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INTRODUCTION
COVID-19 has considerable impact on companies and businesses worldwide, including foreign-invested enterprises
(“FIEs”) in the People’s Republic of China (“PRC”). Depending on the industry sector, sales and revenues have
decreased. Further negative impacts on businesses may follow in the coming months. Consequently, many
companies are looking for ways to cut costs and implement synergies. In this brochure, we summarize several
corporate restructuring measures which may be adopted by foreign investors and FIEs to get through the current
challenging situation.
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CHAPTER I: TAKING OUT LOANS
Corporate Issues
When facing financial difficulties, a FIE may take out loans from
banks or from affiliates, both within China and from abroad.

Loans from banks within China
If a FIE intends to take out loans from banks within China, it
shall apply to relevant banks and sign loan agreements
accordingly.

Loans from affiliates within China
According to Article 61 of the General Rules on Loans
issued by the People’s Bank of China (“PBoC”), enterprises
shall not engage in borrowing and lending or in borrowing
and lending in a disguised manner among themselves in
violation to the laws and regulations. However, according to
Article 11 of the Provisions of the PRC Supreme People's
Court on Several Issues concerning the Application of Law
in the Trial of Private Lending Cases, for loan agreements
concluded between legal persons for the need of production
and operation, except for the circumstances stipulated in
Article 52 of the PRC Contract Law and Article 14 of these
Provisions, where the parties concerned claim that the loan
agreement is effective, the People's Court shall support
such claim. In other words, under PRC law intercompany
loans including loans from affiliates within China are valid,
but only for the purpose of production and operation.

Loans from abroad
A FIE may take out loans from abroad either (1) up to the
difference between its total amount of investment and its
registered capital or (2) generally, in the amount of 2.5
times of the net assets of the FIE. The above legal
restrictions do not apply to domestic loans taken out from
PRC banks. Please further note that a FIE can only choose
one of the two methods above to take out foreign loans and
once the method is chosen, the FIE cannot switch to the
other one soon afterwards.
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>> Method 1: Difference between total amount of

investment and registered capital
Based on the registered capital, a FIE shall
also have a verified total amount of investment.
The total amount of investment is a theoretical
amount which does not need to be actually
paid in by the shareholder and which does not
appear on the balance sheet of the FIE.
However, it can be important for the financing
capacity of the FIE.

According to the Interim Provisions on the
Ratio between Registered Capital and Total
Amount of Investment of a Joint Venture
Company which are applicable to all FIEs,
there are the following ratios between the
registered capital and the total amount of
investment of a FIE:
Total Amount of
Investment (in
USD)

Minimum
Registered Capital
(in USD)

Less than 3 Mio (3
Mio inclusive)

70% of the total
amount of investment

Between 3 Mio to
10 Mio (10 Mio
inclusive)

50% of the total
amount of
investment, but not
less than 2.1 Mio

Between 10 Mio to
30 Mio (30 Mio
inclusive)

40% of the total
amount of
investment, but not
less than 5 Mio

More than 30 Mio

1/3 of the total
amount of
investment, but not
less than 12 Mio

In order to have the maximum capacity to take
out foreign loans, FIEs are in general advised
to set the total amount of investment at the
maximum possible amount based on their
registered capital.
>> Method 2: Generally, 2.5 times the net assets

Under the Circular Yin Fa (2017) No. 9 and the
follow-up Circular Yin Fa (2020) No.64 issued
by the PBoC, companies in the PRC may apply
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for the so-called “upper limit of risk-weighted
balance of cross-border borrowing”, i.e. 2.5
times of their net asset value, as their borrowing
cap from abroad.
The calculation of the risk weighted balance of
cross-border borrowing (which a loan will take
up) shall be, under certain circumstances,
adjusted upwards (multiplied by 1.5 or 2)
depending on the currency and the term of the
loan. For a short term foreign exchange loan,
the balance it will take up equals to the principal
amount of the loan multiplied by 2, for a medium
and long term foreign loan in foreign exchange
or a short term foreign loan in RMB, the balance
it will take up equals to the principal amount of
the loan multiplied by 1.5, for a medium and
long term foreign loan in RMB, the balance it
will take up equals to the principal amount of the
loan.
>> Procedures to take out foreign loans

FIEs shall apply to the locally competent branch
of the PRC State Administration of Foreign
Exchange (“SAFE”) for taking out foreign loans
within 15 working days after conclusion of the
relevant loan agreement. When the application
documents are complete and accepted by the
SAFE, it takes the SAFE usually around 20
working days to issue the foreign debts
registration certificate. The loan principal can
then be remitted to the FIE and it can withdraw
the funds through its banks. Without such
registrations, no loan amounts can be remitted
into the PRC and the borrower can also not
make repayment of the loan principal and
interests to the lender abroad.

Tax Issues

Chinese borrower shall withhold and pay the indirect
taxes (i.e., VAT and surcharge taxes) for the foreign
enterprise.

Indirect tax implications

Income tax implications on the lender

The interest income derived from loans is subject to
6% VAT plus surcharge taxes of around 10% of the
VAT. The VAT is usually shifted to the borrower and
the borrower is not able to claim input VAT credit for
the shifted VAT because the interest is deemed as
remuneration for “loan services” in nature. In the
event that the lender is a foreign enterprise, the

>> Lender as a PRC tax resident enterprise
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The lender shall recognize the interest income as
taxable incomes for PRC Corporate Income Tax
(“CIT”) purposes. The CIT rate is normally 25%
unless the lender qualifies for a lower rate
granted by the applicable preferential CIT policies

(e.g., qualified as a high-tech enterprise). The
lender’s valid tax loss is allowed for deduction
against the taxable incomes for CIT calculation.
>> Lender as a non-PRC tax resident enterprise

In the case where the lender is a foreign
enterprise which does not have any
establishment or place of business (“EPB”) in
China or the interest income is not connected
with such EPB the foreign enterprise has
constituted in China, the interest income is
subject to 10% PRC Withholding Tax (“WHT”),
unless the relevant bilateral double taxation
treaty (“DTT”) or double taxation arrangement
(“DTA”) between China and the jurisdiction of
which the lender is a tax resident provides a
reduced WHT rate and the lender qualifies as
the beneficial owner of the interest income.
The Chinese borrower shall withhold and pay
WHT for the foreign enterprise.

Stamp duty implications
Both the lender and the borrower shall pay 0.005%
stamp duty respectively based on the agreed loan
amount in the loan contract.

Income tax considerations of the borrower
>> General CIT deduction policy

Compared with dividend distributions, interest
expenses derived from loans can generally be
deducted from the taxable incomes for CIT
purposes. However, if the borrower’s registered
capital has not been fully paid up, deduction of
interest expenses is restricted. In addition,
according to the PRC CIT Law, any interest
accrued due to the agreed interest rate in
excess of the comparable rate of bank loans of
the same kind cannot be deducted for CIT
purposes.
>> Thin capitalization rule

In the case where the lender and the borrower
are related parties, the loan arrangement should
follow the arm’s length principle from transfer
pricing
perspectives.
In
addition,
“thin
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capitalization rule” is a universally predominant
rule that sets a boundary of debt investments for
tax anti-avoidance purposes. Under the PRC
thin capitalization rule, if loans from affiliates
exceed a certain ratio of the equity investment in
the borrower, the interest expenses derived from
the loans exceeding the underlying related party
loan-to-equity ratio are generally not deductible
for CIT purposes, unless the borrower can
provide sufficient evidence to prove that such
loan arrangement is in line with the arm’s length
principle. The standard related party loan-toequity ratio is 2:1 and 5:1 for non-financial
enterprises
and
financial
enterprises
respectively.

CHAPTER II:
INCREASE OF REGISTERED CAPITAL
Corporate Issues
When facing financial difficulties, alternatively to taking out loans, the registered capital of an FIE can be increased.
The increase of the registered capital of an FIE is subject to registration with the locally competent Market Supervision
and Administration Bureau (“MSA”) and reporting to the competent Authority of Commerce. The procedures with the
Authority of Commerce have, in general, changed from previous recordal procedures to now mere reporting
procedures on 1 January 2020. Since then, the required information will be automatically transferred to the Authority of
Commerce by the competent MSA.
For registration of a capital increase with the competent MSA, usually the following documents have to be submitted:

standard
application form of
the MSA and
powers of
attorney,

the decision or
resolution of the
shareholder(s) of
the FIE,

an amendment to
the Articles of Association of the
FIE, and

other documents
which may be requested by the
MSA on a case by
case basis.

The competent MSA will issue the renewed Business License and a Notice of Change after the capital increase is
registered. Usually, this takes around 5 working days upon submission of the complete application documents to the
MSA. After the capital increase is registered with the MSA, there are also some post-registration formalities with
several authorities, e.g. bank, tax bureau, etc., which take around 1 month.
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Tax Issues
The invested company shall pay 0.025% stamp duty for any incremental paid-in capital contributed by the shareholder.
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CHAPTER III:
DECREASE OF REGISTERED CAPITAL
Corporate Issues
Considering the actual business situation of a company
and the entire group, an investor may also decide to
decrease the registered capital. After the capital
decrease, the decreased part of the registered capital can
be returned to the investor. Compared with capital
increase, the procedures for capital decrease are more
complicated.
For reducing its registered capital, the company shall
prepare its balance sheet and schedule of assets. After
the shareholder has made a resolution on reducing the
registered capital of the company, the company shall
notify its creditors within 10 days and make a public
announcement about the proposed capital decrease in a
newspaper within 30 days. Any creditor is, within 30 days
of receipt of such a notice or, where it does not receive a
notice, within 45 days of the date of the public
announcement, entitled to require the company to repay
its debt in full or to provide a corresponding security.
After the 45 days period mentioned above has expired,
the company shall submit application documents to the
competent MSA for registration of the capital decrease. In
practice, MSAs are very cautious when dealing with
applications for capital decrease. Some MSAs may
require the company to explain the reason for the capital
decrease and may also delay the process of capital
decrease. After the capital decrease is registered, the
competent MSA will issue a renewed Business License
and a Notice of Change. Similar like the procedures of
capital increase, there are also some post-registration
formalities with several authorities, e.g. bank, tax bureau,
etc. Usually, the whole procedures of capital decrease
mentioned above may take around 4 to 5 months.
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Tax Issues
According to the PRC CIT regulations, the assets obtained by an investor due to capital reduction should be divided
into three parts for tax purposes:

a) the amount equivalent
to the initial capital
contribution
for
reduction which is the
recovery of investment
cost of the shareholders
(and thus not subject to
income tax);

b) the amount equivalent
to the retained earnings
of
the
company
attributed according to
the portion for which the
reduced
capital
accounts of the total
paid-in capital (and this
part is regarded as
“dividend”
distribution
for taxation purposes);
and

c) the remaining amount
(and
this
part
is
regarded as “capital
gain” from disposal of
investment for taxation
purposes).

The shareholder must first determine two figures, namely the total equity amount for reduction (“Amount I”) and the
intended registered capital amount for reduction included in Amount I (“Amount II”). Following the tax principles
mentioned above, if Amount II equals Amount I, Amount I will be treated as full recovery of investment cost of the
shareholders and, thus, not be subject to income tax. Since Amount II is the actual registered capital amount for
reduction, this amount should anyway not exceed the total registered capital amount of the company. However, if
Amount II is determined at an amount lower than Amount I, income tax may be triggered. Please refer to the income
tax implications of “dividends” and “capital gains” in our briefing on the topic “Normal Liquidation” in Chapter VII below.
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CHAPTER IV:
ACHIEVING SYNERGIES THROUGH MERGER
Corporate Issues
Through a merger a foreign investor that has two or more subsidiaries
in the PRC can combine two or more entities into one entity in order to
consolidate and save resources.
Under PRC law, a merger refers to the combination of two or more
existing entities into one entity, either through absorption or
incorporation of a new company. In a merger by absorption, one
existing entity absorbs one or more other entities and continues to
exist, while the absorbed entity or entities are dissolved. In a merger
by incorporation, two or more existing entities are merged into a new
entity, while the original entities are all dissolved. The surviving
company in a merger by absorption and the new company in a merger
through incorporation will take over all the assets as well as all rights,
claims, obligations and liabilities of the companies subject to the
merger.

Total amount of investment and registered capital
The registered capital of the surviving company after merger by
absorption / the new company after a merger through incorporation
shall be the aggregate amount of the registered capital of the
merged companies.
Subject to the local practice of the competent MSA, the total
amount of investment can either be the aggregate amount of the
total amounts of investment of the merged companies or a new
figure calculated based on the aggregate registered capital of the
merged companies according to the Interim Provisions on the
Ratio between Registered Capital and Total Amount of Investment
of a Joint Venture Company as referred to under Chapter II above.

Statutory Procedures
>> Merger by adsorption

According to the Regulations on Merger and Division of
Foreign Invested Enterprises (the “Merger Regulations”), in a
merger by absorption, there is one surviving entity and one or
more absorbed entities.
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According to the PRC Company Law, to carry
out a merger, the entities involved in the
merger shall conclude a merger agreement
and formulate balance sheets and schedules
of assets. The parties to a merger shall, within
10 days of making the resolution to merge,
notify their respective creditors and, within 30
days, make a public announcement in a
newspaper. Any creditor may, within 30 days
of receiving such notice or, in the event that
the creditor does not receive such notice,
within 45 days as of the issuance of the public
announcement, require the companies to
repay their respective debts in full or to provide
a corresponding guarantee.

After the absorbed company has been deregistered at its competent MSA, the surviving
company can apply for registration of the merger
with its competent MSA. After a new Business
License has been issued by the MSA, the surviving
company shall further go through post-registration
formalities regarding the merger with the locally
competent tax bureau, the customs, the foreign
exchange authority, etc.
>> Merger through incorporation of a new company

The procedures of a merger through incorporation
are similar to the ones of a merger by absorption,
and are as follows:

After the 45-days-period mentioned above
expires, the company /
companies to be
absorbed shall start the de-registration
procedures as follows:

 Establishment of a new entity into which the
companies to be absorbed will be merged;

 De-registration of branches of the company
to be absorbed, if any;

 De-registration procedures of the absorbed
entities as described above.

 Tax de-registration with the competent tax
bureau;

After the entities to be absorbed have been deregistered at their respectively competent MSAs,
the newly established entity shall apply for
registration of the merger with its competent MSA
and
go
through
relevant
post-registration
procedures.

 Customs de-registration with the competent
customs authority;
 Application for cancellation of the Business
License with the competent MSA;
 Post-registration formalities, e.g. deregistration of social security at the
competent Human Resource and Social
Security Bureau, de-registration of foreign
exchange basic information via the bank,
closing of bank accounts, etc.
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 Notification to the creditors
announcement in a newspaper;

and

public

Generally speaking, the entire merger procedures may
be completed within 10 to 11 months. Among the above
procedures, the tax de-registration of the entity / entities
to be absorbed is the most time-consuming step, and,
usually, takes around 6 months.

Tax Issues
CIT implications of the merger
Under the PRC tax regime, if certain conditions are met, the Special Tax Treatment (“STT”) can apply so that no
CIT will be triggered upon the merger. Otherwise, the General Tax Treatment (“GTT”) shall apply. The following
table summarizes the differences between the GTT and the STT.
Item for
comparison
Gains of the
absorbed
company for
transferring the
assets

GTT
The absorbed company shall recognize the gains for
“transferring” its assets to the surviving company. Such
gains shall be calculated based on the fair market value of
these assets and their net book value. The gains shall be
included in the overall taxable income of the absorbed
company for CIT purposes.

No capital gains shall be recognized for
transferring the assets to the surviving
company.

The pre-merger tax losses of the the absorbed company
can no longer be used after the merger by the surviving
company.

The pre-merger tax losses (which can
be carried forward to credit against the
taxable incomes of the following 5
years) of the absorbed company can
continue to be utilized by the surviving
company, but be subject to an annual
cap based on the fair value of the net
asset of the absorbed company times
the interest rate of the state treasury
bond with the longest term as of 31
December of the year in which the
merger occurs.

The shareholders are regarded as (i) receiving dividends
from the absorbed company (equal to the amount of
retained earnings of the absorbed company) for dividend
tax purposes and (ii) disposing its investment, and
consequently the gains or losses arising from the disposal
must be calculated for capital gain tax purposes.

No PRC taxes will be triggered for the
shareholders of the Chinese companies
involved in the merger.

Pre-merger tax
losses of the
absorbed
company

Income tax
payable by the
shareholders of
the absorbed
company

CIT holidays
previously
enjoyed by the
absorbed
company

STT

In the event that the shareholder is a PRC tax resident
enterprise, the dividend is exempt from CIT. In the event
that the shareholder is a non-PRC tax resident enterprise,
the applicable PRC WHT rate applicable to the above
“dividends” and “capital gains” is 10%, but more
preferential WHT treatment may be available according to
the DTT or DTA between China and the jurisdiction of
which the shareholder is the tax resident.

In the case where the absorbed company is still enjoying
valid CIT holidays, such CIT holidays shall no longer be
applicable after the merger.
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The CIT holiday, if any, can continue to
be enjoyed by the surviving company
after the merger.

Conditions for qualifying for the STT
In order for the merger to be eligible for the STT, under PRC tax regulations, all the following conditions must be
met:

(1) The merger must
have reasonable
commercial
purposes and not
be conducted
mainly to reduce,
avoid or postpone
tax payments;

(2) The surviving
company / new
company must
assume the original
actual business
activities carried
out by the
absorbed company
within 12 months
after completion of
the merger;

(3) The original
shareholders of the
absorbed company
shall mainly receive
shares in the
surviving
company / new
company as a
consideration for
giving up shares of
the absorbed
company – the
“share payment”
must exceed 85%
of the total
consideration of the
merger; and

(4) The original
shareholders of
the absorbed
company must
not transfer the
surviving / new
company’s
shares received
as consideration
within 12 months
after completion
of the merger.

STT reporting requirements
If the parties involved in the merger consider that the merger qualifies for the STT upon self-assessment, the
parties shall make recordal with the competent tax authorities for the STT. In particular, the absorbed company
should make recordal before it applies for tax deregistration. The surviving company / new company should submit
the recordal documents together with the annual CIT declaration returns for the year during which the merger is
completed.
For safety reasons, the tax authorities’ opinions need to be consulted in advance – it cannot be excluded that the
competent tax authorities may have different opinions about the application of the STT so that it is always
advisable to communicate with them in advance. Please note that the tax authorities are empowered to adjust the
taxation if they notice that any of the STT conditions is not met in the course of follow-up administrations.

Other tax implications of the merger
Other transactional taxes are not triggered for the merger.
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Employment Issues
Consultation with the trade union /
employees
Merger is a major business decision of the
companies. It may directly affect the personal
interests of the employees of the companies
participating in the merger. Under PRC law, the
involving companies should discuss with the
employees’ representative congress or all staff to ask
them to make proposals or give opinions and consult
with the trade union or the employees’
representatives before making the decision. However,
there are no legal consequences, if the involved
companies fail to do so, except for in case of Stateowned enterprises. Therefore, in practice, most
companies only notify the employees after the
decision has been made.

Continuous performance of employment
contract
Under PRC law, the employment contracts of the
employees after the merger shall re-main effective
and be continuously performed by the surviving
company or newly established company. Such
surviving company or newly established company, i.e.
successor shall take over the rights and obligations
under the employment contracts. Hence, for business
restructuring in the form of merger, the continuance of
the employees’ employment relationship will not be
directly affected.
After the merger, the employer of the employees of
the absorbed entities will be changed to the surviving
company or newly established company. In practice,
the surviving company or newly established company
normally issues a written notice to the employees
about the merger and the change of their employer
due to the merger. Further, the surviving company or
newly established company shall timely handle
formalities for the employees’ social insurance and
housing fund relationships and make contributions to
social insurance fund and housing fund for the
employees.
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CHAPTER V: SHARE TRANSFER

Corporate Issues
If the business prospects look slim and the shareholders of a company want to avoid the time-consuming work of
dissolving the company, an alternative can be to sell the shares of the company. Usually, the buyer will do a due
diligence of the target company. Then the buyer and the seller will negotiate and enter into a share transfer agreement.
Further, the share transfer shall be registered with the competent MSA.
For registration of a share transfer with the competent MSA, usually the following documents have to be submitted:

 standard application form of the MSA and powers of attorney;
 the decisions or resolutions of the old and new shareholder(s) of the
company;
 the share transfer agreement;
 an amendment to the Articles of Association of the company;
 a copy of the business license (for a PRC entity) / notarized and legalized
certificate of incorporation (for a foreign entity) of the new shareholder;
 letters of release and letters of appointment of the directors and management
of the company; and
 other documents which may be requested by the MSA on a case by case
basis.

The competent MSA will issue a revised Business License and a Notice of
Change after the share transfer is registered. Usually, this takes around 5
working days upon submission of the complete application documents to the
MSA. After the share transfer is registered with the MSA, there are also some
post-registration formalities with several authorities, e.g. bank, tax bureau, etc.,
which take around 1 month.
In case of a domestic buyer, the banks will in practice usually only handle
remittance of the purchase price under the share transfer agreement, after the
share transfer has been registered with the MSA.
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Tax Issues

months after the share transfer;
>> In the case where cross-border transactions are

General CIT implications
The share transferor shall recognize the capital
gains from the share transfer for income tax
purposes, unless the share transfer qualifies for the
STT. The “capital gain” equals the difference
between the share transfer price and the share
transferor’s investment cost in the shares. In
particular, in the case where the share transferor is
a non-PRC tax resident enterprise, the capital gain
is subject to 10% PRC WHT unless the relevant
DTT or DTA offers preferential tax benefits.

Conditions for qualifying for the STT
However, if the share transfer meets all of the
following conditions, the STT applies so that the
capital gain tax will not be triggered:
>> The share transfer must have reasonable

commercial purposes and not be conducted
mainly to reduce, avoid or postpone tax
payments;
>> At least 50% of the target company’s shares

are transferred;

involved:
 If a non-PRC tax resident enterprise
transfers its equity interest in a PRC tax
resident enterprise to another non-PRC tax
resident enterprise, the buyer’s shares must
be 100% directly held by the seller and the
underlying share transfer shall not change
the WHT burden of any future transfer of the
shares. In addition, the non-PRC resident
seller shall provide written guarantee to the
in-charge tax authority that it will not transfer
the shares of the non-PRC tax resident
buyer within the following 3 years;
 If a non-PRC tax resident enterprise
transfers its equity interest in a PRC tax
resident enterprise to another PRC tax
resident enterprise, the buyer’s shares must
be 100% directly held by the seller;

 If a PRC tax resident enterprise transfers its
assets or equity interest to a non-PRC tax
resident enterprise, the buyer’s shares must
be 100% directly held by the seller.

Other tax
transfer

implications

of

the

share

>> At least 85% of the consideration is in the form

of shares;
>> The target company shall continue the original

business activities within 12 months after the
share transfer;
>> The share transferor must not transfer the

shares received as consideration within 12
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Both the share transferor and the share transferee
shall pay stamp duty respectively at 0.05% of the
share transfer price. In the case where capital
increase is involved due to issuance of new
shares to the share transferee as consideration,
the company whose capital has been increased
should pay 0.025% stamp duty for the incremental
capital.

Employment Issues
Continuous performance of employment contract
Under PRC law, the changes of shareholder(s) of a company will not affect the performance of the employment
contracts between the company and the employees. The company shall continuously perform the existing employment
contracts as it did before the occurrence of the share transfer.
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CHAPTER VI: ASSET TRANSFER
Corporate Issues
If the company shall be kept but only certain business of
the company shall be sold or adjusted, the investor can
consider an asset transfer. Usually the buyer conducts a
due diligence of the assets to be transferred. The buyer
and the seller will then negotiate and enter into an asset
transfer agreement. Under an asset transfer, usually there
will be assignment of contracts, transfer of employee,
transfer of IP rights, transfer of movables and real estate
properties, etc.

If any contract shall be assigned to the buyer, a written
approval of the counterparty of the contract shall be
obtained. If any real estate shall be transferred, the
change of ownership of the real estate shall be registered
with the competent real estate registration center. If any IP
right shall be transferred, the relevant changes shall be
registered with the competent intellectual property
administration. The formalities for transfer of employees
are complicated and will be introduced below.
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Tax Issues
General CIT implications
The transferor shall recognize gains (i.e., the
difference between the asset transfer price or fair
value of the assets and the tax basis of the assets
for transfer) derived from the transfer of assets
involved in the business transfer as taxable
incomes for CIT purposes, unless the asset transfer
qualifies for the STT or the “5-year deferral policy”.

Conditions for qualifying for the STT
If all the following conditions are met, the underlying
asset transfer will qualify for the STT so that the
gains will not be recognized for CIT purposes upon
business transfer:
(1) The asset transfer must have reasonable
commercial purposes and not be conducted
mainly to reduce, avoid or postpone tax
payments;
(2) No less than 50% of the transferor’s assets
are transferred;
(3) The transferee will continue the original
substantive business operation of the assets
acquired within 12 months after the asset
transfer;
(4) The transferee issues new shares to the
transferor as the main consideration (above
85% of the consideration) for acquiring the
assets from the transferor (which will thus
become
one
of
the
transferee’s
shareholders after the business transfer);
and
(5) The transferor will not transfer the
transferee’s
shares
received
as
consideration within 12 months after the
asset transfer.
If the tax deferral effect with unspecified time limit
cannot be achieved due to disqualification for
certain STT conditions above, the transferor may
still have a chance to enjoy the “5-year deferral
policy”, if the transferor contributes its nonmonetary assets to the transferee as capital
increase. The “5-year deferral policy” refers to the
result that the transferor does not need to recognize
21 | CMS, China Guide on Restructuring - November 2020

the whole gains for CIT purposes immediately but
can recognize the gains evenly within the following
5 years for CIT purposes. However, if the transferor
disposes the transferee’s shares within the 5-year
deferral period, it shall treat the outstanding
unrecognized gains from the asset transfer as
taxable incomes for CIT purposes immediately.

Other tax implications
For transfer of tangible moveable assets and some
intangible assets, VAT (standard rate is 13% for
tangible moveable assets and 6% for intangible
assets such as technical know-how, patents,
copyrights, etc.) plus the minor surcharge taxes are
payable by the transferor. The VAT shifted to the
transferee can be utilized as input VAT to credit
against the transferee’s output VAT liabilities.
If, in the course of business transfer, the relevant
liabilities, receivables and employees connected
with the underlying business are transferred together
with the assets, the transfer of the involved assets is
not subject to VAT. Approval from the tax authorities
is necessary before enjoying this treatment.
For transfer of land use rights and buildings, the
transferee shall pay Deed Tax at 3% to 5% of the
transfer price. The transferor shall pay Land
Appreciation Tax (“LAT”) at progressive rates
ranging from 30 to 60% based on the appreciation
value of the real properties. LAT can be exempted if
the real properties are transferred by the transferor
to the transferee as capital contribution and both the
transferor and the transferee are not real property
developers.
Transfer of goodwill is subject to 6% VAT. It is
suggested that the transferor should allocate the
value of goodwill properly into the transfer price of
various assets, because, according to the PRC CIT
Law, goodwill will not be deducted or amortized for
deduction against the transferee’s taxable incomes
for CIT purposes until the transferee is liquidated.

Stamp duty shall be paid by both the transferor and
the transferee at 0.03% (for inventories and
equipment) or 0.05% (for patents and real
properties) based on the transfer price. In the case
where the assets are transferred in the form of
capital contribution, the transferee should pay
0.025% stamp duty for the incremental capital.

Employment Issues
Consultation with the trade union / employees
Transfer of assets is a major business decision of the company which may cause
the transfer of the employee and affect the personal interests of the employees.
According to PRC law, the company should discuss with the employees’
representative congress or all staff to ask them to make proposals or give opinions
and consult with the trade union or the employees’ representatives before making
the decision. However, there are no legal consequences, if the company fails to
discuss and consult with employees, except for State-owned enterprises. Therefore,
in practice, most companies only notify the employees after the decision has been
made.

Employee transfer
The PRC law does not mandatorily require that the buyer of the assets of the
company must take over all the employees of the company. Instead, in an asset
transfer, whether to transfer the employees or who will be transferred is fully subject
to the agreement between the seller and the buyer. Further the transfer is also
subject to the consent of the employee.
>> If the employees are to be transferred, the old employment contracts between

the employees and the seller must be terminated and new employment
contracts shall be concluded between the employees and the buyer. For the
termination of the old employment contracts, the seller is obliged to pay
statutory severance payments to the employees.
Under PRC law, the statutory severance payment is calculated on the basis of
the average monthly salary of the employee for the last twelve months before
the termination of the employment contract and subject to the working period of
the employee at the employer, i.e. one average monthly salary for each full year
of employment. If the average monthly salary of an employee is three times
higher than the average monthly salary of employees in the relevant location of
employment as announced by the local government, when calculating the
severance payment for the working period after 2008, the calculation basis shall
be capped at such amount of three times of the average monthly salary of
employees and the maximum amount of severance payment for the working
period after 2008 shall not exceed twelve months’ salaries.
>> As an alternative to paying statutory severance payments, the seller and the

buyer may consult and agree with the employees that (i) the employees’
working periods with the seller will be consolidated into their working periods
with the buyer and that (ii) with such consolidation of working periods, the seller
does not need to pay statutory severance payments. A three-party agreement
shall be signed between the seller, the buyer and the employee regarding the
consolidation of working periods. In such case, the working periods of the
employee with the seller will be considered for calculating the employee’
severance payments when his / her employment contracts with the buyer is
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terminated in the future provided that such termination is subject to statutory
severance payments under PRC law.

Change / Termination of employment contract with employees who are
not transferred
>> Change of employment contract

If the buyer only purchases the assets, but does not take over the employees, or
the employees of the seller do not agree to be transferred to the buyer, such
employees may become redundant because their work positions might not exist
any longer due to the transfer of the assets. In such case, the seller may negotiate
with the employees about changing their original employment contracts, e.g.
change of work position and remuneration. A written agreement shall be signed
on such change by and between the employee and the seller in writing.
>> Dismissal of employees with a prior notice period

Under PRC law, asset transfer constitutes a material change of the objective
circumstances. If an employee does not agree with the change of employment
contract proposed by the seller, the seller has the right to unilaterally terminate the
employment contract with the employee according to the law due to the material
change of the objective circumstances which causes that the original employment
contract cannot be continuously performed.
For such termination, the seller shall notify the employee 30 days in advance or
pay one monthly salary in lieu of notice period. Further, the seller shall pay the
statutory severance payments to the employee. The seller shall also notify the
trade union about the termination reason of the employee.
Notwithstanding the above, the following employees shall not be dismissed due to
the reasons of change of the objective circumstances:
 those who were engaged in operations being exposed to occupational
hazards and having not undergone a pre-departure occupational health check
-up, or being suspected of having an occupational disease and being
diagnosed or under a medical observation period;
 those who suffer from an occupational disease or have sustained workrelated injuries, and have been confirmed to have lost fully or partially the
capacity to work;
 those who are receiving medical treatment for an illness or injury within the
statutory medical treatment period;
 those who are pregnant, on maternity leave, or nursing a baby;
 those who have been working for the company continuously for not less than
15 years and are less than 5 years away from his / her legal retirement age;
and
 other circumstances stipulated by laws, administrative rules and regulations.
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CHAPTER VII: NORMAL LIQUIDATION

Corporate Issues
If it is difficult or impossible to provide further financing to a company or the business prospects are slim, investors may
consider dissolving a company. According to the PRC Company Law, a company may be dissolved under the following
circumstances:


its business term as stipulated in the Articles of Association expires or any dissolution event as stipulated in the
Articles of Association of the company occurs;



the shareholder(s) resolve(s) to dissolve the company;



its Business License is revoked or it is ordered to close down or to be dissolved in accordance with the law; or



a People's Court makes an order for dissolution of the company in accordance with Article 182 of the PRC
Company Law. According to Article 182 of the PRC Company Law, where any company encounters serious
difficulties in its operations or management that will lead to significant losses to shareholders if they persist and the
situation cannot be resolved by any other means, shareholders representing 10% or more of the voting rights of all
shareholders may petition the People's Court to dissolve the company.

After the company is liquidated and de-registered, it ceases to exist as a legal entity.
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The general procedures of liquidation are as follows:

Recordal of the liquidation group
A liquidation group shall be formed by the company
within fifteen days of the date on which the
circumstances leading to the dissolution of the
company mentioned above occurred in order to
effect the liquidation. Where no liquidation group is
formed within the time limit specified above, the
company's creditors may apply to the People's Court
for appointing appropriate individuals to form a
liquidation group. The People's Court shall accept
such application and establish a liquidation group in
order to liquidate the company in a timely manner.
The liquidation group shall be filed with the
competent MSA of the FIE for recordal.

Notification to creditors
The liquidation group shall, within 10 days of its
formation, notify the company's creditors of its
formation, and shall make a public announcement in
a newspaper on the formation of a liquidation group
within 60 days of its formation. Any creditor shall,
within 30 days of receipt of a notice or within 45 days
of the public announcement in the event that the
relevant creditor does not receive a notice, make a
claim to the liquidation group on the debt owed to it /
him.
In making a claim for any debt outstanding, a
creditor shall describe the relevant details and
provide supporting evidence. The liquidation group
shall record all debts claimed. The liquidation group
shall not repay any creditor during the debt claim
period.

Liquidation
A company in liquidation continues to exist during
the course of the liquidation but may not conduct any
new business irrelevant for the liquidation, i.e. the
company may only perform and wind up already
existing contracts.
The liquidation group shall, after checking the assets
of the company and producing a balance sheet and
schedule of assets, draft a liquidation plan. If the
company carries out the liquidation work on its own,
the liquidation plan shall be submitted to the
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shareholders of the company for confirmation. If the
liquidation is organized by a People's Court, e.g.in
cases where a People’s Court renders a judgement
on dissolution of a company, the liquidation plan
shall be submitted to the People's Court for
confirmation.
Only after the liquidation plan is confirmed, the
liquidation plan can then be implemented. Any
remaining assets after payment of liquidation
expenses, employee wages, social insurance
premiums and statutory severance payments,
outstanding taxes and outstanding debts shall be
distributed to the shareholders on a pro rata basis in
accordance with the respective proportion of capital
contributed by each shareholder.
When the liquidation is finished, the liquidation group
shall draft a liquidation report and submit it to the
shareholder(s) or the People’s Court, as the case
may be, for confirmation.

De-registration with authorities
The company shall be de-registered with the
competent tax authority, customs authority and the
MSA step by step. After the Business License has
been cancelled by the competent MSA, the company
shall go through post-deregistration formalities with
other authorities, such as de-registration of social
security at the competent Human Resource and
Social Security Bureau, de-registration of foreign
exchange basic information via the bank, closing of
bank accounts, etc.
According to the Provisions of the Supreme People's
Court on Several Issues Concerning the Application of
the PRC Company Law (II), if the liquidation is organized
by a People's Court, the liquidation group shall complete
the liquidation procedures within 6 months after the
liquidation group is established. However, in practice, no
matter whether the liquidation is organized by a People’s
Court or the company itself, the entire liquidation
procedures are quite time-consuming and usually need
to take around 1 to 1.5 years.

Tax Issues
General tax implications
In the course of liquidation, the company needs to
pay taxes for disposing all of its assets and clear all
its liabilities. After liquidation, the company will only
have cash for final distribution to the shareholders.
Such remaining cash for distribution is effectively the
fair value of total assets minus liquidation expenses,
salary payables, social security liabilities, severance
compensations, CIT, other taxes and other liabilities
of the company.
Within the amount of this remaining cash for
distribution, the amount corresponding to the retained
earnings of the company shall be treated as
“dividend” for taxation purpose and the difference
between the value of the remaining cash exceeding
the retained earnings of the company and the
shareholder’s investment cost shall be treated as the
shareholder’s “capital gain” from investment for
taxation purposes. In the event that the shareholder is
also a PRC tax resident enterprise, the “dividend”
income is exempt from CIT. In the event that the
shareholder is a non-PRC tax resident enterprise, the
shareholder needs to pay normally 10% PRC
dividend WHT, but this rate can be reduced if the
relevant DTT or DTA provides a lower rate and the
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shareholder qualifies as the beneficial owner of the
dividend income. The “capital gain” derived by a nonPRC tax resident enterprise shall be subject to
normally 10% PRC WHT, but this WHT may be
exempted, if the conditions of the article of “Capital
Gains” in the relevant DTT or DTA are met.

Tax deregistration
After the liquidation is completed, the company shall
apply for tax deregistration with the competent tax
authorities which may launch tax audits on the
company. If the tax authorities discover that the
company underpaid historical taxes, the company
may be required to make up the underpaid taxes and
pay late payment interest at a daily rate of 0.05% of
the taxes overdue. Penalties ranging from 50% to
500% of the underpaid taxes can also be charged by
the tax authorities, but such penalties are usually
negotiable.
For tax de-registration purpose, the company has to
clear all historical taxes and cancel blank invoices.
Normally tax de-registration of a company may take
at least 6 months to even more than one year,
depending on the complexity of the company’s
business, the company’s historical tax compliance
status as well as the strictness of the tax authorities’
scrutiny.

Employment Issues
Consultation with the trade union / employees
Dissolution and liquidation of a company is a major business decision which may directly affect the personal
interests of the employees. Under PRC law, the company should discuss with the employees’ representative
congress or all staff to ask them to make proposals or give opinions and consult with the trade union or the
employees’ representatives before making the decision. However, there are no legal consequences, if the
company fails to do so, except for State-owned enterprises. Therefore, in practice, most companies only notify the
employees after the decision has been made.

Automatic termination of employment contracts
According to PRC law, the employment contracts of employees shall terminate when the employer decides to
dissolve. For such termination, the company shall issue a written termination notice to the employees. The
termination date can be decided by the company after it has made the decision on dissolution and started with the
liquidation procedures. No prior notice period is required by PRC law for such termination. However, the company
shall pay statutory severance payments to the employees.
Under PRC law, the statutory severance payment is calculated on the basis of the average monthly salary of the
employee for the last twelve months before the termination of the employment contract and subject to the working
period of the employee at the employer, i.e. one average monthly salary for each full year of employment. If the
average monthly salary of an employee is three times higher than the average monthly salary of employees in the
relevant location of employment as announced by the local government, when calculating the severance payment
for the working period after 2008, the calculation basis shall be capped at such amount of three times of the
average monthly salary of employees and the maximum amount of severance payment for the working period
after 2008 shall not exceed twelve months’ salaries.
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CHAPTER VIII: INSOLVENCY LIQUIDATION

Corporate Issues
Dissolution of a company through
liquidation requires that the company is not
insolvent. If a company is already insolvent,
voluntary dissolution is no longer an option,
but the company has to look into whether it
should apply for insolvency proceedings.
Under the PRC Insolvency Law, insolvency
proceedings can be divided into three
types, i.e. reorganization, reconciliation or
insolvency liquidation. In this section, we
will introduce the procedures of insolvency
liquidation.
The
reorganization
and
reconciliation will be introduced in the next
sections.
If a company is both unable to pay its debts
(i.e. it is insolvent) and the company’s
assets are not sufficient to pay off its debts
(i.e. the company is overdebted) or it is
obviously illiquid, the company itself may
file an insolvency liquidation application with
the competent People’s Court at the
location of such company. If a company is
unable to pay off its due debts, any creditor
of such company can also file an insolvency liquidation application. In addition, if the company has been dissolved
but not yet been liquidated or has not completed its liquidation and it is discovered that its assets are not sufficient to
pay off its debts, the liquidation group can file an insolvency liquidation petition at the competent People’s Court.
Please note that unlike in some European countries, there is no obligation of the legal representative of a company
to apply for insolvency. Further, in the current practice of the People’s Courts, if a FIE applies for insolvency, the
courts will only accept the application after the employees of the company have been terminated and duly received
statutory settlement compensation.
Insolvency liquidation procedures in the PRC are usually as follows:
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Acceptance of the insolvency application
After receiving the application documents, the
People’s Court will review the documents and
decide whether to accept the application or not. If
the insolvency is applied for by a creditor, the
People’s Court will also inform the company so that
it has a chance to raise an objection. Please note
that in practice, the People’s Courts do not accept
applications for insolvency by the company itself,
unless all employees have already received
severance payments for termination of their
employment relationships.

Appointment of administrator and
notification to creditors
After the People’s Court has accepted the
application for insolvency, any future payment
made by the company to its creditors shall be
deemed as invalid. The People’s Court will appoint
an administrator upon acceptance of the insolvency
application. Further, within 25 days after
acceptance of the insolvency application, the
People’s Court shall inform the known creditors to
file their claims and the People’s Court shall also
make a public announcement. The time limits for
creditors to file their claims shall not be less than 30
days and not exceed 3 months as of the date of the
issuance of the public announcement on
acceptance of the insolvency application by the
People’s Court. Creditors shall then file their claims
with the administrator within such time limits by
notifying in written form the amount of all the
outstanding invoices and whether there are relevant
securities or not and submitting relevant evidence
and supporting documents, e.g. the copies of the
relevant contracts and invoices.

Filing and confirmation of claims
After receiving the materials for filing claims, the
administrator will record such materials, examine
whether or not the filing of claims is real and valid
and make a list of claims, which will be submitted to
the first creditors’ meeting for checking and review.
All creditors who have filed claims according to law
are members of the creditors' meeting. Members of
the creditors' meeting are entitled to attend the
creditors' meeting and are entitled to vote in the
creditors’ meeting. The first creditors' meeting shall
be convened by the People's Court and shall be
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held within 15 days after the expiration of the period
for filing claims. If the company and creditors have
no objection against the claims contained in the list
of claims, the People's Court will rule to confirm the
claims.
If the People's Court declares a company insolvent
in accordance with the PRC Insolvency Law, it shall
make a ruling in writing and shall deliver it to the
company and the administrator within 5 days after
making the ruling. After making the ruling of
declaring the company insolvent, the People's Court
shall notify the creditors within 10 days after the
ruling and make a public announcement.

Settlement of claims
Under PRC law, the administrator has to use all
remaining assets of the insolvent entity in the
following order:
(1) insolvency expenses, which include court fees,
expenditures for the management, appraisal
and distribution of the insolvency property,
remuneration of the administrator and other
implementation expenses;
(2) debts of common benefits, which include debts
generated on the ground that the administrator
requests the parties to continue to perform
certain contracts, debts generated from
voluntary services (i.e. agency without
authority, gestio negotiorum) for the debtor's
assets, debts generated from the unjust
enrichment of the debtor, labour remuneration
and social security premiums that are payable
for the continuation of the debtor's business
and any other debt arising therefrom, debts
arising from damages caused to others when
the administrator or its relevant personnel
performed its duties, and debts arising from
damages caused to others by the debtor's
assets;
(3) payment and compensation to the employees;
(4) social security expenses and taxs;
(5) claims secured by specific properties of the
insolvent entity; and
(6) Non-preferential claims.

Please note that items (1) and (2) above can be
paid off at any time with the debtor's property.
Further, the assets with security rights are not
calculated into the remaining assets above and
shall be specifically used to repay the claims of the
creditors with the relevant security rights. Nonpreferential creditors receive their repayments on a
pro rata basis. If, for example, the remaining funds
amount to RMB 100,000 and the sum of all nonpreferential claims is RMB 1,000,000, every creditor
will receive 10 per cent of its claim.

Termination / Conclusion of insolvency
proceedings
Following the final distribution of the insolvency
property, the administrator shall, without delay,
submit to the People's Court a distribution report
and apply for the conclusion of the insolvency
proceedings. If a company has no property to
distribute, the administrator shall also apply to the
People's Court for termination of the insolvency
proceedings. If the insolvency proceedings are
terminated / concluded, a public announcement
shall be made.

Tax Issues
The tax implications of insolvency liquidation are the
same as those of a normal liquidation. Please refer to
Chapter VII above.
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De-registration with authorities
The administrator shall, within 10 days upon the
termination / conclusion of the insolvency
proceedings, handle the procedures for the deregistration of the company with the competent
MSA by presenting the ruling of the People's Court
on the termination / conclusion of the insolvency
proceedings. After that, other relevant postderegistration formalities shall be handled with other
authorities, such as de-registration of social security
at the competent Human Resource and Social
Security Bureau, de-registration of foreign exchange
basic information via the bank, closing of bank
accounts, etc.
The entire insolvency liquidation procedures are rather
time consuming in practice in the PRC, and, usually,
take 2 or more years.

Employment Issues
Automatic termination of employment contracts
According to PRC labor law, if the company is declared insolvent by the court, the employment contracts between
such company and its employees shall terminate. For such termination, the company shall issue a written
termination notice to the employees. The termination date is the date when the People’s Court declares that the
company is insolvent. No prior notice period is applicable for such termination. The company is obliged to pay
statutory severance payments to the employees.
Under PRC law, the statutory severance payment is calculated on the basis of the average monthly salary of the
employee for the last twelve months before the termination of the employment contract and subject to the working
period of the employee at the employer, i.e. one average monthly salary for each full year of employment. If the
average monthly salary of an employee is three times higher than the average monthly salary of employees in the
relevant location of employment as announced by the local government, when calculating the severance payment
for the working period after 2008, the calculation basis shall be capped at such amount of three times of the
average monthly salary of employees and the maximum amount of severance payment for the working period after
2008 shall not exceed twelve months’ salaries.

Paying salaries and compensation to employees as priority
According to the PRC Insolvency Law, the employees’ claims for salaries and statutory severance payments enjoy
priority for settlement out of the insolvency assets, compared to ordinary claims of the company’s creditors.
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CHAPTER IX:
REORGANIZATION
(I.E., SO-CALLED “DEBT RESTRUCTURING”)
Corporate Issues
As mentioned above, reorganization is also a kind of insolvency
proceeding. It aims at “saving” the company from insolvency by
recovering its operation so that the debts can be repaid. PRC law
does not stipulate any specific measures which must be adopted to
reorganize the company. Therefore, as long as approvable by the
creditors’ meeting and the People’s Court, reorganization measures
may be, for instance, reduction or cancellation of debts,
prolongation of payment deadlines, capital increase or decrease,
conversion of debts into equities, etc.
According to the PRC Insolvency Law, if (i) a company is unable to
pay its debts (i.e. insolvent) and the company’s assets are not
sufficient to pay off its debts (i.e. the company is overdebted) or it is
obviously illiquid, or (ii) there is a possibility that the company has
apparently forfeited the ability to pay off its debts, the company itself
may file an application for reorganization with the competent
People's Court in order to achieve that the company can survive
after adjustment of the business operation and repayment of claims.
If a company is unable to pay off its due debts, any creditor of such
company can also file a reorganization application. Further, in case
the creditors apply for insolvency liquidation of the company, the
company or shareholders who hold more than 10% of the
company's registered capital, may apply for reorganization with the
People's Court after the People's Court accepted the application for
insolvency but before the company is declared insolvent.
The main procedures of a reorganization are as follows:

Application for and period of Reorganization
If the People’s Court considers that the application for
reorganization satisfies the provisions of the PRC Insolvency
Law, it shall rule to permit the company to go through
reorganization and make a public announcement. Similar to
insolvency liquidation procedures as set out above in Chapter
VIII, an administrator shall be appointed, the creditors shall be
notified and the creditors shall file their claims.
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The period from the date when the People's Court
made the ruling for the company to reorganize to the
date when the People's Court rules to terminate the
reorganization procedures is the reorganization
period.
During the reorganization period, upon approval by
the competent People' Court at the request of the
company, the company may manage its property
and operation affairs under the supervision of the
administrator. The property and operation affairs
may also be directly managed by the administrator.
In such case, the administrator can also engage the
operation and management personnel in the
company to be in charge of the operation affairs.
During the reorganization period, the company's
shareholder(s) shall not ask for distribution of
dividends.

Preparation and approval of reorganization
plan
The company / administrator shall prepare a draft
reorganization plan when the company /
administrator manages the property and operation
business. The draft reorganization plan shall contain
the following contents:
the operation and management scheme of
the company;
the classification of the claims;
the adjustment scheme of the claims;
the repayment scheme of the claims;
the period for execution of the
reorganization plan;
the period for supervision of the
reorganization plan; and

other schemes that are beneficial to the
reorganization of the company.
The company / administrator shall within 6 months of
the date of the ruling by the People's Court on the
reorganization of the company submit the draft
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reorganization plan to the People's Court and the
creditors' meeting at the The company /
administrator shall within 6 months of the date of the
ruling by the People's Court on the reorganization of
the company submit the draft reorganization plan to
the People's Court and the creditors' meeting at the
same time. At the request by the company /
administrator in case of justified reasons, the
People's Court may grant an extension of such term
for another 3 months.
Within 30 days after receiving the draft plan of
reorganization, the People's Court shall convene a
creditors' meeting to vote on the draft reorganization
plan. Where over half of the creditors attending the
meeting with the amount of credits represented
being over 2/3 of the total amount of the credits give
consent to the draft reorganization plan, the draft
reorganization plan shall be deemed as being
passed.
Within 10 days of the date of the passing of the
reorganization plan, the company or the
administrator shall file an application to the People's
Court for approval. After review, if the People's Court
finds the reorganization plan in accordance with the
law, it shall rule to approve such plan within 30 days
of the date of the receipt of the application and then
the reorganization procedures shall be terminated
and a public announcement thereof shall be made.

Implementation of reorganization plan
The company shall be in charge of implementing the
reorganization plan. From the date of the approval by
the competent People's Court of the reorganization
plan and during the supervision term specified by the
reorganization plan, the administrator shall supervise
the execution of the reorganization plan. At the
expiration of the supervision term, the administrator
shall submit a supervision report to the People's
Court, and from the date of the submission of the
supervision report, the supervision functions of the
administrator terminate.

Where the company is unable to carry out or fails to
carry out the reorganization plan, the People's Court
shall rule to terminate the implementation of the
reorganization plan at the request of the
administrator or the interested parties and declare
the company insolvent. Then the relevant insolvency
procedures shall be followed.

Tax Issues
General tax implications
Normally, in a typical debt restructuring case, the creditors
allow the debtor to use its non-monetary assets or shares as
compensation (i.e., repayment amount) to settle part of the
debt and waive the remaining debt. In general cases, the
debtor shall recognize the difference between the actual
repayment amount and tax basis of the debt as debt
restructuring gains for CIT purposes. Vice-versa, the
difference above shall be recognized by the creditor as debt
restructuring losses for CIT purposes.

Conditions for qualifying for the STT
However, if all the following conditions are met, the debt
restructuring will qualify for the STT so that the debt
restructuring gains / losses will be deferred for recognition
for CIT purposes without specified time limit:
(1) The debt restructuring must have reasonable
commercial purposes and not be conducted mainly to
reduce, avoid or postpone tax payments;
(2) The creditor converts part of the debt claim into equity
investment in the debtor;
(3) The creditor will not transfer the debtor’s shares
converted from the debt within 12 months after the debt
restructuring; and
(4) The debt restructuring gains account for more than 50%
of the debtor’s taxable incomes of the current year.
If condition (2) above is changed to the situation where the
debtor uses its non-monetary assets to settle part of the
debt, the STT can also apply, but such STT no longer
provides for tax deferral effect with unspecified time limit –
instead, the debt restructuring gains / losses shall then be
recognized evenly within the following 5 years for CIT
purposes.
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Employment Issues
During the period of reorganization, if the company has
to reduce workforce by 20 persons or more or less than
20 persons but accounting for 10 percent or more of the
total number of employees, the company may
unilaterally terminate the employment contracts with the
employees by mass lay-off.
To carry out a mass lay-off, the company shall
prepare a redundancy plan, explain the redundancy
plan to the trade union or to all staff, and consult the
opinions of the trade union or all staff about the
redundancy plan 30 days in advance. After such
consultation process, the company shall apply for
filing of the redundancy plan at the local labor
administration authority. After obtaining the filing
receipt of the redundancy plan from the authority,
the company may terminate employment contracts
with the employees concerned in accordance with
the redundancy plan. For such termination, the
company shall pay statutory severance payments to
the employees laid-off.
Under PRC law, the statutory severance payment is
calculated on the basis of the average monthly
salary of the employee for the last twelve months
before the termination of the employment contract
and subject to the working period of the employee at
the employer, i.e. one average monthly salary for
each full year of employment. If the average monthly
salary of an employee is three times higher than the
average monthly salary of employees in the relevant
location of employment as announced by the local
government, when calculating the severance
payment for the working period after 2008, the
calculation basis shall be capped at such amount of
three times of the average monthly salary of
employees and the maximum amount of severance
payment for the working period after 2008 shall not
exceed twelve months’ salaries.
According to law, the following employees shall not
be dismissed during the mass lay-off:
 those who were engaged in operations being
exposed to occupational hazards and having not
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undergone a pre-departure occupational health
check-up, or being suspected of having an
occupational disease and being diagnosed or
under a medical observation period;
 those who suffer from an occupational disease
or have sustained work-related injuries, and
have been confirmed to have lost fully or
partially the capacity to work;
 those who are receiving medical treatment for
an illness or injury within the statutory medical
treatment period;
 those who are pregnant, on maternity leave, or
nursing a baby;
 those who have been working for the company
continuously for not less than 15 years and are
less than 5 years away from his / her legal
retirement age; and
 other

circumstances

stipulated

by

laws,

administrative rules and regulations.
Further, when deciding the workforce to be reduced,
the following employees shall be retained in the
mass lay-off with priority:
 those who have concluded a fixed-term
employment contract with a relatively long term;
 those who have concluded an employment
contract with an indefinite term; and
 those who are the sole bread winner in the
family with dependent family members who are
elderly or minors.
In case the company intends to hire new employees
again within six months following the mass lay-off,
the laid off employees shall be notified. Such
employees shall be re-hired in priority under the
same conditions.

CHAPTER X: RECONCILIATION

Corporate Issues
The reconciliation proceeding focuses on a settlement to be agreed between the company and its creditors on reduction
or cancellation of the debts and / or on prolongation of the repayment deadlines so that the company can be relieved of
its financial difficulties. Only the company may file an application to the People’s Court for reconciliation when it is both
insolvent and overdebted or obviously illiquid. The company can either file the application directly, or it may do so after
the People’s Court has accepted an application for insolvency proceedings, but before the People’s Court has declared
the company insolvent.
The reconciliation proceedings are in general similar to reorganization proceedings, except that in the reconciliation
proceedings, there is no reorganization plan. Instead, the company shall prepare a draft reconciliation agreement for
approval by the creditors’ meeting and the People’s Court. The company shall pay off its debts according to the
reconciliation agreement.
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Tax Issues
The waiver of liabilities shall be treated as the debtor’s taxable incomes
for PRC CIT purposes. In other words, if the debts of the debtor are
waived, this amount shall be included in the debtor’s taxable incomes
for CIT purposes. If the debtor has a valid tax loss amount higher than
the waived debt amount, it still does not need to pay CIT due to the
waiver.
The waiver of this debt is regarded as an abnormal asset loss of the
creditor. Under such a circumstance, the creditor is not able to deduct
such asset loss against its taxable incomes for CIT purposes unless it
can provide sufficient evidence to prove that the debtor is bankrupt or
forced to stop the business. In order to declare this loss for CIT
deduction, according to the SAT Announcement [2011] No. 25
(“Announcement 25”), for an enterprise's asset losses, a special
declaration shall be made to the tax authority for deduction. The
enterprise needs to provide evidence for the recognition of asset
losses, and such evidence includes external evidence with legal force
and the enterprise's internal evidence for specific matters. The external
evidences relating to this case may include:
 evidence on de-registration, revocation or business suspension of
the debtor issued by the MSA;
 the bankruptcy liquidation announcement or debt settlement
documents of the debtor.
It is also mentioned in Announcement 25 that the losses of bad debts
of receivables of an enterprise shall be recognized on the basis of the
bankruptcy liquidation announcement made by the People’s Court for
the bankruptcy liquidation of the debtor. Announcement 25 states that
the losses of an enterprise occurred in the transfer of assets to its
affiliated enterprises in accordance with the arm's length’s principle or
the debt losses formed by providing loans and guarantees to its
affiliated enterprises are allowed for deduction, but the enterprise shall
make a special description and provide a special report issued by an
intermediary institution and other relevant proofs.
In the event that a transaction between related parties fails to comply
with the arm's length’s principle (or the tax authorities cannot be
convinced that the waiver is in line with the arm’s length’s principle),
from the tax anti-avoidance perspectives, the tax authorities can still
reject the deduction of assets loss due to the waiver of credit rights
from the creditor’s taxable incomes for CIT purposes.
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Employment Issues

than 20 persons but accounting for 10 percent or
more of the total number of employees and pay
statutory severance payments, if the company:

Reconciliation proceedings will not directly affect the
employees’
employment
contracts.
Entering
a
reconciliation proceeding is not a statutory reason for
initiating a mass lay-off procedure. If the company wants
to lay off staff, it still shall first demonstrate that one of
the statutory termination reasons are fulfilled and then
follow the relevant termination procedures. Possible
statutory termination reasons are:

 suffers serious difficulties in production and / or
business operations;

Immediate dismissal for cause
The company may unilaterally terminate the
employment contract with the employee immediately
without prior notice period and without paying
severance payments, if the employee seriously
breached the company’s rules and regulations,
neglected his / her duties or practiced grafts causing
serious losses to the company or is accused of
criminal liability, etc.

Dismissal of employee with a prior notice
period
The company may unilaterally terminate the
employment contract with the employee by giving the
employee a 30 days’ prior written notice period or
one monthly salary in lieu and paying statutory
severance payments, if the employee:
 is incompetent for work after training or transfer
of position;
 is, after undergoing statutory medical treatment,
still suffering from an illness or non-job-related
injury and being unable to perform his / her job
duties or other tasks assigned by the company;
or
 a major change arises in the objective
circumstances based on which the employment
contract was concluded, making the contract
impossible to be performed, and no agreement
is reached on the amendment.

 has a change in the line of production, major
technology innovation or adjustment of
business
mode,
and
after
amending
employment contracts with the employees, it is
still necessary to reduce the workforce; or

 incurs other major changes in the objective
economic circumstances which were relied on
as the basis for the conclusion of the
employment
contract
cause
that
the
employment contract can no longer be
performed.
When deciding the workforce to be reduced, the
following employees shall be retained in the mass
lay-off with priority:
 those who have concluded a fixed-term
employment contract with a relatively long term;
 those who have concluded an employment
contract with an indefinite term; and
 those who are the sole bread winner in the
family with dependent family members who are
elderly or minors.
In case the company intends to hire new employees
again within six months following the mass lay-off,
the laid off employees shall be notified. Such
employees shall be re-hired in priority under the
same conditions.

Automatic termination of employment
contract of the employee
The employment contract of an employee can be
terminated if:


a fixed term employment contract expires;



the employee has reached the statutory
retirement age or commences to enjoy his /
her pension;



the employee dies, or is declared dead or
missing; or



other circumstances as specified in laws or

Mass lay-off
Upon fulfilling the statutory procedures, the
company may reduce its workforce, i.e. reduce staff
in the amount of 20 persons or more, or even less
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administrative regulations.

If the company decides not to extend the
employment contract upon expiration, the company
must pay statutory severance payments.

Termination of employment contract by
agreement
The company and the employee may terminate the
employment contract at any time by reaching an
agreement. But if the termination is proposed by the
company, the statutory severance payments shall be
paid.
When terminating the employment contract with
employees due to the statutory reasons of dismissal
of employees with a prior notice period or by mass
lay-off, the following employees shall not be
dismissed during the mass lay-off:
 those who were engaged in operations being
exposed to occupational hazards and having not
undergone a pre-departure occupational health
check-up, or being suspected of having an
occupational disease and being diagnosed or
under a medical observation period;
 those who suffer from an occupational disease or
have sustained work-related injuries, and have
been confirmed to have lost fully or partially the
capacity to work;
 those who are receiving medical treatment for an
illness or injury within the statutory medical
treatment period;
 those who are pregnant, on maternity leave, or
nursing a baby;
 those who have been working for the company
continuously for not less than 15 years and are
less than 5 years away from his / her legal
retirement age; and
 other circumstances stipulated
administrative rules and regulations.

by

laws,

If a statutory severance payment shall be paid for the
termination, the statutory severance payment it is
calculated on the basis of the average monthly salary of
the employee for the last twelve months before the
termination of the employment contract and subject to
the working period of the employee at the employer, i.e.
one average monthly salary for each full year of
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employment. If the average monthly salary of an
employee is three times higher than the average
monthly salary of employees in the relevant location of
employment as announced by the local government,
when calculating the severance payment for the working
period after 2008, the calculation basis shall be capped
at such amount of three times of the average monthly
salary of employees and the maximum amount of
severance payment for the working period after 2008
shall not exceed twelve months’ salaries.

SUMMARY
Depending on the individual situation and status of entities, there are several measures entities may adopt to overcome
difficulties resulting from the impact of COVID-19. Which solution to adopt, of course, depends on the exact situation of
the company.
We have been advising clients on doing business in China for more than 30 years. As one of the top international law
firms in China, we are able to support international companies on all of their legal needs in China through our full service
offering, including on all matters related to the restructuring of entities. Please do not hesitate to contact us with any
questions you may have in this regard.
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Welcome to follow our WeChat where you will find the
updated legal insights and news.
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