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Implementation of Announcement 16
Relevant regulations:

• Guidance on Tax Risk

Management in Relation to
Outbound Payments to
Overseas Related Parties,
released on 30 June 2015 by
Zhejiang Provincial Office, SAT

• Announcement of the State

Administration of Taxation (SAT)
Regarding Corporate Income
Tax ("CIT") Matters on Outbound
Payments to Overseas Related
Parties ("Announcement 16"),
issued on 18 March 2015

• SAT's April 2014 letter to the

UN working group on TP issues

• Announcement of the State

Administration of Taxation on
Monitoring and Administration
of Special Tax Adjustment
[2014] No. 54, issued on 29
August, 2014

Background
Announcement of the State Administration of Taxation (SAT) Regarding
Corporate Income Tax ("CIT") Matters on Outbound Payments to Overseas
Related Parties ("Announcement 16"), issued in March this year, is China’s
response to tackling base erosion and profit shifting (“BEPS”) through
payments made to overseas parts of MNE’s operations for services provided
and intangibles licensed.
Announcement 16, which follows on from SAT’s April 2014 letter to the UN
working group on TP issues, and an SAT initiative in 2014 to have local tax
authorities survey substantial outbound payments of service fees and royalties
since 2004 (see China Tax Alert: Transfer Pricing Focus, Issue 1, August 2014),
reinforces the arm’s length principle, provides that the tax authority in charge
may request relevant documents demonstrating the arm’s length nature and
authenticity of the transaction for record purposes, lays out a range of
circumstances in which payments made to overseas related parties are to be
denied tax deductions, and provides a 10-year window for raising special tax
adjustment enquiries in this area.
Since the introduction of Announcement 16, tax authorities across the country
have strengthened their administration and management of cross-border
payments of service fees and royalties to various degrees. Whilst we have not
witnessed a significant increase in formal Announcement 16 transfer pricing
audits per se, these varying levels of tightened efforts have led to many
challenges to taxpayers. This alert looks at the key areas of Announcement 16
and some of the different practices adopted by tax authorities across the
country.
KPMG observations
•

Extensive self-adjustment requests: Perhaps unsurprisingly is that many tax
authorities have asked taxpayers in their jurisdictions to self-assess the
underlying transactions and self-adjust where necessary. Most of tax
authorities have taken a targeted approach, focusing their efforts on
taxpayers with the largest and most at-risk outbound payments, some have
casted a wider net to all taxpayers in their jurisdictions. For example, No. 2
Branch of the Beijing Municipal Office, SAT has met (or will meet) with
each taxpayer within its jurisdiction and asked all of them to self-assess.
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Nevertheless, so far we have only seen a few self-adjustments made by
those with transactions that have clearly deviated from the arm’s length
principle.
•

Collateral damages: Although Announcement 16 is intended to examine the
deductibility of outbound non-trade payments by the Anti-Avoidance
departments of the tax authorities; it has been used by other departments
to advance their own agendas. For example, when Guangdong Provincial
Office, SAT initiated a provincial-wide self-assessment request to selected
taxpayers, it required taxpayers to self-assess withholding tax obligations in
addition to transfer pricing. In some cases, for example the Inspection
department of a tax authority launched an audit onto the authenticity of a
taxpayer’s cross-border service payments, and indicated that if the
authenticity cannot be ascertained the taxpayer will be subject to a penalty
of between 50% and 5 times the tax evaded. This case was fairly
controversial, and was only resolved through the tax authority opining that
Announcement 16 related audits shall be initiated by the Anti-Avoidance
department only.

•

Detailed guidance to be clarified: A question often asked by taxpayers is
what kind of documents would be considered adequate in proving the
arm’s length nature and authenticity of the underlying transactions. Whilst
Announcement 16 misses such detailed guidance, Zhejiang Provincial
Office of the SAT has recently released its own guidance on documentation
expected. A close read sees extensive documentation beyond what would
typically be included in contemporaneous transfer pricing documentation
being requested, including detailed information on the underlying
transaction, analyses demonstrating that the payments do not fall under
any of the four non-deductible categories specified under Announcement
16, and a value contribution analysis of the Chinese taxpayer if a profits
based method has been used to test the underlying transactions.

•

Retrospective application of Announcement 16: Although Announcement
16 provides a 10-year enquiry window; it was not clear whether the
arguably more stringent criteria that need to be met to secure deductibility
of cross-border non-trade payments could be retrospectively applied to
historical arrangements. Our experience, unfortunately, is that it does
appear that tax authorities are applying Announcement 16 to enquiries
opened before the release of the Announcement. This may open room for
more disputes and can potentially lead to more double taxation that could
be difficult to eliminate.

Key takeaways
It has been a few months since the release of Announcement 16 and it is
appropriate to examine how it has been implemented by tax authorities across
the country to help taxpayers become prepared in this area. As discussed
above, self-assessment requests are extensive and implementation practices
do differ from province to province. These, couple with the retrospective
application and collateral damages calls taxpayers to not only take
Announcement 16 into consideration going forward, but also to examine their
existing arrangements and restructure, if necessary, with these more stringent
criteria to minimise potential risks and double-taxation.
We welcome the detailed guidance issued by Zhejiang, and its detailed
documentation requirements could be followed or referenced by other tax
authorities. However, such extensive documentation requirements do appear
to go against, in particular, G20/OECD BEPS Project’s effort in reducing
administrative burdens for taxpayers in relation to low value services. There is
an imminent need from taxpayers for the SAT to issue a more detailed, clearer
guidance that can be relied upon by taxpayers across the country, and for any
additional documentation requirements to strike a balance between the
materiality (qualitative and quantitative) of the underlying transactions and the
effort exerted by taxpayers in demonstrating their arm’s length nature.
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