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Abstract

Transfer pricing is one important link of corporate financial man-
agement against the background of economic globalization, its ulti-
mate goal is to be subordinated to the goal of enterprises—maximizing
shareholders’ value or profits, and the concrete goals such as reducing
tax burden, coordinating profits among different subsidiaries etc are in
the service of the ultimate goal of enterprises. Motivated by making
profits, enterprises are bound to make use of loopholes of tax law and
taxation management, adopting illegal means to maximize their prof-
its. From the perspective of tax collectors, they will, in accordance
with the requirements of different policies, hold different attitudes to-
wards transfer pricing in different stages of economic development. For
instance, the developing countries that are eager to invite foreign in-
vestment, are probably reluctant to impose strict supervision upon
transfer pricing of multinational corporations; however, tax pressures
from the international competition will force some countries to tighten
the standardization of transfer pricing of multinational corporations.

Since the policy of reform and opening up, more and more multi-
national corporations have been investing in China to establish enter-
prises engaged in various business lines. After China’s accession to
WTO, in particular, this kind of investment is witnessing an ever in-
creasing tendency in range, depth, ‘scale and speed. The investment

activities of multinational corporations in China brings us, on the one
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hand, advanced managerial experience, talents and skills, making
up fund shortage of China’s economic development , which plays a
significant role in promoting China’s economic prosperity and .raising
our technical and managerial skills; however, on the other hand, in
order to maximize their profits and minimize their tax burdens, multi-
national corporations not only fully enjoy a lot of favorable tax policies
offered by the Chinese government, but also take advantage of the
differences between China’ tax system and the tax systems of other
countries, the loopholes of China’s foreign-related tax system, and
resort to all sorts of means that contravene China’s existing law in order
to avoid or reduce their tax burdens. The tax avoidance of the multina-
tional corporations harms the interests of Chinese investors (In Sino-
foreign joint ventures and cooperative businesses) , gives rise to loss
of China’s tax revenue, does great damage to the fair competition
among foreign-funded companies within China’s territory, adversely
affects China’ investment environment and interferes with the healthy
development of - China’s economic relations with foreign countries and
exchange among international economies.

The further development. of globalization brings China’s reform
and opening up into-a new stage which is characterized by the shift
from the focus on quantity to that on quality and benefits required of
foreign direct investment. Chinese Premier Wen Jiabao emphasized in
his report on government work at theFifth Session of the Tenth Nation-
al People’s Congress that, China should further open itself to the out-
side world in an all-round way. Lay stress on improving the quality of
foreign investment and optimizing structure and bring in more ad-
vanced technologies, managerial experience and high-quality talents.

Therefore, enhancing researches on foreign-funded enterprises’ tax
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avoidance by transfer pricing is beneficial to improving quality and
benefits of China’ utilization of foreign funds. This paper mainly studies
the existence, motivation, influencing factors and management situa-
tion of foreign-funded enterprises’ tax avoidance by transfer pricing
and then puts forward suggestions of how to reinforce supervision.

This paper is divided into six chapters focused on the main theme
of tax issue of transfer pricing of foreign-funded companies in Chi-
na. The whole thesis follows the thread of raising the issue—theoretical
analysis—current situation analysis—recommended countermeasures
going forward progressively in structure, and its final goal is to make
an objective assessment of the issue of transfer pricing of foreign-funded
companies in China and to raise policy suggestions of how to strengthen
and improve tax administration of foreign-funded companies.

Chapter One—1Introduction, expounds background, purpose and
major contents of the research, presents part of results both home and
abroad related to this thesis on the issue of transfer pricing and establi-
shes the research foundation for this paper.

Chapter Two approaches some basic questions related to transfer
pricing from the perspective of tax including the birth of transfer pri-
cing, the root-cause of tax problems of transfer pricing and the devel-
opment of transfer pricing tax system. By absorbing the latest results in
the fields of transfer pricing theories and case research, combining
the practices home and abroad and based on the fundamental princi-
ples of international tax law, this chapter also sums up the objective,
function, nature and methods of transfer pricing, makes an in-depth
analysis and definition of some basic concepts and fundamental princi-
ples of transfer pricing tax system and makes an objective appraisal of

the adjustment methods of transfer pricing.



| 4 | ShERFEVELENNHIERETR

Chapter Three makes use of the collected statistics of all the for-
eign-funded enterprises in a certain city of China to study the exist-
ence and motivation of transfer pricing of foreign-funded companies by
adopting statistical methods of simple linear regression and so on. Data
analysis includes relations between foreign investment pattern and
profit margin, ' between enterprise’s scale and profit margin, between
nationalities and profit margin and simple linear regression analysis of
enterprises’ average profit margin and tax rate differences between Chi-
na and the host countries of the foreign-funded enterprises, finally
proving the existence of transfer pricing and tax avoidance meotivation
of foreign-funded enterprises..

Chapter Four will, according to the interviewed results of ques-
tionnaires, study the current situation of transfer pricing of foreign-
funded enterprises. The contents of the investigation and analysis in-
clude the goal, influencing factors, methods and sensitiveness to tax
supervision of transfer pricing of foreign-funded enterprises. This pa-
per, based on referring to foreign related literature, designs the ques-
tionnaires geared to China’s actual conditions, receives as much feed-
back as possible by distributing the questionnaires to the investigated
objects through proper media and makes a comprehensive in-depth
analysis of the current situation of transfer pricing of foreign-funded
enterprises from micro -perspective to provide basic information and
foundation for research on tax administration of transfer pricing.

Chapter Five will, on the basis of elaborating the development
history of China’s tax system of transfer pricing, analyze the tax ad-
ministration situation of transfer pricing of foreign-funded companies,
probe into the underlying reasons for the weak tax administration of

transfer pricing in China and unsound tax system of transfer pricing
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and make an evaluation and analysis of the major contents of the exist-
ing tax system of transfer pricing.

Chapter Six focuses on the study of countermeasures. Under the
background of economic globalization and China’s entry into WTO,
combining the aforesaid case research results, and based on the im-
provement of tax system and the development of tax collection manage-
ment in a scientific and meticulous manner, this chapter will put for-
ward policy suggestions in terms of perfecting laws and regulations,
enhancing the abilities of tax collection and management, reforming
management system, optimizing tax collection environment - and
strengthening international coordination and so on.

Main conclusions are as follows.

1. Transnational corporations take advantage of transfer pricing to
avoid tax, which goes against the principles of international tax law
and at the same time, tax authorities of all the countries concerned
are also responsible for it because the comprehensive tax jurisdiction
derived from the sovereignty of various countries brings about differ-
ences and diversities of tax systems in different countries thus leading
to conflict among countries in international tax distribution relations. In
correcting the behavior of distorting normal transactions by transfer pri-
cing, if it doesn’t extend to common actions taken by relevant coun-
tries such as international tax cooperation or coordination, then the
tax collectors will challenge the principles of international tax
law. Therefore, both the tax payers and payees are under the obliga-
tion to eliminate the illegal transfer pricing actions in a bid to uphold
the principles of international tax law and standardize the orders of in-
ternational tax law.

2. Transfer pricing is of tax avoidance in kind. In tax administra-
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tion practices, the tax administration doesn’t pay attention to the moti-
vation of transfer pricing, but if it runs counter to the Arm’s Length
Principle and deviates an Arm’s Length range, then it will be thought
to be tax avoidance and should be regulated. Thus, when we say that
transfer pricing is of tax avoidance in kind, we mean the act of trans-
fer pricing that has incidence relations, conducts transactions against
market principles and thereby reduces or escapes the obligation to pay
tax. The tax avoidance nature of transfer pricing determines that tax
avoidance management by the tax administration is different from that
of tax evasion.

3. The foreign-funded companies suffer great losses, almost half
of them running at a loss; besides, their tax payment proportion is
very low and there is no tendency to improvement. This does not ac-
cord with China’s rapid economic development and indirectly proves
the existence of transfer pricing of foreign-funded companies in China.

4. The income tax rate of the host couniries of the foreign-funded
companies bears a positive correlation with enterprises’ profit margin
and tax payment proportion, that is to say the higher the tax rate of
the host countries of the foreign-funded companies is, the weaker the
motivation of transfer pricing of the foreign-funded companies is and
the higher enterprises’ profit margin and tax payment proportion are,
which proves that the tax avoidance motivation of transfer pricing of
the foreign-funded companies does exist.

5. The profit margin and tax payment proportion of those foreign-
funded companies from Taiwan are significantly lower than those from
Hong Kong, which proves that tax avoidance motivation of transfer
pricing of the foreign-funded companies involves the factor of avoiding

political risks.
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6. Among various factors which influence the transfer pricing of
the foreign-funded enterprises in China, the most important three are
the income tax rate differences between the two countries, regulations
of the supervisory bodies and customs in relation to transfer pricing
and firms’ profits. However, inflation rate, maintaining sufficient cir-
culating funds, needs for local capital and quantity of transfer prod-
ucts’ are factors of minor importance.

7. The objectives of transfer pricing for most foreign-funded enter-
prises are to maximize their overall profits and make a rational judg-
ment of their performance, however, reducing tax burdens isn’t their
primary objective of transfer pricing.

8. The Environmental factors play an extremely significant role in
determining the efficiency of tax administration of foreign-funded en-
terprises. To a certain degree, their influence on tax administration is
even greater than the deficiencies of the tax department itself. These
factors include: undue emphasis on the invitation - of foreign invest-
ment placed by local governments where regional economic growth is
taken as the performance goal; the combination of transnational
corporations’ interiorization advantages and international tax competi-
tion; influence of other administrations’ interests on the efficiencies of
policy coordination and information sharing.

In view of the existing situation of foreign-funded -enterprises
making use of transfer pricing to avoid tax, this thesis is opposed to
the viewpoint of making a difference between non-tax motivation and
tax motivation. As long as the act of transfer pricing harms national tax
collection basis and poses a substantive challenge to tax administra-
tion, no matter what the motivation is, the tax administration should

impose management in accordance with tax jurisdiction. While - to im-
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prove our country’ tax administration system of transfer pricing, we
should not only aim to make tax burdens fair and maintain national in-
terests, but more importantly, optimize our country’s investment en-
vironment from the angle of economic globalization, raise the efficien-
cy of foreign direct investment, improve economic running quality and
other macro-objectives.

As 1o the supervision of transfer pricing, firstly, we should in-
crease the legal status of transfer pricing tax system, lay equal stress
on adjective law and substantive law, complement laws and regula-
tions at all levels, coordinate transfer pricing related contents in civil
law and commercial law and establish a unified, standard , systematic
and all-inclusive transfer pricing legal regime. Secondly, we should
carry out comprehensive administration in terms of the setup of man-
agement institutions, the implementation of tax source control, the
direction of taxation checkup,. the exchange of tax information and in-
ternational coordination as well as improve China’s investment environ-
ment.

The originalities of this paper are revealed in the following four
aspects. Firstly, among the current domestic research results, the
vast majority of the researches on the existence and motivation of
transfer pricing are qualitative, lack the evidence of data and there-
fore are not so convincing. Although the only researches conducted by
Xu Haikang (2002) and Chen Yi (2005) are quantitative, their
conclusions are not consistent with each other. Drawing upon the re-
search tread of the predecessors, this paper selects the up-to-date
sample data from foreign-funded companies to conduct more rigorous
quantitative research, hoping to come to more convincing and valua-

ble conclusions to provide bases for the tax administration to manage



