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China clarifies tax treaty application for partnerships, service PE and 
international transportation  

 

 

On 9 February 2018, the State Administration of Taxation (SAT) issued 
Announcement 11 to supplement the earlier double tax agreement (DTA) 
guidance provided in Circular 75. This provides notable clarifications 
concerning the DTA treatment of foreign partnerships and the service 
permanent establishment (PE) timeframe calculations. There is also 
supplementary guidance on DTA transport and entertainer articles. The 
guidance applies from 1 April 2018. 
 
Announcement 11 main changes 

Circular 75 is the most substantive piece of China DTA guidance and draws 
heavily on the commentary on the OECD Model Tax Convention (MTC). 
While it formally applies to the interpretation of the China-Singapore DTA, it 
is stated to be relevant to interpretation of treaties with provisions matching 
those in the China-Singapore DTA. 

The Announcement 11 foreign partnership clarifications, however, diverge 
from the OECD approach. It is provided that, unless there are specific 
provisions in a given DTA dealing with partnership ‘transparency’ (e.g. 
under the China-France DTA), then foreign partnerships themselves must 
qualify for DTA benefits, for any relief to be available. This means that the 
foreign partnerships need to show that they possess tax residency 
certificates issued by foreign tax authorities, and have tax payment 
obligations as residents therein. It appears that one cannot just look through 
to the underlying partners and show that the partners paid tax, and then be 
able to claim DTA benefits on this basis. This differs from the approach, in 
the OECD MTC Commentary, that the source country should look at how 
the residence country taxes the partnership/partners, and follow this to 
determine the appropriate DTA relief claimant. By contrast, foreign partners 
in Chinese partnerships may claim DTA benefits, under the DTA between 
their country and China, as long as that country taxes them as residents.  

The other significant clarification is that older China DTAs, whose service 
PE articles set a six month (rather than 183 day) threshold, should be 
interpreted as setting a 183 day test.   
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Apart from this, other clarifications include: 

- Unincorporated Sino-foreign educational institutes are clarified to 
constitute a PE in China for foreign partners. 

- The guidance in Circular 75 on the shipping and air transport article 
(Article 17) is replaced. This provides, in particular, greater guidance on 
which activities are considered ‘ancillary’ to the operation of ships or 
aircraft in international traffic through the provision of a ‘three-pronged 
test’, and thus only taxable in the country of the transport enterprise. 
This can include, inter alia, certain deposit interest income, and 
lodging/local transport supplies to transit passengers.  

- The guidance in Circular 75 on the entertainers and sportspersons 
article (Article 8) is replaced. This delivers greater clarity on the 
activities subject to source taxation under this article, those for which 
the fixed base threshold is applied under the independent services 
article, those for which employment treatment under the dependent 
services article are relevant, and those subject to withholding tax (WHT) 
under the royalty article. 

 
KPMG observations 

The partnership clarifications are potentially challenging for foreign 
businesses. At present, solely the China-France DTA has special provisions 
allowing for foreign partnership look-through. In practice, for other DTAs, 
taxpayers have, in the past, had case-by-case discussions with local tax 
authorities to agree foreign partnership look-through to access DTA relief. 
The new guidance would seem to close the door on this approach.  

Given that, in commercial practice (and particularly for investment funds), 
many partnerships are set up as flow-through entities, and the partnerships 
themselves are not registered as tax residents, this could create extensive 
China DTA relief complications. While China could, potentially, look to add 
new protocols to its DTAs to provide for look-through, this would not assist 
with the many Cayman and BVI partnerships, used for China investment, 
given the lack of relevant China DTAs. 

By contrast, the Service PE clarifications are helpful. This addresses the 
problem of aggressive local tax authorities asserting, for older DTAs with a 
six month threshold, that foreign company staff presence in China for one 
day in a month constitutes presence for a full month.  This is of assistance 
in relation to the US, Canada, Australia, Spain, Norway, Malaysia, and 
South Korea DTAs, among others. 
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For any enquiries, please send to our public mailbox: taxenquiry@kpmg.com or contact our partners/directors 
in each China/HK offices.

The information contained herein is of a general nature and is not intended to address the circumstances of any particular individual or entity. Although we endeavour to provide accurate and
timely information, there can be no guarantee that such information is accurate as of the date it is received or that it will continue to be accurate in the future. No one should act on such
information without appropriate professional advice after a thorough examination of the particular situation.
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