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Heading to China? Here are some Os about risks to consider 

W
ith so many "Made in 
China" labels on today's 
products, it's no secret 
that many items produced 

by U.S. companies are manufactured in 
China. Whether working with Chinese 
manufacturers or trying to sell directly 
in China, many U.S. companies are set-
ting up businesses there. 

If a company is interested in setting up 
business in China, it must understand 
the tax implications and make structural 
decisions at the beginning. The most im-
portant aspect of tax planning for busi-
ness investment in a foreign country is 
making sure to have the right legal and 
tax structure in place. While structur-
ing investment into China is similar to 
investing in any other major trading 
partner, there are legal and cultural 
aspects of doing business in China that 
make structuring Chinese business 
investments unique. 

Here are some key points to consider: 
Get advice early and choose the 

appropriate business structure. 
Many companies interested in doing 
business with China make the mistake 
of waiting until they have established 
their business there before getting 
advice. This can cost them significantly 
in the long run. It's imperative to choose 
the right structure from the begin-
ning because it often is too costly to 
restructure. 

One key decision is whether the Chi-
nese entity should be taxed as a separate 
corporation or as a pass-through entity 
for U.S. tax purposes. If it is taxed as a 
separate entity, its income will generally 
not be taxed in the U.S. until the income 
is repatriated to the U.S. If it is taxed as 
a pass-through entity, all income earned 
by the entity will be immediately taxed 
in the U.S. 

At first glance, it may seem that defer-
ring U.S. taxes is more beneficial than 
immediate taxation. This is far from the  

case, 	however, 
because of the 
complexity of the 
U.S. foreign tax 
credit mecha-
nism. In general, 
if the U.S. cor-
poration is a C 

corporation, there is typically a slight 
advantage in having the entity taxed as a 
separate corporation. If the U.S. company 
is an S corporation, a partnership or an 
LLC that is taxed as a partnership, there 
is generally a big advantage to having the 
entity taxed in the U.S. on a pass-through 
basis. It is important that this decision be 
made and elections filed within 75 days of 
when an entity is established. 

Consider a holding company 
structure. China's business, liability 
and employment laws differ from those 
of the U.S. and other developed coun-
tries in significant ways, so doing busi-
ness there often is viewed as more risky 
than in other parts of the world. As a 
result, companies will often establish a 
separate U.S. entity to hold the Chinese 
operations even when they have no per-
manent establishment in China. 

Look at starting a representa-
tive office. Unlike most other coun-
tries, China allows foreign companies 
to establish limited operations in the 
form of a "representative office." This 
is inexpensive to set up compared with 
other legal structures in China. Repre-
sentative offices are subject to Business 
and Foreign Enterprise Income Tax in 
China, generally about 10 percent to 
15 percent of the total expenses of the 
representative office. Because of this, 
companies may have a physical pres-
ence in China in certain circumstances 
without creating a taxable permanent 
establishment. Representative offices 
are allowed to conduct only limited 
activities that don't produce profits. 
These include conducting market  

surveys, creating exhibitions and pub-
licity relating to the foreign enterprise's 
products or services, and liaison activi-
ties relating to the foreign enterprise's 
sales, services, domestic procurement 
and domestic investment. Representa-
tive offices may not invoice in the Chi-
nese currency, and there is a limit on the 
number of foreign staff allowed. 

Think about the currency con-
trols. Unlike most developed countries, 
China maintains strict currency controls 
under the State Administration for For-
eign Exchange (SAFE). It is important 
to consider the impact of these controls 
when designing the company's legal and 
operating structure. 

Weigh the "Hong Kong factor." 
Companies must determine whether it 
is beneficial to operate a Chinese opera-
tion through a Hong Kong entity instead 
of through a Chinese entity. There are 
usually advantages and disadvantages to 
a Hong Kong structure. The advantages 
typically relate to increased business 
efficiencies, reduced legal and employ-
ment risks, and certain local country tax 
advantages. However, these advantages 
may be offset by increased U.S. taxes as 
a result of operating through a tax jus-
tification (Hong Kong) with which the 
United States has no income tax treaty. 
The bottom line is that serious attention 
should be paid to both pros and cons. 

With 1.3 billion people and a growing 
interest in playing on the world market, 
China offers an enticing place to expand 
a business. But be cautious. If this is in 
the business plan, consider all options 
and tax implications before proceeding 
forward. 
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