings, Morgenstern, WANG and LIU, Assessing the Design of Three Pilot Programs for 

Carbon Trading in China, Chapter V, Discussion Paper publishes by Resources for the Future, available at 
http://english.mep.gov.cn/down_load/Documents/200803/P020080306440313293094.pdf (last visited Jun. 30, 
2016). 

53  See China Commits to Cap & Trade, available at http://www.carbontax.org/blogarchives/ 
2015/10/06/china-commits-to-cap-trade/ (last visited Jun. 30, 2016). 

54 See generally George P. Shultz & Gary S. Becker, Why We Support a Revenue-Neutral Carbon Tax, 
available at http://www.wsj.com/articles/SB10001424127887323611604578396401965799658 (last visited 
Jun. 30, 2016). 

55 See Alvin Powell, Carbon Tax for China?, Harvard Gazette, Dec. 17, 2013, discussing general pros 
and cons of carbon tax in China, available at http://news.harvard.edu/gazette/story/2013/ 
12/carbon-tax-for-china/ (last visited Jun. 30, 2016). 

56 See Frederic Neumann & Wai-Shin Chan, For China, Benefits of Carbon Tax Far Outweigh the Costs, 
South China Morning Post, Nov. 11, 2013, available at http://www.scmp.com/comment/insight-opinion/ 
article/1353521/china-benefits-carbon-tax-far-outweigh-costs (last visited Jun. 30, 2016); for a general 
discussion on carbon tax pros and cons, see also, Reuven S. Avi-Yonah & David M. Uhlmann, Combating 
Global Climate Change: Why a Carbon Tax Is a Better Response to Global Warming than Cap and Trade, 
28(1) Stan. Envtl., L.J., 3 ‒ 50 (2009), available at http://repository.law.umich.edu/cgi/viewcontent. 
cgi?article= 1051&context=articles (last visited Jun. 30, 2016). 

57 Id., Neumann & Chan.   
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productivity growth;58 therefore, it would help China in switching from the controversial 
labor-intensive growth model to an environment-friendly, laborsaving, and 
efficiency-driven one.59 

Second, a carbon tax system may mildly increase government revenues conditioned 
upon reasonable enforcement measures.60 Extra revenue generated therefrom might be 
used to alleviate the “transitional” deficiencies that structural reforms inevitably entail in 
industry upgrades.61 Moreover, the central and local government could share a certain 
percentage of the extra revenue, reducing local governments’ reliance on land sales at 
inflated prices to plug budget gaps.62 Third, a carbon tax would help better handling 
usage of origins of emission such as fossil fuels and other unnecessary resources, inter 
alia, assure cost certainty.63 A carbon tax system may maintain overseas energy sourcing 
at a reasonable pace and ensure more capital is well spent domestically, which is 
constructive to China’s economic reforms. 

Under China’s environmental protection scheme, together with cap-and-trade 
designing, a carbon tax may help businesses and investments in the long run, rather than 
intensifying burdens of operation. Moreover, environmental degradation in recent years, 
including air pollution, is playing a critical role in adding healthcare expenses to the 
general public. China just needs to use carbon tax as a motivation to allocate investments 
and resources wisely to eventually attain the goal of ecological harmony.  

C. Advocating a Philanthropic Culture and Lowering Income Disparity 

China’s fiscal and tax law reform should aim to lessen income disparity and facilitate 
income redistribution to realize social justice and equity. Justifiably, Chinese citizens’ 
perception of the rich has been different and subtle, given the suspicion that the rich 
cultivate wealth through unethical rent-seeking activities, business misconduct, or 
corruption. The philanthropic tradition and culture were squandered by uncivilized 
spending behavior and celebrity donation scandals.64 The nouveau riche ostentatiously 
flaunts wealth and expresses a lack of sensitivity to the struggling ordinary workers, 
migrant laborers, and countryside farmers. Therefore, specific types of tax such as real 
estate tax (property tax) or inheritance tax should be adopted to realize fairer policies, 
                                                        

58 See generally, ZHOU Ke, ZHANG Huicong & Josef Baum et al, The Evolution of Policy and Law for 
Sustainable Development in China, 9(3) Frontiers of Law in China, (2014), available at http://www.law.ruc. 
edu.cn/uploadfile/20149/201492914511673499.pdf (last visited Jun. 30, 2016). 

59 See Neumann & Chan, fn. 56. 
60 See Avi-Yonah & Uhlmann, fn. 56 at 40. 
61 Id.  
62 See Part II for a general discussion on strengthening local financing in China. 
63 See Avi-Yonah & Uhlmann, fn. 56 at 41.  
64  HU Tianlong, An Egg vs An Orange: A Comparative Study of Tax Treatments of Nonprofit 

Organizations, 10(1) Frontiers of Law in China, 163−166 (2015), available at http://www.law.ruc.edu.cn/ 
uploadfile/20153/20153231519673499.pdf (last visited Jun. 30, 2016). 
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promote income redistribution, and more importantly, support a stable social security and 
pension scheme to remedy the disadvantages of China’s rapidly ageing society. 

The tax treatment of nonprofit organizations in China, which is the crucial component 
to constructing a nonprofit sector, is quite unsophisticated and short of practical 
significance. Echoing China’s success in economic growth in the past decades, laws on 
Chinese tax typically focus on tax incentives for foreign direct investment and tax 
policies catering to economic development.65 This shortage shows the prejudice against 
the nascent nonprofit sector as a partner of the state. Moreover, under the rule of law 
construct in the past decade and as acclaimed in the Decision,66 China might not 
modernize its nonprofit sector through an “all-in” charity code or unrealistically cultivate 
expansive grassroots NGOs.67 Regulations on tax treatments of the nonprofit sector have 
to embody a down-to-earth understanding of China’s legal and political settings. 
Additionally, commercial implications of the nonprofit sector invite details of tax 
treatments. The profitable potential of nonprofit organizations as foreign investment 
vehicles may induce inappropriate tax planning activities. Therefore, it is never too late to 
develop a tax framework for the nonprofit sector.  

The expansion of the nonprofit sector in the past decades has resulted in many 
problems with its tax framework. Doubting the suggestion of promulgating a 
comprehensive charity law, the author does not suggest any unrealistic idea of 
transplanting all valid and enabling values under established systems such as the U.S. tax 
exemption model to China. The prime incentive for the tax deduction has not been solidly 
rooted in the general public. There is a lack of a stimulating push for the State 
Administration of Taxation (SAT) and Ministry of Civil Affairs (MCA) to adopt a 
systematic responsive reform measures. However, some positive reforms especially 
regarding tax exemption and tax deduction in the nonprofit sector are more 
implementable and manageable. Therefore, to construct a tax system for the nonprofit 
sector embracing maturity, objectivity, flexibility, and accountability, the following 
should be resolved.68 

First, the public benefit or charity purpose of nonprofit organizations has not been 
coherently defined. This confusion predictably inhibits the development of the nonprofit 
sector by stalling interested corporate and individual donors to take exemption and tax 
deduction.  

Second, China has not set up an enforceable fiscal incentive system to promote 
charitable donations. The administrative procedure of obtaining a tax exempt certificate is 
                                                        

65 Id.  
66 See YANG, fn. 2; see generally, ZHANG Xiang, Rule of Law to Help China’s Diplomacy, China Daily, 

Oct. 31, 2014, available at http://www.chinadaily.com.cn/china/2014-10/31/content_18834859.htm (last 
visited Jun. 30, 2016). 

67 See HU, fn. 64 at 165‒166. 
68 Id.  
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arduous and discourages donors from donating or causes them to abandon obtaining the 
certificate, which worsens efforts to modernize the scheme.  

Third, there are still burdensome requirements for the application and registration of 
nonprofit organizations, such as dual management, high threshold of capital endowment 
for foundations, and prohibition on cross-regional development. 

Fourth, the administration and supervision of internal management, human resources, 
and financial and accounting management of nonprofit organizations are very weak. 
China’s complex administrative system for the nonprofit sector, including the MCA, 
MOF, and the SAT, is not the best at managing fund raising, appropriate use of donations, 
and profiteering from donations. Corruption has also been a major concern of the general 
public that discourages them from making donations.  

Fifth, the determination of tax-exempt status and review of such status is ad hoc and 
different from locality to locality. Such irregularities invite unethical manipulation of tax 
preferential policies, and create resistance to making donations through locally available 
venues. The qualification requirement to enjoy the benefit of tax exemption should be 
objective and subject to a minimum level of administrative discretional review. 
Meanwhile, as an outcome-based set of measures, it should enable the nonprofit sector to 
adapt to the latest economic development settings and strike a continuous balance 
between external regulation and internal government.69 

Therefore, China’s fiscal and tax law designers should focus closely on the 
development of a tax incentive framework for NGOs and charitable donations, not only 
for promoting a robust social welfare system, but also for maintaining the bottom-line 
social consciousness to build up a philanthropic culture and tradition, so as to promote a 
harmonious society.  

D. Voicing China’s Position in Structuring International Tax Orders 

An evidentiary lynchpin pointing at China’s mighty economic advances is its 
gradually increasingly important character as an active international tax order participant. 
For instance, China should play a more concrete role in designing and maintaining 
reasonable stability in the international tax arena.70 Additionally, China has been a 
driving force in the G20 in the context of BEPS and the Global Forum on Fiscal 
Transparency Framework.71  Active participation by China in the 2013 G20 BEPS 
implementation plan manifests China’s initiative, assured willingness, and commanding 
position thereof. 
                                                        

69 Id. at 200‒202.  
70 HU Tianlong & LI Na, China Tax Treaty and Policy, Development and Updates, in Yariv Brauner & 

Pasquale Pistone eds. BRICS and the Emergence of International Tax Coordination, IBFD, at 181‒182 
(2015). 

71 For a general introduction of the forum, see OECD’s about the forum, available at http://www. 
oecd.org/tax/transparency/abouttheglobalforum.htm (last visited Jun. 30, 2016). 
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Notwithstanding China’s recurrent efforts to attract FDIs, previously acclaimed tax 
incentives for FDIs have been progressively abolished, removed, or revised at large 
especially after the passage of the Enterprise Income Tax Law (2007) and for the 
fulfillment of WTO Protocol. Moreover, China faces an inspiring challenge China to 
safeguard its fiscal interests as more Chinese-owned capital goes overseas for business 
opportunities and investments. Therefore, the G20 in the context of BEPS and framework 
alike provide China an unprecedented task for participating in international rule making, 
and fuels leadership in its implementation.72 

Looking back, the international application of Chinese fiscal and tax laws is 
characterized and inspired by the hybrid influence of the various international model 
treaties and China’s indigenous features in terms of economic and political orientation. 
On one hand, China concluded different, specific tax practices with developed (typically 
OECD members) and developing countries (South American, African, and Southeast 
Asian states). For example, however, even for different OECD member countries, China 
either designed or reserved certain provisions and adopted various approaches especially 
upon recent renegotiations. A resident of Mexico may not qualify for the limitation on 
benefits (LOB) related to treaty reliefs73  while residents of other OECD Member 
countries may. On the other hand, such hybrid influence goes beyond mere incorporation 
of international tax model provisions. Many principles, guidelines, and conceptions 
borrowed therefrom have been embedded into China’s international tax practices such as 
treaty negotiation.  

Gradually, China’s fiscal and tax law reform should pay close attention to and 
re-evaluate China’s international tax positioning given its emergence as a growing capital 
exporter rather than a mere capital receiver or importer. One driver of this change is 
China’s significant foreign exchange reserves, which invite the use of conduits for 
Chinese capital to be reinvested in China via overseas investments. Another force is that 
enterprises controlled by Chinese capital go abroad to invest in a myriad of enticing 
acquisitions and profitable businesses, putting China at the front of international tax 
policy negotiations. For example, the majority of China’s recent international treaty 
renegotiations have removed the tax-sparing clause and reduced the withholding tax rate 
on direct dividends, and this trend will likely continue. Moreover, international tax treaty 
provisions recently concluded exhibit noteworthy differences from those contracted to in 
the 1980s and 1990s. For example, general anti-avoidance rules (GAAR), controlled 
                                                        

72  See International Tax: OECD and G20 BEPS Action Plan Overview, available at 
https://www.osler.com/en/expertise/in-focus/international-tax-oecd-and-g20-beps-action-plan-o (last visited 
Jun. 30, 2016).  

73 See Notice of the State Administration of Taxation (SAT) on Explanation of Several Clauses of Sino- 
Mexico Tax Treaties and Protocols, Guo Shui Han 2007-131, effective as of Jan. 28, 2007, detailing 
categories and restrictions on the application of LOB clause contained in the Sino-Mexico Tax Treaty, which 
became effective as of Jan. 1, 2007, available at http://www.chinaacc.com/new/63/67/107/2007/2/ 
wa6803292398270027946-0.htm (in Chinese) (last visited Sep. 1, 2014).  
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foreign corporation (CFC) rules, abolishment or removal of certain tax incentives, and tax 
holidays were all directly raised in recent tax treaty negotiations and implementations.74  

Last but not least, the evolution of international tax policies between China and its 
trade partners such as OECD member countries witnesses a broader scope of source 
taxation, especially comparing those with non-OECD developing countries or countries 
with less sophisticated tax regimes. Provisions relevant to tightened compliance 
requirements and adoption of anti-abuse rules can substantiate this claim.75 This trend is 
worthy of closer observation. Moreover, China’s economic growth may promote tax 
treaties practices in some senses. Based on approximately RMB 11 trillion of tax revenue 
in 2013,76 China needs to be flexible yet aggressive in negotiating international tax treaty 
provisions, and be a smarter international tax order participant.  

III. RESTORING CHINA’S TAX JUDICATURE SYSTEM REFORM 

China has successfully endured an overwhelming judicature reform in the past three 
decades.77 As an indispensable component of China’s judicature overhaul, the reform of 
the Chinese tax judicature system has been complicated yet promising. “China’s tax 
judicature must consider China’s social and economic development situation before 
introducing pragmatic reform proposals.”78 Given the current overhaul and emphasis on 
de-administration, 79  the tax judicature reform in China has harnessed unique 
responsiveness from both tax authorities and Chinese taxpayers. Different from other tax 
judicature systems such as those in the United States80 and Germany,81 tax controversies 
                                                        

74 For example, the recently concluded Agreement between China and the Netherlands on Avoidance of 
Double Taxation and Prevention of Fiscal Evasion with Respect to Taxes on Income (effective as of Aug. 31, 
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76 See Chinese Statistical Yearbook (2013), available at http://www.stats.gov.cn/tjsj/ndsj/2013/ 
html/Z0904e.htm (last visited Sep. 1, 2015). 

77 See generally, Stanley Lubman, Bird in a Cage, Chinese Law Reform after Twenty Years, 20 Nw. J. 
Int’l L. & Bus. 383 (1999), available at http://scholarship.law.berkeley.edu/facpubs/454 (last visited Jun. 30, 
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79 WANG Qun, Administrative Reform in China: Past, Present, and Future, 32 Southeast Review of 
Asian Studies, 100−119 (2010), discussing general aspects of administrative reform in China, available at 
http://www.uky.edu/Centers/Asia/SECAAS/Seras/2010/12_Qun_Wang.pdf (last visited Jun. 30, 2016). 

80 Harold Dubroff & Brant J. Hellwig, The United States Tax Court: A Historical Analysis, discussing 
general evolution of U.S. Tax Court, available at https://www.ustaxcourt.gov/book/Dubroff_Hellwig.pdf (last 
visited Jun. 30, 2016). 

81 A general introduction of German Federal Fiscal Court, available at http://www.bundesfinanzhof.de/ 
content/information-english?textfragment=108 (last visited Jun. 30, 2016). 
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in China are rarely litigated and mostly litigated as administrative cases, supplemented by 
civil and criminal proceedings as necessary. Even with the small number of tax lawsuits 
in China, the tax judicature reform is usually one-sided or administration-oriented.  

Generally, a tax judicature structure is composed of two layers: a dispute settlement 
mechanism between tax authorities and taxpayers relevant to tax assessment; and, if a 
compromise is not reached, a cause of action will be submitted for appealing such tax 
administrative controversies.82 Based on administrative origins of the Chinese tax system, 
tax authorities usually take the lead in interpreting related tax law and policies, while 
taxpayers are relatively innocuous in advocating for rights protection with procedural 
considerations in due course.83 

China’s tax judicature system embodies traditions and practices of China’s judiciary 
in general.84 For instance, a competent tax judicature system calls for administrative 
impartiality, judicial review, and a system of elaborated rights, remedies, and procedures 
for taxpayers. Therefore, to properly exercise its jurisdiction, China’s tax judicature is 
comprised of three major interrelated topographies: technical competence, commitments 
to the rule of law, and finally, institutionalized independence to embrace indigenous 
causes and international considerations such as formulated international tax orders.85 

A. Rationales for Structuring a Competent Tax Judicature System 

Various legitimacy and grounds inspire Chinese tax judicature reform. First and 
foremost, the development of a socialist market economy and the rule of law 
construction86 require a tax judicature system to sustain differentiated economic interests, 
business orientations, and social essentials in a fair, impartial, accessible, efficient, and 
clear-cut manner. Taxpayers’ awareness on rights protection and commercial pursuits 
creates a push to find a more taxpayer-friendly and just judiciary. Second, legislation 
reform in the tax area is overwhelming, over-meticulous, and more all-rounded, and thus 
adds an extra layer for an elevated judicature system for strengthened enforcement. Third, 
a capable tax judicature system undoubtedly contributes necessary competitive 

                                                        
82  William ZHANG, Tax Dispute Solution in China, Tax Executive, Sep. 2012, available at 

https://www.tei.org/news/articles/Documents/TTE_SO12_Zhang_TaxDisputeSolutionsChina.pdf (last visited 
Jun. 30, 2016). 

83  YANG Zhigang, Further Reform of China’s Fiscal System, available at http://unpan1.un.org/ 
intradoc/groups/public/documents/apcity/unpan002819.pdf (last visited Jun. 30, 2016). 

84 Mei Ying Gechlik, Judicial Reform in China: Lessons from Shanghai, at 132−136, available at 
http://carnegieendowment.org/files/judicial_reform.pdf (last visited Jun. 30, 2016). 

85 See HU & LI, fn. 70. 
86 Martin Loughlin, The Rule of Law: A Theme in Five Variations, 10(3) Frontiers of Law in China, 

(2015), discussing general considerations of the rule of law and its application to China’s settings, available at 
http://www.law.ruc.edu.cn/uploadfile/201511/20151121049873499.pdf (last visited Jun. 30, 2016). 
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advantages to China’s overall economy for advocating investments overseas,87 seeking 
inbound investment, and toughening revenue collection. Pressures from and interests of 
international partners raise the bar for an institutionalized tax judicature. Moreover, the 
reform goal of de-administration expects tax authorities’ interpretation and discretion to 
be resourcefully restricted by a well-designed judicial review process.  

B. Market Economy and Socialist Rule of Law Construction 

China’s ongoing efforts to deepen the socialist market economy construction and to 
construct the rule of law order create an unshakable necessity for an improved judicial 
system in general and an enriched tax judicature system specifically.88 Since remnants of 
the central, planned economy fade, transactional routines and corporate governance 
evolve progressively more intricate, and tax consideration is involved from the planning 
to the wrapping-up stages. The market economy construction requires a practical tax 
judicature system embracing a package of standards and principles to normalize 
taxpayers’ behavior, as well as an independent, fair, and efficient tribunal system to 
enforce those standards.  

C. Awareness of Taxpayers for Rights Protection 

Cognizance of taxpayers’ rights has been a vital component in structuring China’s tax 
law reform in the past decade. For instance, a pragmatic and proactive approach to 
taxpayers’ rights promotion is essential to construct a well-established, taxpayer-friendly 
tax judicature system.89 Coupled with inflation, rising housing prices, distorted stock 
market trading scheme, and high CPI experienced by Chinese taxpayers who are 
burdened by various forms of direct or indirect taxes, a more robust tax system has been 
naturally prioritized by Chinese taxpayers. In particular, intensified tax compliance 
requirements 90  encourage taxpayers to examine the public benefits they enjoy by 
comparing the level of tax liability therefrom, and thus they inevitably seek rights 
protection. Accordingly, the perception of the tax judicature system may also hint at 
understandings of the whole tax system, and thereby affect tax compliance.91 
                                                        

87 See Riding the Silk Road: China Sees Outbound Investment Boom, published by Ernst Young, Mar. 
2015, available at http://www.ey.com/Publication/vwLUAssets/ey-china-outbound-investment-report-en/ 
$FILE/ey-china-outbound-investment-report-en.pdf (last visited Jun. 30, 2016). 

88 See China’s Emergence as a Market Economy: Achievements and Challenges, published by OECD, 
available at http://www.oecd.org/china/47408845.pdf (last visited Jun. 30, 2016). 

89 See generally, GENG Qianni, Taxpayer’s Right Protection in China’s Building Tax Reform, 2 Research 
and Applications in Economics, (2014), available at http://www.seipub.org/rae (last visited Jun. 30, 2016). 

90 See generally, Taxation and Investment in China 2015, published by Deloitte Touche, available at 
http://www2.deloitte.com/content/dam/Deloitte/global/Documents/Tax/dttl-tax-chinaguide-2015.pdf (last 
visited Jun. 30, 2016). 

91 See generally, Tom Tyler, Why People Obey the Law, (1990), arguing that procedural fairness is critical 
in maintaining the legitimacy of authority, and that legitimacy affects self-reported compliance with laws. 
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D. Tax Legislation Reform 

The development of the Chinese tax system is colored by both economic development 
needs and certain political considerations. It seems naïve to describe how democratization 
of the Chinese tax system has developed over the past three decades, but at least 
comparing to the planned economy era, remarkable progress has been witnessed. Echoing 
the prevailing tax legislation reform in China, the tax dispute resolution system remains 
oversimplified and therefore has not caught up to tax legislation in a fully-fledged manner. 
Tax issues are usually intertwined with other economic matters; for example, banking, 
foreign trade, and overseas investment, which integrate international deliberations as well 
as SOEs reform concerns.92 Certain localities, especially free trade zones or similar areas, 
at the same time, promulgate local tax rulings, notices, and directives based on local 
self-interests or short-sighted planning. Therefore, incongruous management of tax 
dispute resolution would foist unwelcoming allegations on areas other than tax fields. The 
density of transactional comportments rarely finds simplicity in the tax field, whereas it is 
on better footing in other areas of economic law. Therefore, tax legislation as to 
increasingly complicated economic transactions and diversified interests necessitates ex 
post application of law by a vigorous tax judicature to establish an organized, 
systematized tax law framework. 

E. Challenges and Opportunities from New International Tax Orders 

An evidentiary sine qua non derived from China’s mighty economic advances is its 
progressively imperative role as a vigorous partaker in establishment of international tax 
mandates. For example, China has been a motivating force in the G20 in the context of 
base-erosion and profit-shifting (“BEPS”) action plans and the Global Forum on Fiscal 
Transparency Framework.93 Dynamic involvement by China in the 2013 G20 BEPS 
implementation plan manifests China’s initiative, willingness, and dictatorial position 
thereof. As a result, the convergence of cross-border tax administration, enforcement, and 
cooperation has entailed two drives on China’s tax judicature reform. First, foreign 
investors, which might have experienced or enjoyed better-structured rights protection in 
their home tax jurisdictions, have genuine expectations and desires to collect comparable, 
substantial and procedural handling from their Chinese counterparts, especially in regards 
to its tax authorities. Second, there is a consensus that a full-bodied tax judicature system 
fashions a stout competitive advantage in the international market. For example, the WTO 
exemplifies a robust multilateral regime embracing capital mobility and free trade, as well 
as a hindrance against discretionary intrusion from tax authorities, especially when China 
at present is increasingly becoming one of the largest global outbound investors. 
                                                        

92  ZHANG Chunlin, Revisiting China’s SOE Reform Strategy, World Bank, (2009), available at 
http://www.hongfan.org.cn/file/upload/2009/11/02/1257972368.pdf (last visited Jun. 30, 2016).  

93 For a general introduction of the forum, see OECD’s about the forum, available at http://www.oecd. 
org/tax/transparency/abouttheglobalforum.htm (last visited Jun. 30, 2016). 
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F. A Dedicated Component of China’s Judicature Reform 

The tax judicature system is an essential cog of China’s judicial review framework. 
Judicial review is doctrinal and imperious in modern legal systems and necessitates that 
legislative and executive proceedings or decisions be subject to review, and possible 
invalidation, by an independent judiciary. Tribunals with judicial review power should 
invalidate state actions that violate a higher authority, such as a written constitution or 
prescribed procedures. Usually, judicial review is subject to various interpretations based 
on variations in the hierarchy of government structures. The procedure and latitude of 
judicial review is also a case-by-case adaption based on diverse social, economic, 
political, and legal settings.  

Regarding judicial review, A. V. Dicey emphasized three aspects in phrasing the rule 
of law:94 (1) no one can be punished or made to suffer except for a breach of law proved 
in an ordinary court; (2)…[e]veryone (including government agencies) is equal before the 
law regardless of social, economic, or political status; and (3) the rule of law includes the 
results of judicial decisions determining the rights of private persons.95 Moreover, Joseph 
Raz shared Dicey’s last notion and further contended that the rule of law entails 
minimizing the danger of the exercise of discretionary power in an arbitrary manner.96 As 
China aims to solidify a socialist rule of law order, its tax judicature system must be 
incorporated therein and upgraded. However, there should not be any overly expectant 
anticipation that the tax judicature reform can precede ahead or outside of China’s general 
judicial framework, which contains certain discrepancies and is in need of reform as well. 
The tax context has its singularities, as do other areas of law. The tax judicature reform, 
therefore, should develop in a proactive and concrete fashion. 

G. Catering to the De-Administration Determinations 

Tax judicature is knotted with tax administration, and major drawbacks of an 
administrative law system may soundly manifest in tax law contexts. For China’s tax 
judicature, this feature is even more evident because its system inherits the imperial ritual 
                                                        

94 See generally Albert Dicey, An Introduction to the Study of the Law of the Constitution, (1885). 
95 See generally S. A. Palekar, Comparative Politics and Government at 64‒65 (PHI Learning 2009). 
96 See Joseph Raz, The Rule of Law and It’s Virtue, 93 The Law Quarterly Review, 195 (1977), reprinted 

by Keith Culver, Readings in the Philosophy of Law, Broadview Press, at 13 (1999). In particular, Raz 
detailed that, (1) laws should be prospective rather than retroactive; (2) laws (and interpretations thereof) 
should be stable and not changed so frequently as to prevent one from being guided by them (principle of 
consistency); (3) rules and procedures for making laws must be clear (right to know); (4) the independence of 
the judiciary must be guaranteed; (5) the right to fair hearing must also be guaranteed; (6) the judicial review 
power of an independent tribunal; (7) the courts should be accessible and (8) the law enforcement and crime 
prevention should not be discretionary. Raz further presents that judicial review should not be “confused with 
democracy, justice, equality (before the law or otherwise), human rights of any kind or respect for persons or 
for the dignity of man.” 
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of the over-reaching arm of administration. Taxpayers’ legacy in this context is a cultural 
account of submission or abandonment in litigation. This deeply rooted ethnic bearing 
dictates pragmatism over ideology in enterprising China’s judicature reform.  

A competent tax judicature system presumes subtleties between the tax administration 
and taxpayers, honoring efficiency, equity, transparency, simplicity, and administer-ability 
in terms of both substantive and procedural law.97 Tribunals of justice and efficiency 
should be available to taxpayers in the hope of resolving latent incongruities in clerical 
assessment of taxes due or conflicting interpretations of the tax laws. Therefore, many 
elementary administrative principles such as the principle of legality should be contained 
in China’s tax judicature reform. A taxpayer relies on the judicature system as a last resort 
to receive a final decision to avoid circumventing any undue interference in his or her 
property rights, especially outside of any intervention from the tax authorities.98 An 
accomplished tax judicature system in China should also illuminate that tax authorities 
are circumscribed from exploiting arbitrary advantages in their interactions with 
taxpayers, which are comparatively disadvantaged and do not anticipate generating direct 
conflict.  

H. Debates on Status Quo of Chinese Tax Judicature Reform 

Evolution of the Chinese tax judicature system can mostly be characterized by 
systematic adjustments of administrative procedures in general in the tax context into 
which it is embedded, attentive devotion to taxpayers, and judicious resources from 
political and administrative entities. Therefore, in general, Chinese tax judicature reform 
should focus on the distinctiveness of the tax system and promotion of the Chinese 
judiciary system. The structure of the tax dispute resolution system in China is similar to 
many other established frameworks, but Chinese tax disputes are mostly administrative in 
nature. Tax disputes generally fall into two resolutions: tax administrative reconsideration 
and tax administrative litigation. Tax authorities within the administrative hierarchy 
usually conduct the former, and the latter is governed by the jurisdiction of the Chinese 
administrative court. Mostly, debates on Chinese tax judicature often review the 
following aspects. 

1. The Competence of Judges Adjudicating Tax Disputes. — The proficiency and 
competence of judges hearing tax cases is of great significance for any tax lawsuit. 
Capability of judges in adjudicating tax disputes refers to “technical expertise…in 
evaluating factually and legally complex disputes.” 99  China so far has made 
                                                        

97 See Government Accountability Office, Publ’n No. GAO-05-1009 SP, Understanding the Tax Reform 
Debate: Background, Criteria & Questions (2005) http://www.gao.gov/new.items/d051009sp.pdf (last visited 
Jun. 30, 2016). 

98 Victor Thuronyi, Comparative Tax, Kluwer Law International, at 215‒218 (2003). 
99 Nicolas C. Howson, Judicial Independence and The Company Law in the Shanghai Courts, in R. 

Peerenboom eds. Judicial independence in China: Lessons for Global Rule of Law Promotion, Cambridge 
University Press, at 134−153 & 137 (2010). 
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unprecedented efforts to build its judicial competence, such as recruiting graduates from 
top law schools, requiring the passage of the Jurisprudence Exam, and the promulgation 
of the “Judges Law;” however, the competency of judges still plagues the Chinese 
judiciary, and this is even particularly salient in the tax judicature system.  

For instance, the training in tax law expertise and know-how in law schools have been 
somewhat elementary. Law graduates majoring in tax law usually prefer employment in 
the fiscal, banking, or tax administration sectors, thus the “tax talent” is quite 
concentrated and pooled in tax authorities. Therefore, judges without a strong tax 
background are usually reluctant and not particularly incentivized to develop tax expertise 
for challenging tax authorities. Rather, they may opt to unilaterally accommodate or take 
tax authorities’ opinions as authoritative recommendations or directives. Moreover, due to 
the prerequisite tax administrative reconsideration procedures, judges are not given 
enough of a tax caseload, most of which are filtered out by tax authorities.  

2. The Launch of an Independent Tax Court System. — Different from the U.S. or 
Germany, China’s tax judicature system still does not enclose a court system that is 
dedicated solely for hearing tax cases. However, the debate on whether China should 
establish a tax court system and which model to follow has gone on for the past decades 
among tax academia and judges from administrative courts hearing tax cases.100 Three 
factions of divergent opinions co-exist in proposing the agenda for establishing the 
hypothetical Chinese tax court system, and each has its merits: (1) a supporter’s view that, 
a tax court system should emerge to further the tax judicature reform; (2) an opposition 
view that, it is premature to set up a tax court given the current political climate and court 
structures in China; and (3) a middle path, somewhat vaguely defined, that a special tax 
tribunal within the current court system for tax disputes, similar to the questions 
perpetuae for criminal cases, should be established.  

Supporters of establishment of a Chinese tax court system seemingly hold the 
prevailing position in debates. Their demonstration for the tax court system stands on 
three basic propositions that the tax court system would (1) better secure and oblige 
taxpayers’ rights; (2) help raise the value of judicial independence and autonomy; and (3) 
consistently solidify the current tax adjudication practice, which suffers from irregularity 
nationwide. However, proposals supporting construction of a tax court remain more 
hypothetical than realistic.101 

                                                        
100 See generally in the Proceedings of International Conference on “Harmonious Society and Tax 

Judicial Reform in China,” Peking University, May 2006 (hereinafter “Tax Judicial Reform Proceeding”). 
101 ZHU Daqi & HE Xiaxiang, 论我国税务发展的设立 (About Establishing the Tax Court System in 

China), 21(3) 当代法学 (Contemporary Law Review), 17−22 (May 2007). The author notes that supporters 
are cautious in safeguarding their positions in terms of the speculative proposals they have. ZHU & HE 
probably contribute one of the most persuasive pieces in this connection. 
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For instance, from the oppositions’ perspective,102 China’s current tax judicature 
system operates well in meeting taxpayers’ needs for challenging adverse tax assessments 
by employing tax administrative reconsideration and tax litigation. Although 
imperfections might exist in policy orientations, legislation, and enforcement in tax 
governance, the system does not materially dampen taxpayers’ rights. Opponents further 
argue that the very limited caseload of tax disputes actually does not substantiate a 
separate tax court institution, rather, tax disputes can be appropriately handled and 
adjudicated by judges on board already, and “the urgency of establishing a court dealing 
with tax disputes only is nebulous.”103 Pursuing relief through tax litigation is even an 
inefficient tactic by taxpayers; rather, settlement is usually preferably reached at the tax 
administrative reconsideration stage. The author seconds the opponents’ notion on the 
demand-supply logic between tax cases and establishment of the tax court.104 Opponents 
further contend that no concrete architect is available for the tax court system — the tax 
court system is more theoretical than practical.105 Opponents even wonder whether the 
establishment of the tax court system may lead to an overhaul of the overall judicial 
system and reform106 including the civil and criminal court systems, and that such an 
institution prerequisites approval from the Standing Committee of the National People’s 
Congress.107 

A crucial debate between supporters and opponents centers on whether the tax court 
system invites tax disputes or not. Paradoxically, there is no right or wrong answer to this 
question. Supporters are more optimistic while those who oppose it are not. Although 
supporters propose a different mechanism for reform, the two groups share similar 
criticisms. First, the full-payment rule prior to pursuing administrative or judicial relief 
should be eradicated. Second, the tax administrative reconsideration is not appropriate. 
Third, taxpayers need more genuine protection of their rights. In this sense, the 
conflicting views of two groups display like a fair charge but are not incompatible.  

The middle ground view, however, falls into a midway locus between the opponents 
and proponents, and proposes implanting a parallel tax tribunal into the court system 
similar to current tripartite civil, criminal, and administration panels. The tax tribunal 

                                                        
102 There are two major groups of opponents: (1) judges presiding or supervising tax disputes in practice, 

and (2) tax scholars who have firsthand experience in legislation and practice, see e.g. XIONG Wei, 中国有必

要建立税务法院吗？(Does China Need Tax Courts Right Now?), Tax Judicial Reform Proceeding, at 178−185. 
103 Id. at 176−177, presenting that from 1998 to 2004, the overall tax caseload accepted at the first phase 

decreased from 2,069 to 1,032. 
104 Id.  
105 According to opponents, the tax court system would be complicated by the following factors. The 

supervision of the tax court, the setting of the tax court, competency of tax court judges, right to 
representation by CPAs, tax lawyers and other tax agents.  

106 See XIONG, fn. 102 at 179. 
107 See Art. 29, 中国人民法院组织法 (The People’s Court Organization Law of the People’s Republic of 

China), effective as of May 1, 1979, as amended on Oct. 31, 2006. 
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would, by definition, adjudicate tax cases only and sit in each hierarchy of the court 
system, i.e. from the Supreme People’s Court to lowest-level People’s Court.108 Despite 
its merits, there are many complications to the middle ground proposal,109 such as the 
realistic arrangement of appeals within the tax tribunal system, a waste of judicial 
resources if the tax tribunal appears in courts of each level, and institutional independence 
of tax courts. Moreover, the transitory nature and over-conformism of the middle ground 
view misidentify a few key considerations in constructing a compromise constrained by 
impracticality. 

Again, there is no clear answer to the speculative pursuit of tax judicature reform. To 
date, the establishment of the tax court system ultimately seems a proxy for political and 
social policy debates rather than a solemn pursuit in the Chinese legal reform agenda. 

3. Judicial Review in the Context of Tax Judicature. — The past three decades have 
observed an enhancement of China’s judicial construction in many ways. It remains to be 
appreciated whether such advancement will necessitate comprehensive submissions. The 
scope of judicial review is quite narrow, and it should include abstract administrative 
actions such as local tax rulings, notices, and directives. Tax disputes should stick with 
the “case-merit control” standard, and cases resulting from unrestrained, over-meticulous, 
and voluminous local tax administration actions should not be unconditionally filed. 
Therefore, it should keep an optimistic, albeit skeptical, view of China’s judicial review110 
mechanism through the lens of the tax judicature system. 

First, the deficiency in tax expertise is rampant due to debilitated training, 
unavailability of a tax-heavy caseload, and concentration of tax expertise within the tax 
administration. Second, pressures from the local people’s congress, local tax authorities, 
and general political and social policy orientations, may make a fuss over the 
independence of the tax judicature system. Third, certain misleading or biased 
interpretation and peculiarities of tax laws and local-interest-centered development 
incentives fashion non-uniformity in adjudicating tax disputes. Cross-jurisdictional or 
intra-jurisdictional irregularity in awarding tax dispute judgments may apply to the same 
taxpayer, and worse, lead to jurisdiction shopping. Fourth, impartiality of the tax 
judicature is a concern given an empirically-proven, one-sided disparity favoring tax 
authorities in practice. In this connection, a few factors underwrite such disparity such as 
burden of proof, virtues of tax cases, litigation familiarity and techniques, and 
over-expansive discretion extended to the tax administration. 

Judicial review of tax administrative discretion is doctrinal and the tax context has its 
peculiarities. It is repeatedly vital to note that the procedure and latitude of judicial review 
                                                        

108 See XIONG, fn. 102 at 183 (quoting ZHAI Jiguang, who is a supporter of the middle ground). 
109 See ZHU & HE, fn. 101 at 17. 
110 For a similar analysis of judicial review on special investigation in china, see LIAO Ming, The 

Process of Legalizing Special Investigative Techniques in China, 10(3) Frontiers of Law in China, (2015), 
available at http://www.law.ruc.edu.cn/uploadfile/201511/201511211224873499.pdf (last visited Jun. 30, 2016). 
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is a case-by-case mission by each jurisdiction based on diversified social, economic, 
political, and legal settings. Tribunals hearing tax cases with judicial review power should 
scrutinize tax authorities’ behaviors that are discordant with the Constitution, written tax 
codes, regulations, and related procedures. Meanwhile, the tax judicature system is a 
crucial module of contemporary tax governance. As China does not have a strong 
institutionalized separation of powers, the tax judicature reform falls victim to variations 
in the relationship between courts and administrative structures created by and for 
China’s political assembly. There should be a realistic expectation about what role the tax 
judicature can play in this context. 

I. Proposals for Bettering China’s Tax Judicature 

Tendering propositions for China’s tax judicature reform entails various 
considerations. For instance, it encompasses three lines of proposals: (1) attentive 
calculation derived from China’s overall judicature reform; (2) a concrete evaluation of 
the functions of the tax judicature, inserting major elements for constructing the rule of 
law order; and (3) particularly, detailed submission of suggestions summarizing major 
aspects of the tax judicature in China.  

This article admits that established settings of China’s general judiciary framework 
permeate into the tax law arena, and such penetration must be carefully examined and 
evaluated. Proposals for tax judicature reform should be rooted in the general judiciary 
system and in turn reflect relevant features in an efficient way. Illusions of fabricating the 
tax judicature reform to devise a whole new model for the overall judiciary system or 
creating a speedy overhaul of China’s judicial reform will be proven in vain, given the 
burdensome task of calculating interests from various background and social needs. For 
instance, proposals for tax judicature reform should consider the administration, 
legislation, international tax order, taxpayers’ rights protection, and thus should be 
tailored realistically and pragmatically, catering to maximizing benefit for executive 
adeptness and fortification of tax morals.  

Having general judicature reform in mind, it is further essential to ensure that tax 
judicature reform, paralleling elevations and due interactions with tax legislature, 
administration, international tax orders, and taxpayer’s rights protection, embrace the 
deepened construction of the rule of law order advocating for a fair, transparent, certain, 
consistent, equitable, effective, and clear judicature. Meanwhile, with China’s increased 
standing in the international order and promoting overseas investment for combatting tax 
evasion and encouraging international tax coordination, the reforms should also 
incorporate principles of transparency, uniformity and impartiality, and judicial review. 
Those principles might not be carried out perfectly in bettering due process in tax 
judicature undertakings, but the jurisprudential value reflected thereof in the general 
judiciary framework should be translated into its construction.  

In light of the atypical state of affairs of the Chinese tax system in terms of the legal, 
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administrative, and institutional framework, the role of the tax judicature should not be 
embroidered in regard to its potential for revamping the whole tax law field. Taxation 
implicates an interactive equilibrium among the extraction of taxpayers’ private property, 
tax collection, compliance tactics, and social wealth distribution. Therefore, the injection 
of tax judicature reform itself should be integrated into the whole system in a piecemeal 
fashion. In addition, judicial review of tax administrative discretion should also deliberate 
both the exigencies of tax collection and securing taxpayer rights protection, and any 
undue bias toward one of these elements impairs the other. For instance, uniformity of 
decisions, tax expertise in the judicature, and restriction of rights exploitation should be 
pursued with equal vigor. Therefore, this article further submits proposals in order of 
tentative feasibility and significance.  

The first proposal is to build up a robust tax expertise and talent pool in tax judicature. 
Preferment of tax expertise in the judicature sector is critical. It necessitates recruiting 
junior judges with a strong tax background, specifically assigning tax cases or cases with 
materially related matters, and nurturing the current pool of judges with tax expertise via 
lateral hiring of experienced tax experts from administration or academia, which is a 
tradition of Chinese court practice. Initiating such a bold move for advancement might be 
controversial initially, however, such efforts are worth the offsetting risks. Also, drawing 
on the experience of the U.S. and Germany where the authority of tax judges can be 
established through tax scholarship, it is also plausible to receive expert opinions from tax 
scholars with adjudication or lawyering experience on an ad hoc basis.  

Second, establish summary judgment for small tax cases. China’s recent judicature 
reform encourages an unprecedented role of summary judgment in administrative cases, 
in which tax disputes are mostly litigated. 111  China’s Supreme People’s Court 
progressively stimulates utilization of summary judgment in certain types of cases.112 
The past three years have seen an increase in the number of administrative cases decided 
on summary judgment, especially involving rulings in the civil and commercial areas. 
However, this rigorous effort of improving judicial efficiency has not yet been fully 
applied to the tax judicature. Therefore, the tax arena should exploit this unprecedented 
opportunity to include meaningful summary judgment in its reform agenda. From an 
international perspective, the U.S. Tax Court practice shares the same trend of increasing 
use of summary judgment for tax collection due process suits.  

For China particularly, summary judgment of tax cases should be offered to collection 
due process lawsuits. If tax authorities are not comfortable with losing administrative 

                                                        
111 Hainan Province started the experimental work on summary judgment in Apr. 2010 and received very 

good feedbacks from both judges and petitioners, available at http://www.cpd.com.cn/n1695/n3569/ 
c1406229/content.html (last visited Jun. 30, 2016). 

112 See 最高人民法院关于开展行政诉讼简易程序试点工作的通知 (SPC Notice on Experimental Work on 
Advancing Summary Judgment for Administration Lawsuits), available at http://www.chinacourt.org/flwk/ 
show.php?file_id=146359 (last visited Jun. 30, 2016) (SPC No. 446, 2010). 
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discretion, summary judgment could even be limited to small tax cases. Taxpayers should 
be entitled to initiate a “small tax case” procedure for summary judgment if the disputed 
tax payment is less than a prescribed value.  

Summary judgment enjoys several advantages: lower burden of proof, less discovery 
practice, and relatively cooperative procedural standards at trial. To this end, the settings 
of “small tax case” procedure, i.e. summary judgment, creates a win-win situation. 
Adopting a summary judgment scheme for adjudicating small tax cases entails two more 
material rewards. On one hand, it keeps the current pre-trial tax administrative 
reconsideration procedure unchanged. If a taxpayer has a qualifying tax collection case 
with merits, the taxpayer may check the box for a summary judgment. This engenders 
competence for all three parties involved: the taxpayer, the tax administration, and the 
tribunal. On the other hand, the summary judgment mechanism delivers unparalleled 
opportunity to train judges and increase expertise in the tax field. The summary judgment 
system generates a loftier tax administrative caseload and issues are more straightforward. 
Further, should it ever be created in China, this enlarged training process prepares more 
judges to be staffed on tax courts. Additionally, summary judgment helps reinforce the 
longstanding emphasis on stipulation and informal cooperation. 

 Third, tentatively establish a circuit tax court system. The opponents and proponents 
of a separate tax court system in China all have certain theoretical and practical merits. 
Indeed, this article does not advocate establishing such a tax court system at any 
premature time, nor does it concur with the middle ground proposal of inserting a 
“transitory” tax tribunal cut-in.  

For instance, this article disagrees with the middle ground view. Mostly, the 
complications created by the middle ground structure such as inserting a tribunal into 
each level of the court at every locality, its transitory, costly, and overhauling feature 
render it impractical. Moreover, an established but unwritten practice for judicial reform 
in the past three decades mostly follows a pattern of reaching finalization through 
experience gained from experimental work in selected localities, but rarely took the 
detour of transient proposal. Again, this article views that the establishment of a tax court 
system is a decision based on political needs and social pressure. 

Should a tax court system be adopted, the desirable structure would be a circuit tax 
court exercising both original and appellate jurisdiction. Original jurisdiction would 
qualify it as a court of first instance, but it may accept summary judgment cases with 
prescribed limits of the disputed amount, RMB 100,000 for instance. The circuit tax court 
should sit permanently in five to eight geographic regions covering nationwide territory 
and report to the SPC Tax Tribunal based in Beijing. This structure exactly matches the 
reform proposals of the judicature systems adopted in China as of 2013. The designated 
High Tax Tribunal is a subsidiary of China’s Supreme People’s Court, paralleling peer 
criminal or civil tribunals. It should have ultimate appellate jurisdiction over tax cases 
appealed at circuit tax courts and provincial high courts, and responsibility for tax court 
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system administration or management. 
Fourth, subject general administrative actions to judicial review. Under the principle 

of judicial review, discretionary actions abstract administrative acts, such as promulgation 
or enforcement of locally tailored tax rulings, notices or directives, made by 
administrative authorities are subject to judicial review. Normally, the best a taxpayer can 
do is report and negotiate such discrepancies, but have to expect a superior administrative 
order which sounds nebulous in practice. One clear proposal is to subject certain 
illegitimate local tax rulings, notices, or directives to judicial review by the administrative 
tribunal of the same or higher hierarchical level. In particular, a county’s (the lowest 
administrative hierarchy) tax rulings should be subject to review by the basic 
administrative tribunal in the same jurisdiction (the lowest tribunal available). Merits of 
keeping judicial review at the lowest level of the administrative hierarchy in selected 
localities include creating low chances of administrative turmoil and preventing 
contingencies, especially in selected localities of coastal economic development zones 
where there are better services and tax officials are more competent.  

Last but not least, begin cautious restructuring of the tax administrative 
reconsideration. This article submits that, cautiously, with those who oppose the creation 
of a tax court, improving the structure of the pre-trial tax administrative reconsideration 
mechanism is more feasible. It may be too hasty to abolish the pre-trial reconsideration 
procedure. Further, such reconsideration does have value in “filtering” out meritless cases 
or the plainly dogmatic application of laws. Finally, it might be feasible to set up a 
separate “internal tribunal” unit within the tax administrative framework to perform the 
reconsideration. However, this “internal tribunal” can best be made possible by political 
drives but not for the sake of administrative efficiency.113 

J. Summarizing Remarks 

The author again notes that tax judicature reform is not an isolated undertaking in 
China. It calls for consideration from various related contexts including tax 
administration, the general Chinese judiciary, and taxpayers’ rights protection. China’s tax 
law framework has its peculiarities. The role of tax judicature, as a key component, 
should not be overdeveloped for overhauling the whole tax law arena. Established 
settings of China’s judiciary framework translated into the tax judicature must be 
carefully examined and evaluated. Any over-fanaticized tax judicature reform proposals 
must be proactively reviewed in the context of the general judicial situation in China. The 
tax judicature should honor itself for advancing a rule of law order emphasizing a fair, 
transparent, certain, consistent, equitable, effective, and clear framework. Meanwhile, the 
principles of transparency, uniformity and impartiality, and judicial review of general 

                                                        
113 See XIONG, fn. 102 at 184. 
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judicature reform should be incorporated to the utmost extent possible. Overall, “China’s 
tax judicature should reflect its social and economic development situation before 
introducing pragmatic reform proposals.”114 

China’s tax system is primarily administrative in nature. Therefore, a few flaws in the 
tax administration system directly influence the underrating of the tax judicature system. 
Tax disputes may arise when irregular local enforcement of tax laws creates discrepancies. 
Local tax administrations are entitled with overly expansive discretion in handling tax 
collection and dealing with taxpayers. Meanwhile, many scholars question the expertise 
and independence of tax authorities. The dualism of superior and subordinate tax officials 
may make taxpayers’ claims futile and impractical. Equally noteworthy is that the tax 
administration is so resourceful that settlement becomes a preferred approach in removing 
tax controversies.  

This article further contends that establishment of a summary judgment scheme for 
small tax cases as a due process procedure is feasible, in addition to strengthening the tax 
expertise in the judicature by teaming up with more experienced personnel and training in 
tax. Moreover, should a tax court system be established, it should adopt a circuit tax court 
framework in which courts exercise both original and appellate jurisdiction.  

Overall, the tax judicature reform in China should embrace practicability and 
flexibility, with a dynamic balance between tax administrations, the general judicial 
framework, and taxpayers’ rights. As China’s President XI Jinping called for the rule of 
law and comprehensively deepening reform, and The Fourth Plenary Session of the 18th 
Central Committee of the CPC adopted in Decisions on “Major Issues Concerning 
Comprehensively Advancing Rule of Law,” law supports the government’s political 
authority as well as the power of the legal system, the principles and tenets of the tax 
judicature system should be enshrined in a jurisprudential manner, honoring the rule of 
law order. With hopes of deepening reform, this article concludes with a quote from 
President XI’s excerpt calling for the judicial system reform in China:115 

The major tasks are to improve a socialist system of laws with Chinese characteristics, 
in which the Constitution is taken as the core, to strengthen the implementation of the 
Constitution, to promote administration by law, to speed up building a law-abiding 
government, to safeguard judicial justice, to improve judicial credibility, to promote the 
public awareness of the rule of law, to enhance the building of a law-based society, to 
improve team building and to sharpen the CPC’s leadership in pushing forward the order 
of the rule of law.  

                                                        
114 See generally XU, fn. 78. 
115 See Decisions on “Major Issues Concerning Comprehensively Advancing Rule of Law,” adopted and 

released by the 18th Central Committee of the CPC, Nov. 2014, available at http://yjbys.com/jiuyezhidao/ 
news/693759.html (last visited Jun. 30, 2016).  
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IV. TRANSFER PRICING: A NEW OUTREACH FOR INTERNATIONAL TAX ORDER AND 
GLOBAL SOURCING 

Multinational enterprises play a key role in designing and practicing international tax, 
in particular, the intra-group transfer pricing practice involving sourcing is a focal point 
that almost all major tax administrations attain. Global sourcing practice and product 
value chain are heavily colored by coordinating comparative advantages of tax incentives, 
international tax policies, tax treaties, and transfer pricing policies among all jurisdictions 
which provide value-added manufacturing and services or implement technology and 
know-how transfer policies. For instance, China’s framework of tax treaties, tax 
incentives, and international tax policy orientations has been encouraging and 
accommodating foreign investment and global sourcing in a very consequential way. One 
outgrowth of China’s great economic advances is its steady change from being a passive 
norm follower to a driver in the discourse of various international arenas, such as China’s 
continual efforts to reform its international tax policies and outreach. Since China 
concluded its first two tax treaties with Japan (1983) and the United States (1984), its tax 
treaty network has expanded to include 99 tax treaties (as of June 30, 2013), and two 
arrangements with its own special administrative regions, Hong Kong and Macao.116  

As discussed in parts II and III above, China’s tax treaty framework is profoundly 
impacted by different stages of growth and various deliberations of the Chinese economy. 
China’s growth-friendly and revenue-oriented tax treaty framework function to eliminate 
double taxation, redistribute tax revenues, and pledge economic benefits as a net capital 
importer state. Given the fiscal reform, international trade surplus, and foreign direct 
investment (inbound and outbound) to and within China, the evolution of Chinese tax 
treaties over the past three decades reflects a few notable patterns, especially for 
synchronizing with global sourcing and product value chains. 

First, Chinese tax treaties are characterized and inspired by the hybrid influence of the 
UN Model and Commentary, the OECD Model and Commentary, and China’s indigenous 
economic, cultural, and political features. On one hand, China has concluded different, 
specific tax treaty provisions with developed (typically OECD members) and developing 
countries (South American, African, and Southeast Asian states). On the other hand, such 
hybrid influence goes beyond rigid inclusion of model provisions. Many principles, 
guidelines, and concepts borrowed therefrom have been embedded in treaty negotiation 
and practice. In this connection, global sourcing is deeply involved in adopting the OECD 
Model or UN Model depending on specific advantages to be taken by China or its trading 
partners.  

Second, the evolution of tax treaties between OECD member countries and China 
witnesses a broader scope of source taxation, especially compared to those with 
non-OECD developing countries or countries with less sophisticated tax regimes. Third, a 
                                                        

116 See http://www.chinatax.gov.cn (last visited Jun. 30, 2016). 
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general re-evaluation of China’s treaty position has been initiated based on China’s 
emergence as a growing capital exporter rather than a mere capital receiver or importer. 
For instance, Chinese manufacturers and OEMs have progressively transformed from 
mere manufacturing vendors to multi-functional commercial value providers, and such 
change needs immediate reflection in treaty re-negotiation for the benefits of an enlarged 
realizable margin. One driver of this change is China’s substantial foreign exchange 
reserves, which invites the use of conduits for Chinese capital to be reinvested in China 
via overseas investments. Another force is that multinational enterprises invested or 
controlled by Chinese capital have started investing abroad for a myriad of enticing 
acquisitions and profitable businesses, putting China at the front of international tax 
policy negotiations. In terms of global sourcing, the majority of recent treaty 
renegotiations have removed the tax-sparing clause and reduced the withholding tax rate 
on direct dividends, which likely would give Chinese investors more shares of margin 
based on arrangements of produce value chain. 

A. International Tax Policy Goals 

In terms of global sourcing, the fundamental goals of China’s international tax policy 
are validated on economic margin expansion for Chinese OEMs and manufacturers, and 
in turn serve Chinese economic growth and fiscal collection.  

First and foremost, the prevailing goal of reinforcing revenue collection should be 
firmly sustained through product value chain arrangement, especially under worldwide 
tax competition for highly mobilized capital. This point is vital, as China labels itself a 
developing country and a capital receiver, and is gradually becoming a growing capital 
exporter. Second, tax treaties should eliminate international double taxation and double 
non-taxation so as to assure that income from sourcing is taxed and taxed only once. 
Third, tax treaties should reconcile contradictions or conflicts of interests between China 
and its treaty partners to properly distribute tax revenues arising from international 
sourcing activities. In this regard, the tax treaties serve more the function of redistributing 
tax revenues. Such reconciliation also factors in the negotiation and participation of other 
international treaties and protocols, such as those related to international trade.117 Fourth 
but more noticeably, the implementation of tax treaties should be embedded efficiently or, 
ideally, seamlessly into China’s existing public administrative and judicial systems. This 
goal is strategically crucial because China has been prioritizing unilateral measures for 
Chinese manufacturers and OEMs, such as tax credits and tax exemptions, which target 
reasonably the utmost reduction in double taxation. 

The development of Chinese tax treaties originate from, and associate with, the 
growth of foreign direct investment in China for the “maturity process” of the whole tax 

                                                        
117 For a general introduction, see China International Taxation Research Institute & IBFD, China Tax 

Reform and WTO Accession Project, IBFD, (2004). 
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system. Meanwhile, global sourcing practice and product value chain arrangements are 
echoed and pressured by the general performance of foreign investment, as long as brand 
companies and Chinese OEMs are contracting parties compelling cross-border 
investments and capital movement. Multinational corporations also take advantages of 
centralized management for functional segmentation and intra-firm sourcing arrangement. 
Moreover, the patterns of tax treaties have heavily progressed over time, especially when 
factoring in considerations for foreign direct investment,118 international trade turnover, 
and the balance of foreign trade and investment with a particular trade partner or an 
international treaty contracting state. It is not at all surprising that the first few tax treaties 
were more a friendly gesture to foreign investors with receptive skeleton provisions. The 
economic and distribution functions of tax treaties were aimed at attracting foreign direct 
investment and anticipating investment security for investors from developed countries 
— especially OECD member countries.119 For example early investors from Japan and 
the United States expected to place their investments in a tax-safe, stable, and predictable 
environment, with known tax rates for investment profits, the existence of tax sparing 
clauses and relevant tax dispute resolution options. 

As China has gradually expanded its tax treaty network to the other BRICS countries; 
transition economies and developing countries from Africa, Latin America, and Asia; and 
offshore financial centers such as the Cayman Islands, Bermuda, and the British Virgin 
Islands, greater priority has been given to protecting China’s outbound foreign direct 
investment through certain tax treaty provisions and mutual information exchange 
agreements. For instance, international tax policies puts more thought into how to support 
Chinese OEMs and manufacturers to transform as multi-faceted, proactive providers with 
value-added functions. A recent pattern has been that incorporating stricter source 
taxation rules and GAAR provisions in renegotiating earlier tax treaties with some OECD 
member countries. 120  Accompanying such efforts, the interpretation of tax treaty 
provisions has been implemented through a few key circulars released by China’s State 
Administration of Taxation (SAT), the highest Chinese tax authority. In addition, in the 
past five years, China has rushed into a few amendments to tax treaties with major 
offshore financial centers (tax havens) on information exchange, mainly because of the 
frenzied flow of outbound Chinese capital through international securities markets and 
the related flow of money in order to curb unjustified enrichment from the appreciation of 
Chinese currency and the distortion of the real estate market. 

                                                        
118 For foreign direct investment-related tax treaty considerations, see generally R.B. Davies, Tax Treaties, 

Renegotiations, and Foreign Direct Investment, 33 Econ. Analysis & Pol. 251‒273 (2003). 
119 See generally Tsilly Dagan, The Tax Treaties Myth, 939‒996. 
120 For example, the recently amended tax treaties between China and Germany incorporate detailed 

clauses on information exchange (Arts. 26 and 27), source-based tax collection (Art. 28, procedural rules for 
source-based tax collection), and anti-avoidance (Art. 29, other rules). 
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B. Management of Transfer Pricing Relating to Global Sourcing Practice 

For global sourcing related policies on transfer pricing, Chinese tax treaties generally 
follow Article 9 of the OECD Model regarding the arm’s length standard. The two main 
regulations governing transfer pricing are the Implementing Regulations for the 
Enterprise Income Tax Law121 and the Detailed Rules for the Implementation of the 
Administration of Tax Collection Law.122 In addition to a few SAT circulars dealing with 
specific aspect of transfer pricing,123 the SAT Trial Measures for the Special Tax 
Adjustment124 are in the form of a circular, but have meaningful legal force in China.125  

For pricing power authority and product value chain arrangement on margins, transfer 
pricing is uniquely important on interpreting details of the arm’s length principle, which 
is codified in Article 41 of the EIT Law. Where a transaction between an enterprise and 
its related parties is not based on the arm’s length principle, i.e. sourcing price designed 
by Chinese OEMs and overseas branding companies, thereby reducing the taxable 
income of the enterprise or its related parties, the tax authorities are authorized to make 
reasonable adjustments to the taxable income of the enterprise or its related parties. Apart 
from the system of allocation based on the arm’s length principle, the EIT Law permits 
the SAT to use “other reasonable methods” in certain circumstances. Article 44 of the EIT 
Law provides that the tax authorities are authorized to assess the income of a taxpayer 
with regard to transactions with associated enterprises if the taxpayer fails to provide 
information on such transactions or provides false or incomplete information, in order to 
reflect the “true” circumstances of such transactions. Article 115 of the EIT Regulations 
allows the assessment to be based on any of the following methods such as: the level of 
profit of the same or similar enterprises; costs of the enterprise plus reasonable expenses 

                                                        
121 Implementing Regulations for the Enterprise Income Tax Law, promulgated by the State Council on 

Dec. 6, 2007, and became effective as of Jan. 1, 2008. 
122 Detailed Rules for the Implementation of the Administration of Tax Collection Law of the People’s 

Republic of China, promulgated by the State Council effective as of Oct. 15, 2002, revised Nov. 9, 2012, 
effective Jan. 1, 2013. 

123 See generally OECD, Transfer Pricing Guidelines for Multinational Enterprises and Tax 
Administrations (OECD 2010), International Organizations’ Documentation IBFD. As to additional circulars 
and notices released by the SAT, see e.g. (CN) SAT China APA Annual Report (2011), SAT Notice on 
Strengthening International Tax Collection System Construction (2012), SAT Circular (Guo Shui Fa) (2012) 
41. This subsection is based on invaluable prior summaries, e.g. L. Coronado & T. QIU, Transfer Pricing & 
Business Restructuring, Topical Analyses IBFD; A. Bakker & M.M. Levey eds. Transfer Pricing & Dispute 
Resolution, IBFD (2011), Online Books IBFD; J. LI, Transfer Pricing Disputes in China, in E. Baistrocchi & 
I. Roxan eds. Resolving Transfer Pricing Disputes: A Global Analysis, Cambridge Tax Law Series, at 634 
(2013). 

124 Notice Regarding Issuance of Trial Measures for the Implementation of the Special Tax Adjustment, 
SAT Circular (Guo Shui Fa) (2009) 2 (Circular 2). 

125 The legal validity of SAT circulars has been questioned by scholars. See e.g. W. Cui, What Is the 
“Law” in Chinese Tax Administration?, 19 Asia Pacific L. Rev. 1 (2011). The author respectfully argues that, 
given the context of the current Chinese tax administration, the legal force of SAT circulars still dominates tax 
practice and the administration on transfer pricing. 
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and profit margins; allocation of the overall profit of the corporate group in accordance 
with a reasonable ratio, or any other reasonable method. 

Furthermore, there is no clarification in the EIT Regulations concerning what ratio of 
allocation is considered reasonable, what factors may be used in determining the ratio, or 
whether the profit of the corporate group is limited to that earned in China. 

The scope of Chinese transfer pricing law is very broad. Regarding types of 
enterprises, the transfer pricing law applies to companies and other forms of 
“enterprises.” Partnerships are not regarded as enterprises for the purposes of the EIT Law. 
A branch or PE is not specifically covered, but the arm’s length principle may be applied 
in assessing the reasonable amount of profit attributable to a branch or a PE. 

As transfer pricing rules apply to all forms of related party transactions such as 
product value chains within a multinational company, whether or not the thin 
capitalization rule is regarded as part of the transfer pricing rules may have certain 
superficial value. In practice, the tax authorities are authorized to reassess a taxpayer’s 
income by using either the arm’s length principle or the thin capitalization rule. Transfer 
pricing rules are instrumental in determining the amount of taxable income of a taxpayer. 
They are also regarded and used as specific anti-avoidance provisions. 

In terms of sourcing arrangements, there is no guidance on the use of statistical tools 
to determine an arm’s length range. However, under Article 41 of Circular 75, when the 
tax authorities analyze and evaluate the enterprise’s profitability by using the quartile 
method, if the enterprise’s profit level is below the median of the range of profitability 
established by comparable enterprises, in principle the tested enterprise’s profit should be 
adjusted up to a level not below the median of the range established by the comparable 
enterprises. 

One challenge to global sourcing practices is that China does not embrace a formulary 
apportionment method, although there has been discussion of its pros and cons. Such 
debates, however, were restricted to academia or policy proposals; no action plan has 
been officially released in this connection. For example China joined the OECD in not 
recommending a shift from the arm’s length principle to formulary apportionment in the 
OECD’s BEPS Action Plan (2014). Moreover, there are no safe harbors available for 
services under the current Chinese tax and transfer pricing regime. However, the SAT has 
been very active in learning about the use of safe harbors by OECD countries. 

Transfer pricing audits are a tough challenge for global sourcing practices and 
multinational corporations. Generally, bilateral or multilateral transfer pricing audits in 
China are related to the determination of the amount or cost in transactions among 
associated enterprises or Chinese manufacturers. There are a few circulars and measures 
in this regard, and Circular 75 is frequently referred to when reviewing transfer pricing 
issues in China. 
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Moreover, the 2009 SAT Circular on transfer pricing126 instructs provincial tax 
authorities to focus audits on situations where overseas losses are being shifted onshore 
and onshore profits are being shifted to tax havens. For losses, under Article 29 of the 
Special Tax Adjustment Measures, enterprises that report losses in two or more 
consecutive years, or companies that consistently expand their operations in China while 
maintaining low profits or sustaining losses, will trigger transfer pricing audits. 

Article 36 of Circular 75 authorizes audits outside China “if there is a real need for 
obtaining information and materials related to comparable prices, economic data, etc.,” 
and if such information is available outside China. The SAT may obtain information 
through a treaty information exchange mechanism. Chinese auditors may also inspect and 
gather information through Chinese embassies or consulates in foreign countries, or 
conduct a field audit in a foreign jurisdiction. For timing issues, Article 53 of the EIT 
Law requires enterprises in China to adopt the calendar year as their taxation year. Many 
enterprises have their audited financial report finalized only in the first quarter of the 
following year. 

Consistency requirements are generally stipulated in various regulations and SAT 
circulars regarding transfer pricing. Under Article 123 of the EIT Regulation: if the 
transactions between an enterprise and its related parties are inconsistent with the arm’s 
length principle, or if the enterprise’s arrangements are made for no reasonable 
commercial purpose, the tax authorities have the power to make tax adjustments within 
10 years beginning from the taxation year in which such transactions occurred.127 

Moreover, Article 5 of the Special Tax Adjustment Measure provides that “the 
“administration of cost-sharing agreements”128 refers to the work of the tax authorities in 
relation to the audit, evaluation, inspection and adjustment of cost-sharing agreements 
between an enterprise and its related parties to establish if they are consistent with the 
arm’s length principle. 

C. Transfer Pricing for Intra-Group Services 

Multinational corporations dynamically engage intra-group services for realizing 
transfer pricing arrangement and increasing cross-border capital mobility for achieving 
additional margins. In this connection, SAT has implemented more stringent requirements 
and issued a Draft Circular titled “The Discussion Draft on The Implementation Measures 
of Special Tax Adjustments” (hereinafter “the Draft Circular”) in September 2015, which 
affirmed the threshold for Chinese taxpayers or affiliates of multinational corporations to 
prepare three-tier contemporaneous transfer pricing documentation: a master file, a local 

                                                        
126 Notice on Strengthening the Monitoring and Investigation of Cross-Border Related-Party Transactions, 

SAT Circular (Guo Shui Han) (2009) 363.  
127 Art. 123 EIT Implementing Regulations (2007). 
128 Id. 
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file, and a country-by-country file as needed.  
For the key requirement of the local file, SAT expects disclosure of significantly more 

details and more rigorous analysis on valuation chain creation on related intercompany 
transactions; overall business operation flow, product flow, and cash flow of multinational 
corporations; consolidated financial statements and all individual financial statements for 
each entity participating in the overall business transaction within the multinational group; 
allocation methods and global profits, and information on FDI and equity transfer of a 
multinational corporation’s group.  

More importantly, for intra-group services, especially processing trade and global 
sourcing services, multinational corporations involved in intra-group services, 
cost-sharing agreements or with thin-capitalization must prepare a special issues file. 
Accordingly, multinational corporations should complete an array of tasks and be 
prepared to disclose copies of relevant intra-group services agreements, delineate the 
covered services and billing details, identify and allocate service costs, select specific 
transfer pricing methods to prove validity of the pricing, and reveal information about any 
cost sharing arrangement and thin capitalization. 

Accordingly, the main issue of intra-group services is whether the service fees paid 
and/or received by Chinese subsidiaries should follow the “arm’s length” method. A 
further issue to tackle is whether management fees and service commissions should not 
be charged merely in that Chinese subsidiaries may benefit from such services. As a result, 
a benefit test or necessity test should be applied whether such services are necessarily 
needed by the Chinese subsidiary, and whether such services are already remunerated 
through transfer pricing policies with related party transactions.  
   For global sourcing practices and product value chains, there are a few special issues 
to watch in order to better implement the Draft Circular. First, global sourcing practice 
within a multinational corporation should pass the validation requirement or an 
authenticity test to assure the reasonableness of its allocation scheme, which SAT finds it 
hard to verify or is unlikely to fully accept the substantiation provided by subsidiaries. 
Moreover, SAT recommends disclosing the global transfer pricing policies, methods and 
amount assigned to each subsidiary for comparison in the Master File. Second, global 
product value chain arrangements will have to clarity intra-group payments of royalties or 
technical services fees in that technology licensing arrangement may incorporate service 
terms of technical assistance, which projects totally different tax treaty interpretations. 
Third and more importantly, the product value chain should disclose the value creation 
process and contribution scheme for SAT’s review and confirmation. Therefore, in 
addition to OECD Guideline traditional methods, the Draft Circular recommends the 
value contribution allocation method (VCAM), which is in line with the value creation 
approach under BEPS. Multinational corporations should submit a reasonable formula for 
contribution of value creation factors to overall MNC revenue such as assets, costs, 
revenue, headcount, and consistency. At present, it is still unknown whether the lack of 
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reliable comparable companies in developing countries may give an edge to SAT in 
potentially allocating more profits to Chinese entities than to other benchmarking 
companies. For intra-group transfer pricing audits, the issues center on the definition of 
cost pools, consistency between business reality, and inter-company agreements. 
Therefore, for product value chains, the selection of allocation methods and transfer 
pricing policies receive more attention, especially when service fees may be reclassified 
as royalty payments leading to a significant withholding of tax and corporate income tax 
adjustments under the tax treaty.  

CONCLUSION 

The fiscal and taxation law reform is at a critical stage in China. On one hand, 
Chinese economic development needs a “soft landing” by compromising interests and 
conflicts from several sources, such as improving the social benefit network, slowing 
down the real estate development craze, internationalizing onshore currencies, fostering a 
philanthropic culture, and serving as a growing leader in the world market. All such 
undertakings demand a modern fiscal and taxation law system. On the other hand, after 
two decades of implementation of the 1994 tax sharing system, the original initiative of 
strengthening centralized control might not keep pace with balancing decentralization 
needs and current, local financing demands, in addition to the troublesome taxpayers’ 
protection and worsened environmental irregularities. A five-layer local financial 
hierarchy of central, provincial, city, county, and township should be cultivated to remedy 
local government financing hardships with a well-architected domestic transfer system. 
As the Decision and current leadership outline the fiscal and taxation law reform as a vital 
destination for achieving social and developmental measures, the reform should be 
carried out cautiously in the social and economic setting into which it is embedded.  

Admittedly, China’s fiscal and taxation law reform faces new challenges and 
incentives. Rigorous international tax frameworks and multi-jurisdictional cooperation 
drive China to counter as an international trade giant and a responsible game player. Such 
international tax policy orientations create another layer of incentives and necessity for 
China to fine-tune the domestic fiscal and taxation legal framework, ranging from 
promotion of free trade zones, renegotiation of outdated tax treaty articles, more active 
participation in consequential overseas investments, to WTO Protocol compliance review 
and international tax dispute resolution. Therefore, no matter to which extent–feasible, 
plausible, or pragmatic–proposals are presented, a top level design and a serious pursuit 
to upgrade citizens’ livelihoods must be earnestly prioritized. 
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