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Preface

At present, China is Japan's largest trading partner as well as the second biggest
export market. It is evidenced that a substantial part of the cross-border trade
consists of high volumes of related party transactions between Japanese parent
companies and Chinese subsidiaries and vice versa. These intercompany
transactions take various forms, including the sale of goods, the provision of
services, or the transfer of equipment between related companies operating in
the two tax jurisdictions. The tax authorities in the two countries have taken steps
to protect the risk of loss of tax revenues through transfer pricing arrangements
between related companies. In the past several years, both Japanese and Chinese
tax authorities have been actively strengthening their legislative, regulatory and
enforcement efforts on transfer pricing practices. The two countries have now
adopted a three-tiered approach for transfer pricing documentation including
Master File, Local File and Country-by-Country Reporting (CbCR). The disclosure
of international transfer pricing policies needs to be consistent across the multiple
types of documentation. Lack of consensus among each of the documentation may
create a challenge for multinational companies on establishing best practices for
the transfer pricing of tangibles, intangibles and service fees.

In the Transfer Pricing Brochure, the authors review the recent development of
transfer pricing rules in the two countries and provide professional advice on
how to manage and mitigate transfer pricing risks for multinational companies
operating in Japan and China.

This Brochure has been prepared in three languages (Chinese, Japanese and
English) to facilitate multinationals operating in the two countries to adopt and
operate a consistent and coordinated approach to prepare the transfer pricing
documentation. The Brochure provides multinationals a useful tool to document
the transfer pricing policies under the new documentation requirements in Japan
and China.
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A Summary of
China Documentation and
Disclosure Requirements

TP Regulations

“The Corporate Income Tax Law of the People’s Republic of China” issued on 16 March 2007 and effective

from 1 January 2008.

“The Implementation Regulations of the Corporate Income Tax Law of the People's Republic of China”

issued on 6 December 2007 and effective from 1 January 2008.

e “Announcement of the State Administration of Taxation on Matters Relating to Improved Administration
of Related Party Declarations and Contemporaneous Documentation” published on 29 June 2016.

e “Announcement on Special Tax Investigations, Adjustments and Mutual Agreement Procedures” published

on 17 March 2017.

Definition of Related Party

One party directly or indirectly owns more than 25% of the shares of the other party; or a common third

party directly or indirectly owns more than 25% of the shares of both parties.

If one party owns the shares of the other party, or a common third party owns the shares of both parties,

but the percentage of shares held in either situation is less than the percentage as specified in paragraph

one, however the debt between both parties account for more than 50% of either party’s total paid-up
capital, or more than 10% of one party's total debt is guaranteed by the other party.

If one party owns the shares of the other party, or a common third party owns the shares of both

parties, but the percentage of shares held in either situation is less than the percentage as specified

in paragraph one, however the business operations (Patent Rights, Non-patent technology, Trademark

Rights, Copyrights) of one party depend on the proprietary right provided by the other party.

If one party owns the shares of the other party, or a common third party owns the shares of both

parties, but the percentage of shares held in either situation is less than the percentage as specified in

paragraph one, however the business activities (Purchase, Sale, Labor Acception, Labor Providing) of one
party are effectively controlled by the other party.

More than half of the directors or the high level management (Secretary of the board of directors of listed

corporations, Manager, Deputy manager, CFO of the listed company and other personels listed by the

corporation) of one party are appointed or assigned by the other party, or simultaneously hold position as
the directors or the high level management of the other party; or more than half of the directors or the high-
level management of both parties are assigned by a third party.

e Two individuals in an affinity relationship, consanguinity relationship, collateral relationship or other
supporting relationships respectively having a relationship with one party and the other party as
specified in any of paragraph 1to 5.

» Two Parties substantially have common interests in other ways.

Tax Return Disclosures

The new Related Party Transaction Forms consist of 22 forms in total (previous nine forms) including the Country-
by-Country Reporting (CbCR). The ChCR filling requirement mainly applies to the ultimate parent companies in
China. However, a foreign subsidiary of multinational company in China may also be required to submit CbCR in

a transfer pricing investigation if its overseas ultimate holding company should prepare the CbCR according to
the regulation of the jurisdiction it resides. The 22 forms require all taxpayers with related party transactions to
provide considerably detailed information regarding those transactions to the SAT on a yearly basis.

Level of Documentation

Master File:

Companies meeting either of the following criteria shall prepare the Master File:

» Have cross-border related party transactions and the ultimate holding enterprise (The ultimate holding
corporation that consolidated the financial statements of the company) has already prepared the Master
File in this year, or

e The total amount of related party transactions exceeds RMB 1 billion in this year.

Local File:

Companies whose amount of yearly related party transactions satisfy any one of the following criteria shall

prepare Local File:

* The amount of transfer of ownership of tangible assets (Processing business services which are
calculated by using the import and export declaration prices in this year) exceeds RMB200 million.

e The amount of transfer of financial assets exceeds RMB100 million.

e The amount of transfer of ownership of intangible assets exceeds RMB100 million.

e The total amount of other related party transactions exceeds RMB40 million.

Special Issue File:

The special issue file includes the cost sharing agreement special issues document and the thin capital

special issues document.

« If a corporation signs or implements a cost-sharing agreement, it should prepare the cost sharing
agreement special issues document; or

e Where the related party debt equity ratio of the corporation exceeds the standard ratio and it is required to
prepare the thin capital special issues document.

Language for documentation
Documentation to be submitted to the tax authority should be in Chinese.
Deadline to Prepare Documentation

The Master File should be completed within 12 months after the fiscal year end of the group’s ultimate
holding company, while the Local File and Special Issue File should be completed by 30 June of the year
following the year in which the related party transactions occur.

Deadline to Submit Documentation
The transfer pricing documentation should be submitted within 30 days upon the tax authorities’ request.
Statute of Limitations
The statute of limitations for transfer pricing adjustments is 10 years.
Transfer Pricing Methods

A reasonable method should be selected. The CUP, resale price, cost plus methods should be considered
but other methods such as profit split and TNMM may also be acceptable. A “deemed profit rate” may be
used in case the taxpayer is unable to effectively document its transfer pricing position.

Comparables

Where the tested party is located in China, there is a preference for Chinese comparables. If the tax authorities
are convinced that no domestic comparables are available, taxpayers may use foreign comparables. Subject to
local tax authorities' decision. Comparable companies should use the BvD database.
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A Summary of
Japan Documentation and
Disclosure Requirements

TP Regulations

The legal framework for transfer pricing is presented in the Corporate Tax Act of Japan, specifically the
Act on Special Measures concerning Taxation (“ASMT”) Article 66-4, supplemented by ASMT Enforcement
Order 39-12; ASMT Circular 66-4- (1)-1to 66-4-(10)-1; and ASMT Ordinance of Enforcement (“ASMT
Ordinance”) 22-10.

e A Commissioner’s Directive on the Operation of Transfer Pricing (“CDOTP”) as the detailed transfer pricing
administrative guidelines was issued on 1June 2001 and partly revised in 2002, 2005, 2006, 2007, 2008,
2010, 2011, 2013, 2016, 2017 and 2018.

Definition of Related Party

According to the ASMT Article 66-4, a foreign-related person” is defined as a foreign corporation having

an “associated relationship” with another corporation. A corporation is treated as “associated” with the

other if it holds 50 percent or more (directly or indirectly) of the total number of issued stocks or the

amount of investment of the other corporation.

The Order for Enforcement prescribes the other cases to be treated as having an “associated relationship,

such as when:

(A) A representative director or majority of directors of one corporation concurrently serve(s) as
director(s) of the other related corporation.

(B) A corporation’s substantial part of its business activities depends on the transaction(s) with the other
related corporation.

(C) A corporation borrows a substantial part of the funds necessary for its business activities either by
borrowing or by guarantee from the other related corporation.

Tax Return Disclosures

Taxpayers are required to disclose detailed information about foreign related corporations and related

party transactions with these corporations in Appendix 17(4) of the corporate tax return. The required

information includes:

¢ Information about each related corporation, such as main business, amount of share capital, number of
employees, summary profit and loss figures etc.

e Information about related-party transactions such as type, amount, transfer pricing methods used.

* Existence of advance pricing arrangements (for each related corporation).

Level of Documentation

MNEs are required to:

* Prepare and submit Country-by-Country Report (CbCR), consistent with Annex Il to Chapter V of the OECD
Transfer Pricing Guidelines.

* Prepare and submit Master File, consistent with Annex | to Chapter V of the OECD Transfer Pricing Guidelines.
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Small and medium corporations (with a total consolidated revenue for the Ultimate Parent Entity's preceding
fiscal year of less than 100 billion yen) are exempted from preparing/submitting CbCR and Master File.
e Prepare Local File, consistent with Annex Il to Chapter V of the OECD Transfer Pricing Guidelines.

For the Local File, corporations are exempted from the duty of contemporaneous documentation for

Controlled Transactions with one foreign-related party during the current business year.

i. If the amount of transactions (total of receipts and payments) with the foreign related party during the
previous business year (the current business year if there was not the previous one) was less than 5
billion yen; and

ii. If the amount of transactions of intangibles (total of receipts and payments) with the foreign-related
party during the previous business year (the current business year if there was not the previous one)
was less than 300 million yen.

Language for documentation

Documentations to be submitted to the tax authority should be in Japanese. (CbCR should be made in
English. Mater File should be made either in English or Japanese, and if made in English, tax authorities
may request Japanese translation as necessary.)

Deadline to Prepare Documentation
Local File has to be prepared by the corporate tax return filing due date.
Deadline to Submit Documentation

e CbCR has to be submitted to the tax authorities within 1 year of the day following the one when the
Ultimate Parent Entity's fiscal year ends.

e Master File has to be submitted to the tax authorities within 1 year of the day following the one when the
Ultimate Parent Entity's fiscal year ends.

e Local File has to be submitted within a certain appointed period (normally within 45 days) if requested
during the course of tax examination.

Statute of Limitations

The statute of limitations for transfer pricing adjustments is six years, although the limitation is 7 years for
fraud or tax evasion behaviour.

Transfer Pricing Methods

The following methods are accepted:

* Comparable uncontrolled price (“CUP”) method.

e Resale price method.

e Cost plus method.

e Profit spit methods (“PSMs”, including Contribution-based PSM, Comparable PSM and Residual PSM).
» Transactional net margin method (“TNMM”).

e Similar methods of the above 5 methods.

The most appropriate method should be selected, considering the facts and circumstances of each
controlled transaction, including function performed and risk assumed. The 3 traditional transfer pricing
methods, especially the CUP method, are preferred in case multiple methods are equally applicable, in line
with the revised OECD Transfer Pricing Guidelines.

Comparables

The tax authority uses global commercial database such as ORBIS by Bureau van Dijk. Considering the
differences of market conditions where the comparables locate, local comparables are preferred which
locate in the same jurisdiction as the tested party over foreign comparables. Furthermore, as there are over
4,000 publicly listed companies in Japan, the tax authority believes that a sufficient number of domestic
comparables is available for inbound transactions (Japanese subsidiaries of the non-Japanese group).
Therefore, foreign comparables are generally not accepted by tax authorities.

If the Local File is not presented or submitted by a certain appointed date, the tax authorities can inspect
persons engaged in similar businesses by asking questions. Information obtained through such inspections
may be used as secret comparables.
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China Inter-Company
Service Provisions

The China Transfer Pricing Rules list a number of examples of activities that normally will be
considered services as the following:

e market survey * legal services
e marketing planning « financial management
e agency, design, consultancy, e audit

administration, technical services * HR

* contract R&D
e repair and maintenance

centralised procurement.

Service fees paid to overseas related parties are deductible for corporate income tax
purposes provided they are charged at normal market rates. However, management fees
paid by China subsidiaries to overseas parent companies are not deductible. As the PRC tax
regulations do not explicitly define the meaning of “management fees”, it is possible that
the PRC tax authorities may view the relevant charges for undertaking certain activities as
management fee and hence should not be deductible for corporate income tax purposes. If
the taxpayer insists that the fee is indeed a service fee, the PRC tax authorities may request
the taxpayer to provide further evidence to clarify the nature of the services provided. It is
advisable, therefore, for the taxpayer to ensure a detailed service agreement is in place and
review the service items, the nature, and location of the services provided as well as the
associated service descriptions closely, to avoid the potential risks of the service fee being
viewed by the PRC tax authorities as a management fee.

In addition, according to the China transfer pricing provisions, the charges for services
provided by the overseas parent company should exclude expenses relating to shareholder
activities. The PRC tax law and SAT administrative guidelines do not explicitly address

the scope of fees for shareholder activities. However, certain services such as strategic
management services, internal auditing, and salaries for overseas senior executives might
be viewed by the PRC tax authorities as shareholding activity nature and consequently they
would disallow a service fee deduction.

The activities performed by the overseas company services must be examined to ensure they
pass the benefit test. If not, a charge for the service is regarded as unnecessary.

The SAT has requested the local-level tax bureaus to launch a comprehensive tax examination
on significant outbound service fee and royalty fee payments to overseas related parties of

a multinational company, with an aim to strengthen the tax administration on intra-group
charges and prevent profit shifting. Six tests that would be applied to determine whether
such charges warrant a transfer pricing adjustment are highlighted as follows.

Benefit Test China would apply a benefit test and a price test when a parent
company provides a service to its Chinese subsidiary. A critical issue in
determining whether a real service has been rendered or not is that a
benefit has been provided, that the service activity from one company in
the group provides another company in the group with economic value
that enhances its commercial potential.

Need Test If the service can be outsourced to a third party, with a cheaper fee
payment, then the Chinese subsidiary should go to the national market
in China to find a company to perform the service.

Duplication China's duplication test addresses the situation where management
Test teams in subsidiary companies perform management activities
autonomously, with the only role performed by parent companies being
approval of their decisions according to authorization requirements.
In such a situation, any management services offered by a foreign parent
company are likely to be duplicative activities and therefore should not
be chargeable to the subsidiary.

Value An activity provides a benefit if it directly results in a reasonably

Creation Test  identifiable increment of economic and commercial value that enhances
the recipient company’s productive position or that may be reasonably
anticipated to do so. As with the duplication test, there is a question over
whether approval from management in the parent company is sufficient
to create an identifiable increment of economic or commercial value.

Remuneration When analysing intra-group services, an account should be taken of

Test whether or not the provision of services from the foreign parent company
to its subsidiary in China has already been remunerated through the
transfer pricing policies of other related party transactions.

Authenticity In China, an enterprise is usually requested to provide evidence to

Test support its tax deductions, whenever the Chinese tax authority raises
concerns over the authenticity, nature, and reasonableness of such
service expenses.

The Arm’ s Length Service Charge

Once it has been concluded that benefits are being provided and that an independent
party would be willing to pay for the services or carry out the services itself, then it can be
concluded that chargeable services are being provided.

It is then necessary to determine the remuneration for these services in accordance with the arm’s
length standard. This means that the level of remuneration for inter-company services should

be consistent with what would have been made between independent enterprises. This can be
determined in two ways, namely by the direct-charge method or by the indirect-charge method.

Under the direct-charge method, a specific charge is established for each identifiable
service. A direct-charge method however is difficult to apply in practice because it requires a
significant and often disproportional amount of administration to identify and track the costs
associated with the service provided.

The indirect-charge method allocates total costs of providing a category of service to the
service recipients by using an allocation key eg by allocating the total costs of payroll
services based on the number of staff. These allocated costs should be combined with a
profit mark-up for the purpose of comparability.
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Japan Inter-Company
Service Provisions

Main points of the revisions of the
Commissioner’ s Directive on the Operation
of Transfer Pricing ( “TP Directive” ) related to
intra-group services (IGS) on February 2018

1. Exemplifies more examples of shareholder activities

If a managerial, technical, financial, or promotional, etc. activity performed by a Japanese
company for its foreign related party (or vice versa) has economic or commercial value, and
such an activity is not overlapping with the beneficiary’s own activity or a service provided by a
non-related party to the related party beneficiary, the activity will be regarded as the provision
of a service, and it will be is necessary to collect consideration for the service from the related
party beneficiary. In addition, activities provided from the position of shareholder/investor may
not be regarded as the provision of a service.

Previously, only two points were presented as examples of shareholder activities: (i) activities

carried out under the laws and regulations of the parent company, such as holding general

shareholder meetings and issuing shares of the parent company; and (ii) activities to prepare

securities reports, etc. The revised TP Directive now exemplifies shareholder activities in

much more detail, as follows:

e Listing of shares issued by the parent company

e Organizing shareholder meetings, issuance of shares, and other organizational activities

related to the parent company under its laws and regulations

Preparation of documents based on the laws and regulations of the parent company, such

as preparation of securities reports or preparation of consolidated financial statements,

including internal audits on accounting books of foreign related parties

Funds raised by the parent company to acquire equity interest of foreign related parties

Parent company's investor relations activities for its shareholders and investors

Preparing country-by-country report (CbCR) data and performing other activities required

by the tax laws and regulations of the parent company

e Corporate governance-related activities undertaken by the parent company under the
Japanese Company Act to ensure the proper operation of the corporate group activities

e Other activities carried out exclusively by the parent company as a shareholder of foreign
related parties

Activities, such as planning, management in emergency situations, technical advice, and
advice on daily management for foreign related parties are regarded as providing economic
or commercial value and may not be regarded as shareholder activities.
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2. New simplified transfer pricing method (“TPM")

In Japan, the Comparable Uncontrolled Price (“CUP") method, the Cost Plus (“CP”) method,
and the Transactional Net Margin Method (“TNMM”) are generally used for calculating

an arm’s length price of IGS. However, it is necessary under these three TPMs to select
comparable third-party transactions (or company) data and conduct comparable and
benchmark analyses to set the arm’s length price. Such analyses require significant time and
costs when applied to small-sized and supplementary IGS, such as support for production
lines and daily administrative management that many MNEs have.

In the revised provisions of the TP Directive, a low-valued IGS that satisfies all of the
following requirements is allowed to simply add a markup of 5% on the total costs (i.e., the
sum of direct costs and reasonably allocated indirect costs) as an arm'’s length price:

* The service is of a supportive nature and not directly related to the core business activities
of the corporate group.

 The service does not use intangible assets (whether owned or licensed).

e The service is not related to important risks.

e The service is not categorized as activities of research and development, manufacturing,
sales, raw material procurement, logistics or marketing, finance, insurance/reinsurance,
mining, exploration, or processing of natural resources.

* The service provider does not conduct the same kind of service with third parties.

e The service provider maintains documents, including the names and addresses of the
related parties, contents of the services, the calculation process of the total costs and the
consideration, contents of the contract, etc.

The revisions to add the new simplified method have been made in line with the latest
revisions of the OECD Transfer Pricing Guidelines.

On the other hand, the TP Directive still includes the existing simplified calculation method,
which allows charging only the total costs (both direct and reasonably allocated indirect
costs) of the services, without a 5% mark-up, as an arm’s length price. This so-called cost-
only method applies if the services are incidental to the original business activities of a
corporation or a foreign related party not mainly engaged in the provision of the services, e.g.,
a corporation that imports products from its foreign subsidiary provides technical guidance
regarding the manufacturing facilities of the foreign subsidiary. The services are not regarded
as “incidental” if the costs of the services represent a substantial part of the costs incurred
by a corporation or its related parties, or if either a corporation or its foreign related party
uses intangibles when providing the services.

However, the NTA stated in response to public comments to the proposed revisions that this
cost-only method can only be used by the tax authorities; thus, taxpayers cannot choose this
method, unlike the above-mentioned simplified cost plus 5% markup method, which can be
used by taxpayers.
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The Case

A Japanese company designs and manufactures motors. In 2011, the company set up a
manufacturing company in China. The Japanese company contracts its Chinese subsidiary to
manufacture motors, which are designed by the research and development department of the
Japanese company. Production and sales decisions are ultimately determined by the Japanese
company. Components and raw materials are supplied either by unrelated companies in
China or the Japanese company. The Japanese company also provides staff training and key
production techniques to the Chinese company for processing into finished goods, which

in turn sells them to the local third customers. The Chinese company pays service fees and
royalties to the Japanese company as shown in the below figure.

Purchase of Raw

Materials and Parts . /
L4
Japanese p Payments Chinese
Parent . . ye
Royalties Subsidiary

Company 4

) Service Fees

N

l Sales of Motors

Third Party
Distributors
in China

In this case, there are three intercompany transactions between the Japanese company and
the Chinese subsidiary. In each situation, the transfer pricing issues to be addressed and the
arm’s length prices to be determined are as follows:

®m The Chinese company pays the costs of components/materials to the Japanese company.

60% of the raw materials and other components are supplied by the Japanese parent
company. As the Chinese company also purchases raw materials and components from
some unrelated companies, comparable information could be available from those
transactions. Costs paid to unrelated companies may be used to apply a comparable
uncontrolled price method to the related party transaction.

China and Japan Transfer Pricing Rules and Practices

However, strict requirements apply regarding whether or not real comparability exists
between a related party transaction and an independent transaction when adopting
the comparable uncontrolled pricing method. Otherwise, the price of the independent
transaction is unlikely to be a reliable benchmark.

Another issue is that there are often inherent differences between a transaction taking
place in a multinational group and a transaction taking place between independent
enterprises. A multinational corporation may have an advantage of economies of scale
in terms of transaction cost, logistics, brand development, risk management, technology,
and other intangible assets, which may cause the related party transaction to be nearly
comparable to an independent transaction rather than fully comparable.

When the comparable uncontrolled pricing method is being used, and there are differences
between the related party transaction and the uncontrolled transaction that have an impact
on pricing, adjustments need to be made to the price of the comparable uncontrolled
transaction to reflect the independent transaction price accurately between associated
enterprises. Factors that are likely to influence the price generally include the character of
the product, quantity, sales location, credit risks, and the exchange rate fluctuation.

Therefore, when the comparable uncontrolled pricing method is applied, adjustments
could be made due to the differences in product function, quantity, quality, and commercial
conditions.

In most other cases, however, Japanese manufacturing affiliates in China generally prefer
to purchase materials and parts locally, but some special parts can only be purchased
from Japan, and such parts are purchased through the headquarters. As such, it is not
usual to purchase the same parts from the Japanese headquarters and third parties in
China at the same time. Also, it is considered that the market environment differs between
cross-border transactions and domestic transactions. Therefore, the possibility of applying
the comparable uncontrolled pricing method for parts purchase transactions is usually
considered to be low. However, if the Chinese subsidiaries purchase the same or similar
parts from both the Japanese headquarters and third parties in China, the Chinese /
Japanese tax authorities might apply the comparable uncontrolled pricing method despite
the lack of strict comparability. Such duplicate purchases subject to the comparison should
be avoided.

The Japanese company charges royalties to the Chinese company.

Royalties paid to overseas companies for the licensing of trademarks, copyrights, and
technical know-how, are deductible provided they are charged at normal market rates. If
the royalties and other payments for the transfer of intellectual property rights charged by
the parent company are not of an arm’s length nature, the tax authorities may adjust the
amount of royalties claimed by the Chinese company for tax purposes.

Royalties are deductible for corporate income tax purposes provided they are charged at
normal market rates. However, if the royalties are related to the importation of goods, they
may be considered as part of the import value by the Chinese customs authorities and
subject to customs duty and import Value-Added Tax (“VAT").

It is worthwhile noting that even when a Chinese subsidiary has operating losses, the
Japanese tax authorities often argue that the parent company should receive royalties as
consideration of intangible assets’ value at the fixed rate. On the other hand, the Chinese

tax authorities may deny the royalties paid by the subsidiary to the parent company when

the subsidiary is making loss, arguing that when the Chinese subsidiary made losses, the
intangible assets provided by the parent company were not worth. It is necessary to be aware
of the risk of double taxation arising from such differences in views between Japan and China.
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While it is desirable to keep the Chinese subsidiary profitable, one of the options is to
incorporate the conception of “commensurate-with-income standard” into the related-
party license agreements, so that if the subsidiary records losses, royalties will not be paid
to the parent company. Although the commensurate-with-income standard has not been
introduced in both China and Japan, it is a reasonable concept and both tax authorities
are likely to allow the use of such a royalty scheme (it is said that the National Tax Agency
(NTA) is considering to adopt the commensurate-with-income standard in the transfer
pricing regulations). In order for such a scheme to be recognized, however, it is absolutely
necessary for taxpayers to prepare in advance.

The Japanese company charges service fees to the Chinese company.

The Chinese tax law has stipulated that service fees paid to overseas parent companies
cannot be deductible for taxation purpose, unless they apply to genuine charges for the
provision of specific services required for specific business operations. In this case, the
Japanese company performs personnel support activities such as staff training to the
Chinese manufacturer. Key production techniques are provided by the Japanese company
as well. With a verification report from a professional organisation, these activities should
justify the payments of service fees to the Japanese company.

It is worthwhile noting that the 2015 BEPS final report on low-value-adding services
provides a simplified approach for pricing such intra-group services. Under the new
provision, certain intra-group service transactions will be deemed to be at arm’s length if
the service is priced on a cost-plus five percent basis. However, The Chinese tax officials
would still prefer the conventional calculation methodology. Thus, the Chinese company
must provide very specific information on the nature and contents of the services provided
by the Japanese company and demonstrate the arm’s length rate of the service charges.

If the service provided by the Japanese headquarters to the Chinese subsidiary is
recognized as low value-added, a simplified total cost plus five mark-up could be allowed
according to the revision of the regulations in February 2018. As the size of service
transactions is generally smaller than other transactions, applying traditional transfer
pricing methods for such small transactions will be costly, so that an addition of the
simplified method is good news for the Japanese multinational companies. However, since
this simplified method has not yet been officially introduced in China, the Chinese tax
authorities may assert that the mark-up rate is less than 5% or in some cases, deny the
deductibility of the whole amount of the service fees paid. It is therefore advisable to be
aware of the potential risk of both Japan and China when setting the price.

Regarding production related services such as training production-line employees and
assisting machine installation, they are often included in the prices of their original
transactions such as tangible assets buy/sell transactions and intangible assets
transactions. Even if they are separately charged, such ancillary services have traditionally
been charged by cost-only (with no mark-up). In such a case, taxpayers want to prepare

documents in advance to explain the reasonableness of such charges to the tax authorities.
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Cosmos International Management specializes in international tax consulting, research and support
services, mainly transfer pricing. It belongs to the Cosmos Group, a leading accounting firm in Nagoya
area, and also joins a high-quality overseas transfer pricing network, thus can provide high quality
service suited to each client's individual circumstances.
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Takuma Mimura is the managing
director of Cosmos International
Management, a transfer pricing
boutique consulting firm
in Japan. He has more than
15 years of transfer pricing
experience (including two years
in New York), and international
banking experience prior to
transfer pricing. He has also
worked with a broad range of
clients including manufacturing,
financial services and
telecommunications, and has
assisted many taxpayers in
negotiations with the Japanese
tax authorities on transfer
pricing audit examinations. He
has authored many articles for
professional journals, including
BNA's Transfer Pricing Report
and Monthly International
Taxation of Japan, and is a
frequent speaker on transfer
pricing topics.
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