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Penalties assessed for under-reporting of interest income may affect
10% surtax on undistributed retained earnings calculation

Reminder from recent tax audit cases: if taxable income of a company has been under
reported, the said company will not only face penalties stipulated under Article 110 of the
Income Tax Act (“ITA”), but may also face penalties on tax shortfall resulting from
adjustment of 10% surtax on undistributed retained earnings.

PwC Observation

The abovementioned surtax adjustment considers timing difference tax adjustments for
calculating 10% surtax on undistributed retained earnings, i.e. interest income which
should be accrued in 2014 was booked in 2015 instead, resulting in under-reporting of
interest income for 2014. Where the tax office assessed corporate tax shortfall for 2014,
corresponding shortfall for 10% surtax may also be assessed.

Although such approach is in line with Tax Ruling No. 09600364650 issued by the
Ministry of Finance on October 2, 2007, it conflicts Article 66-9 of the ITA, which adopts
financial after tax income calculated according to the Commercial Accounting Act as the
starting point for calculating 10% surtax. Additionally, where the current year financial
statement of the company was duly audited and certified by a licensed certified public
accountant (“CPA”), undistributed retained earnings shall be based on the after-tax
amount audited by such licensed CPA.

Despite the controversy that tax adjustments should not affect financial after-tax income
calculated according to the Commercial Accounting Act or CPA audited financial
statements, we are aware that this is the practice currently adopted by the tax authority.
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The information contained in this publication is of a general nature only. It is not meant to be comprehensive and does not
constitute legal or tax advice. PricewaterhouseCoopers (“PwC”) has no obligation to update the information as law and practice
change. The application and impact of laws can vary widely based on the specific facts involved. Before taking any action, please
ensure that you obtain advice specific to your circumstances from your usual PwC client service team or your other tax advisers.

The materials contained in this publication were assembled in January 2015 and were based on the law enforceable and information
available as of January 22, 2015. In the event of any discrepancy between the English information contained in this newsletter and
the original Chinese version of the laws or rulings announced by the government or any difference in the interpretation of the two
versions, the Chinese version announced by the government shall prevail.
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