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    Table 1: China’s official corporate income tax rate 
Base rate 25% 

Small enterprises that 
satisfies certain 
conditions 

20% 

Recognized high-
technology firms 

15% (2 years exemption of taxes) 

Non-resident firms 20% 

   Source: Chinese Ministry of Finance. 

  

16 17

0

5

10

15

20

Chart 3 Effective Tax rate for listed 
companies

  

Alicia Garcia Herrero 
Tel. +852 3900 8680 

 alicia.garciaherrero@natixis.com 
 Jianwei Xu 

Tel. +852 3900 8034 
 jianwei.xu@ap.natixis.com 

  
 

 

www.research.natixis.com 

 

 

SHOULD CHINA FEAR US TAX REFORM? 
NOT REALLY 

 

The completion of US tax overhaul has created heated debate 
globally. China is no exception. With the reduction in the US corporate 
tax rate, many fear that Chinese firms, or at least US companies 
operating in China, may flee to the US to enjoy the newly released tax 
benefits. We argue that this is highly unlikely for the following reasons.  

• Although China’s officially standard corporate tax rate is 25% but this 
is really a maximum and there are a number of ways to get a lower 
one. 

• Even when including the value added taxes, China’s effective tax 
rate is only 17%, which is much lower than the US new corporate tax 
ratio alone. 

• Most Chinese local governments still give implicit subsidies to large 
investors to compensate for their losses in tax. If companies were to 
consider leaving for the US, Chinese local government can easily 
increase their subsidies to buffer the negative effect. 

As for China’s response, one should recognize that the current fiscal 
situation does not offer China much room to substantially lower its 
effective corporate tax rate across the board. However, China can still 
afford to lower the corporate income tax rate for foreign companies 
only as it constitutes a very small part of the tax base. In fact, China 
has already announced a temporarily exemption for foreign firms from 
taxes for reinvested profits. Still, given that most firms do not actually 
pay the standard tax rate, it this will not change the current effective 
corporate tax too much except for a positive signaling effect. 
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US tax reform and China 
 
The completion of US tax overhaul has created heated debate globally. China is no exception. With the reduction in 
the US corporate tax rate, many fear that Chinese firms, or at least US companies operating in China, may flee to the 
US to enjoy the newly released tax benefits. We argue that this is highly unlikely.  
 
The first thing one has to bear in mind is that China has a centralized government with strong regulation over capital 
flows, especially for its domestic companies. Chart 1 shows China’s overseas foreign direct investment, which has 
seen a significant decline in 2017. But this is only because of the Chinese government cracking down on capital 
outflows to maintain exchange rate stability. In the same year, China’s utilized FDI actually increased (Chart 2). In 
other words, even if firms had incentives to move to the US, they will find it very costly to circumvent China’s 
government regulation measures. 
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The only sensitive part of investors is the US investors, either incumbent in China or potentially interested to enter the 
market, because they are much less likely to be restricted by Chinese government.  As we will show later, even for 
this group of investors, their economic incentive to leave the country is minimal. 
 
Tax issues not really crucial for investing in China 
 
As we show in Table 1, although China’s officially standard corporate tax rate is 25%, this is really a maximum. There 
are ways to get a lower tax rate as long as the company fits into certain categories. For a small sized or non-resident 
investor, the applied corporate tax is only 20%. If the company’s main business activities fit into the government 
recognized high-technology fields, the applied corporate taxes can be further reduced to 15% with 2 years of 
exemption. More generally, China has a very flexible tax rate that can be easily adapted to fulfill its industrial policy or 
fight international tax competition, as seems to be the case now. 
 

Table 1: China’s official corporate income tax rate 
Base rate 25% 

Small enterprises that satisfies certain conditions 20% 
Recognized high-technology firms 15%, 2 years exemption of taxes 

Non-resident firms 20% 
                    Source: Chinese Ministry of Finance. 

 
Furthermore, corporate taxes is not the only, or even not the most important, component of China’s tax system. It is 
true. China’s major tax source is indirect taxes, including value added taxes, consumption taxes and operation taxes. 
In fact, corporate taxes only contribute about 20% of China’s total tax revenue (Table 2).  However, even adding all 
types of taxes together, China’s actual corporate tax rate may not be higher than the US. As we show in Chart 3 
using financial statements from all listed companies, China’s effective tax rate was only 17% in 2016, which was 
obviously lower than the US new corporate tax ratio alone (20%).  As such, a lower US corporate tax rate of 20% is 
still not advantageous over the actual corporate tax burden in China. 
 
An example of the above is that China has already integrated taxes by removing most preferential taxes after 2007 
but there has been no drastic outflow of foreign corporates due to this. 
 
 



 
 
 

Table 2: Chinese firm’s major cost of production                       
(2014, billion RMB) 

 
Wage and salary 16238.8 

Current taxes and government fees (incl. corporate 
taxes) 

1762.7 

Other taxes (incl. value added taxes) 6982.3 

Net interest expenditure, dividend, and land rents 2215.3 

Investment cost 19185.9 

Source: China flow of funds 
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Last but not the least, most Chinese local governments still give implicit subsidies to large investors to compensate 
for their losses in tax. This is the key for local government to keep these investments in their region, a phenomenon 
known as “local government tax competition”. These subsidies are very flexible. If companies were to consider 
leaving for the US, Chinese local government can easily increase their subsidies to buffer the negative effect. 
 
China to react with more piggy bags for foreign companies 
 
As for China’s response, one should recognize that the current fiscal situation does not offer China much room to 
substantially lower its effective corporate tax rate across the board. In fact, China’s fiscal deficit has already 
deteriorated to 3.7% in 2016, which will be definite under higher pressure in the next year due to the pending welfare 
program including the enhancement of social security fund. Though China has still a lower government debt ratio 
comparing the US, it is also not likely to tolerate a very high deficit which could drag down the investor’s confidence in 
the economy, so the room for substantial tax reduction is limited.  

 
However, China can still afford to lower the corporate income tax rate for foreign companies only as they constitute a 
very small part of the tax base. In fact, China has already announced a temporarily exemption for foreign firms from 
taxes for reinvested profits. Also, the government may slightly lower corporate taxes to show the government strength 
to support investors. Still, given that most firms do not actually pay the standard tax rate, these measures this will not 
change the current effective corporate tax too much except for a positive signaling effect. 
 
All in all, Trump’s tax reform will not be a game changer for China. On the contrary, China’s pursuit of its own tax 
reform could happen but that is a totally isolated issue. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 
 

Head of Global Markets Research       
        

Denis Prouteau      

+33 1 58 55 32 51     

 
denis.prouteau@natixis.com  

 

  

 

 

        

 

Asia Pacific Research      

Chief Economist, Asia Pacific       

Alicia Garcia Herrero     

+852 3900 8680     

 
alicia.garciaherrero@natixis.com  

 
  

 

 

        

Emerging Asia  Greater China  Japan, Pacific 

 Economist   Economist   Economist 

Trinh Nguyen  Jianwei Xu  Kohei Iwahara 

+852 3900 8726  Tel. +852 3900 8034  +813 4519 2144 

 
trinh.nguyen@natixis.com  

 
jianwei.xu@natixis.com  

 
kohei.iwahara@natixis.com 

        

http://mailto:jianwei.xu@ap.natixis.com/
mailto:kohei.iwahara@natixis.com


Disclaimer 
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