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China’s New Corporate Tax Regime 

On March 16, 2007, China’s National People’s Con-
gress promulgated the “Enterprise Income Tax Law” 
(New Tax Law). Effective January 1, 2008, the New Tax 
Law will replace existing legislation, which subjects 
domestic companies and foreign-invested enterprises 
(FIEs) in China to different tax treatments.  

BACKGROUND

To attract foreign investment in the early 1990s, the 
PRC government granted FIEs numerous tax prefer-
ences. Although these tax preferences have contrib-
uted to the growth in foreign investment in China in 
the last fi fteen years, they have also drawn increasing 
criticism from domestic companies. Responding to 
these criticisms, the PRC government has now taken 
advantage of the opportunity presented by China’s 
current robust economy to enact the New Tax Law, 
which subjects both domestic companies and FIEs to 
a 25% income tax rate and phases out many of the 
existing FIE tax preferences over fi ve years.

IMPLICATIONS

• Manufacturing FIEs. Manufacturing FIEs that cur-
rently enjoy an income tax exemption for two years, 
followed by a period of reduced taxation (50%) for 
three years, calculated from such FIE’s fi rst profi t-
able year, will have such exemption and reduc-
tion phased out over a fi ve year period. Likewise, 
manufacturing FIEs in special economic zones (e.g. 
Pudong, Shenzhen, and a number of other desig-
nated areas) which currently enjoy a number of tax 
preferences, including a reduced tax rate of 15% 
or 24% (depending on the location of the FIE), will 

also see such benefi ts phased out over a fi ve year 
period. Some manufacturers may qualify for a new 
reduced tax rate of 15% available to all qualifying 
high-tech businesses, but it is unclear whether any 
other preference will be granted in the future. The 
New Tax Law also provides some new benefi ts of 
interest to manufacturers, such as increased deduc-
tions for R&D expenses and new incentives for pro-
duction safety.

• Non-Manufacturing FIEs. Many non-manufacturing 
FIEs, including those in the real estate, retail, and 
service sectors, are going to see their income tax 
rates fall from 33% to 25%. Existing tax preferences 
for those in basic infrastructure investment, agricul-
ture, and forestry are retained, and new benefi ts for 
those engaged in high technology, environmental 
protection, and production safety are introduced. 
Under the existing law, benefi ts for high-tech busi-
nesses are limited to those established in special 
high-tech districts. The New Tax Law removes these 
geographic limitations and makes tax benefi ts avail-
able to high-tech businesses everywhere in China. 

• FIEs in Special Economic Zones. Existing tax pref-
erences in special economic zones such as Pudong 
and Shenzhen are likely to be phased out over the 
next fi ve years. The details of the phase-out will be 
specifi ed in the implementing regulations that are 
expected to be issued later this year. These geo-
graphically-based preferences are going to be re-
placed by industry-based preferences, with a new 
emphasis on high technology and environmental 
protection. Special phase-out rules may be provided 
for existing high-tech businesses established in spe-
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cial economic zones. The existing tax preferences for 
FIEs doing business in the relatively disadvantaged 
central and western regions of China are likely to be 
the only geographically-based tax preferences to be 
retained.

• Domestic Companies. The New Tax Law gives all do-
mestic companies a tax cut from the current 33% to 
a new 25%. It also fixes one of the biggest flaws in 
the current tax law for domestic companies: the limit 
on employee compensation deduction of RMB1600 
(about US$210) per month for each employee. No 
such limit exists for FIEs under the existing law. The 
New Tax Law eliminates this differential treatment. 
Domestic companies with relatively high wages, 
such as those in the financial and energy sectors, 
are expected to benefit the most from this change. 

HIGHLIGHTS

• Uniform Tax Rate. All PRC resident enterprises will 
be taxed at a 25% rate on their world-wide income. 
For small and thin-profit enterprises, the rate is re-
duced to 20%. Non-PRC tax resident enterprises will 
be taxed at a 25% rate on their PRC-sourced income 
and income connected to a PRC permanent estab-
lishment. 

• New Anti-Tax Avoidance Measures. Resident enter-
prises, subject to PRC tax on world-wide income, in-
clude not only enterprises established in China, but 
also enterprises established outside of China whose 
effective management is in China. The circumstances 
under which a foreign company would be deemed 
to be effectively managed in China is not yet defined 
but probably will be clarified in the implementing 
regulations. Each foreign company should monitor 
the developing law closely and think strategically 
about the location of senior management and board 
meetings to avoid accidentally being subject to PRC 
tax. Another new provision gives the government 
the authority to tax undistributed profits of foreign 
subsidiaries of PRC companies that are established 
in low-tax jurisdictions.

• Repeal of Tax Benefits. Starting on January 1, 2008, 
tax refunds currently available to foreign investors 
who reinvest profits they derive from FIEs back into 
China will be repealed. Gradual phase out of other 
benefits, including preferential tax rates for manu-

facturing FIEs and those in special economic zones, 
over a five-year transitional period for those FIEs 
established before March 19, 2007 (the publication 
date of the New Tax Law) and qualifying for exist-
ing tax benefits. The tax preferences for companies 
investing in the western China are retained.

• New Tax Preferences. The PRC government contin-
ues to encourage investment in high technology 
as well as research and development. The New Tax 
Law provides preferential 15% tax rate for qualify-
ing “high tech” enterprises and tax credits for busi-
nesses that make certain qualified venture capital 
investments. Additional tax preferences for enter-
prises engaged in basic infrastructure investment, 
agriculture and forestry, environmental protection 
and conservation, and production safety.

• Transfer Pricing. Substantially similar reporting re-
quirements as under existing law for transfer pric-
ing and inter-group affiliated transactions, but vari-
ous sources indicate that audits may be stricter in 
the future.

CONCLUSION

Certain multinational corporations currently operating 
in China, particularly those engaged in manufactur-
ing, should be prepared for higher tax costs. However, 
since most of the tax preferences are phased out for 
existing FIEs over a five-year period, the immediate 
impact should be relatively minor for most existing 
businesses. Many FIEs outside of the manufacturing 
sector may actually see their tax burden fall under 
the New Tax Law. Given the tax preferences for high 
technology, R&D, and environmental conservation, 
businesses should consider how to emphasize these 
aspects of their operation to qualify for these new 
benefits.

Many of the details of the New Tax Law, including 
qualifications for the new tax preferences and the 
procedure for the phase-out of existing preferences, 
have not yet been published. They are likely to be pro-
vided in implementing regulations expected to be re-
leased later this year. It also remains to be seen how 
the many regulations previously issued in the form of 
circulars and notices, including those on the tax treat-
ment of mergers and acquisitions, will be affected by 
the New Tax Law.
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