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China, United States—Several technical readjustments in U.S. policy toward China have occurred
which may signal increased business opportunities for exports to and investments in China.
The U.S. National Security Council has changed
China's security designation which means that
China is eligible for assistance under AID
programs as well as through other governmental
agencies. (Page 3) The US. will also permit sales of
technology at higher technical levels than has
been allowed in the past. (Page 3)
China, United States—U.S. taxpayers doing business in China will want to consider whether the
Chinese income tax is creditable against U.S.
income taxes. (Page 8)
South Korea—Perhaps the single most important
piece of Korean commercial legislation enacted in
the last twelve months has been the new antitrust
law. This law applies to foreign firms doing business in Korea as well as to foreign invested joint
ventures competing in Korean markets. (Page 2)
South Korea is studying a plan to make it mandatory for local firms to become prime contractors
on all tenders for consulting and engineering.

(Page 20)

by Sang Hyun Song/ Esq.

(Editor's Note: Sang Hyun Song is a. Professor of Law at
Seoul National University and a member of the Seoul First
Bar.

Perhaps the single most important piece of Korean le^islation enacted in the last twelve months has been the new antitrust law. Because this law is Korea's first effort at developing'
a comprehensive legislative package on the major elements of
antitrust law, and because this law applies to foreign firms
doing business in Korea as well as to foreign invested joint
ventures competing in Korean markets, it is important to
explore some of the key details of the new legislation.
In this second of a two-part series, EAER examines false
advertising prohibited by the new law, treatment of cartels
under the law, the resale price maintenance provisions, and

treatment of international agreements under the law.
EAER has obtained English language translations of the
antitrust law and implementing Presidential Decree, which
are available to subscribers at cost.)

False Advertisement
The business practices prohibited under the category
"false or overstated advertisement" are defined in the

Japan—Mapr revisions are adopted in the Company Law. Key provisions include strengthened
internal auditing procedures/ limitations on intercorporate stock holdings, and a modification
aimed at reducing the ability of the sokaiya to
extort money from companies. (Page 13) A labor
consultant provides pointers on labor dispute
resolution in Japan. (Page 14) Japanese banks are
showing increasing interest in becoming involved

in project financing. (Page 15)
Taiwan—Regulations designed to reassure
foreign manufacturers that pirating of trademarks
is under control have become effective, but few
observers feel that they will have much impact on
Taiwan's illicit exports. (Page 21)

Economic Planning Board Guidelines on "Generally
Designated Unfair Business Practices" (the
"Guidelines") to include "any acts that tend to induce
or mislead the general consumers by:
(a) Making false representations about goods or ser"
vices with respect to material, components, quality,
specifications/ ingredients, origin/ method of
manufacturing, potency/ and other terms and condi-

tions of a transaction such as price, quantity or
method of payment;
(b) Untruthh-tlly slandering or calumniating goods or
services of a competitor; or
(c) falsifying the true quality or quantity of goods.
As the above definition indicates/ falsify or untruthfulness seems to be the essence of this prohibited activity.
(Continued on page 18)
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Footnotes
foreign Assistance Act. 72 U.S.C. §2199(g) (1980).
Specifically Section 21l(b) of the Foreign Assistance Act states that,
"In countries and areas which are in the earlier stages of economic
development, programs of development of education and human
resources through such means as technical cooperation shall be

emphasized, and the hirnishing of capital facilities for purposes other
than the development of education and human resources shall be

given a lower priority until the requisite knowledge and skills have
been developed." This would seem to be what is presently occurring
with over 6,000 students from China, some with government sponsorship and some with private sponsorship, now in training in the
United States.

PEOPLE'S REPUBLIC OF CHINA;

UNITED STATES

porations for foreign income taxes levied directly on
income received from them, such as dividends,
royalties or income from a branch. A United States corporation can also claim a credit for any income taxes
levied on the income of a foreign corporation from
which it receives a dividend. A United States corporation that is a shareholder m a Chinese joint venture
would/ assuming that the taxes levied by the Joint Venture Income Tax Law qualify, be able to obtain a credit
both for the 10 percent gross tax on the remittance of
profits from China and for the portion of the 33 percent
tax allocable to the profits of the joint venture out of
which the distribution was made.2
Chinese Taxes: In General

Do Chinese Income Taxes

Qualify For The U.S- Foreign

Tax Credit?

by Richard D. Pomp, Timothy A. Gelatt, and Stanley S.
Surrey/ Esqs.

China's Individual Income Tax Law (IITL) provides
different tax treatment for nonresidents and for resi-

dents. In addition, the treatment of a resident varies
depending on the length of his residency. An
individual not residing in China or an individual residing in China for less than one year is subject to taxation
only on income gained within China. The regulations
provide an exception to this rule for an individual who
is a resident for not more than ninety consecutive days.

(Editor's Note: A graduate of Harvard Law School,
Richard Pomp is a professor of law at the University of Connecticut School of Law. Timothy Gelatt. is also a graduate of
Harvard Law School and will be associated with Baker &
M.cKenzie in Hong Kong in the fall. Stanley Surrey is a
professor of law at Harvard Law School and a graduate of
Columbia University Law School.
For further information on the Chinese tax system, see
Messr/s Pomp, Gelatt and Surrey's article on The Evolving
Tax System of the People's Republic of China which will
appear in 16 Tex. Int'l L.J. 11 (1981). See also these detailed
articles on Chinese taxation in EAER: Aug, 15, 1980 £AER
p. 2; Dec. 15, 1980 EAER p. 3; Feb. 15, 1981 EAER p. 6. For
translated texts of the Income Tax Law of the People's Republie of China Concerning Joint Ventures with Chinese and
Foreign Investment and the Individual Income Tax Law of the
PRC see Oct. 1980 EAER pp. 13, 24.)
In the annals of international commerce, more than a

few business deals have been squelched because of
adverse tax considerations. This fact of business life
even applies to as promising a place to do business as
China. And/ for taxpayers/ the desirability of doing
business in any foreign country may turn on their
ability to avoid double taxation. This issue/ for example,
is a serious concern in current discussions in China

regarding the drafting of a petroleum or mineral
exploitation tax. Absent a tax treaty specifically removing the problem of double taxation/ a course which
Chinese authorities have expressed a willingness to
pursue/ U.S. taxpayers are left with the immediate con-

cern: Will the Chinese income taxes be creditable
against their U.S, income taxes?
The general rule governing the application of the
United States foreign tax credit is that a credit is
allowed for foreign income taxes paid or accrued/ or for
foreign taxes paid in lieu of income taxes. 1 The credit is
allowed to United States citizens, residents and cor-

Such a person is exempt from taxation on any compen-

sation paid by his employer outside of China for services performed within China.
An individual residing in China for one year or more
but less than 5 years is taxable on his income gained
within China/ but is taxable on his income gained outside of China only if such income is remitted to China.
An individual residing in China for more than 5 years
is taxable on all of his worldwide income.
Under the Joint Venture Income Tax Law (JVITL), a
joint venture operating in China is taxed on its worldwide income derived from "production/ business and
other sources." The tax is levied at an effective rate of 33
percent. The 33 percent tax rate is comprised of a 30
percent national tax and an additional local surcharge
of 10 percent of the national tax/ that is effictively three
percent additional tax on income. There is also a 10 percent gross withholding tax on profit remitted outside of
China by a joint venture.
A Chinese income tax that is not creditable for purposes of the United States foreign tax credit would tend
to discourage United States investment. Presuma-

bly the Chinese expect that both the JVITL and the IITL
will be creditable against any income tax levied by the
United States (or other countries using a foreign tax
credit approach) on the income from Chinese sources
received by United States individuals or participants in
joint ventures. This expectation appears justified
regarding the JVITL/ but doubts may exist regarding
certain aspects of the IITL.
Income Tax Or Tax Paid In Lieu Of An Income Tax?
The crucial question is whether the taxes levied by
the JVITL and the IITL are either income taxes/ or are
paid in lieu of income taxes/ for purposes of the United
States foreign tax credit. The United States has recently

EAST ASIAN EXECUTIVE REPORTS

AUGUST 1981

ill

issued extensive temporary and proposed regulations
providing detailed rules and examples to define an
income tax and to distinguish that form of tax from
excise taxes/ royalty payments and so forth.3 These
rules are more detailed than those utilized in other
countries. Under these regulations, the general principie governing the classification of a foreign tax as an
income tax is whether the foreign tax is imposed on net
income.4 Each foreign tax is separately analyzed and
tested to determine whether it is an income tax. If a
foreign tax does not qualify as an income tax/ it may
still be creditable if it satisfies the criteria for a tax paid

Residents of China

in lieu of an income tax.

mining its creditability.
The use of a statutory allowance does not necessarily
mean that each of these 20 percent taxes fails the net
income test. The approach in the regulations/ at least in
the case of business income/ is to qualify a foreign tax as
an income tax if the costs incurred in "deriving gross
receipts" do not "frequently exceed" the amount of
deduction actually allowed the taxpayer.9 Accordingly,
each of the three taxes must be tested against this cri-

The regulations apparently were drafted without any
consideration of the Chinese tax on individuals, and
numerous aspects of the IITL raise difficult interpretive
issues. Quite possibly, the regulations will not be
interpreted in a rigorous or literal manner and borderline issues may be resolved in favor of creditability. The
tortuous path, however, that must be followed in track-

ing the Chinese tax system through the intricacies of
the regulations raises questions regarding the US.
approach to defining an "income tax."

The basic 33 percent JVITL tax, including the local
surtax/ would appear to qualify easily as a foreign
income tax for purposes of the United States tax credit.
The JVITL rules for calculating taxable income correspond
reasonably closely to United States principles. The
requirement in the regulations that gross receipts be
reduced by "expenses and capital expenditures ('costs')
attributable under reasonable principles to such gross
receipts"5 appears satisfied. It seems clear that the
Chinese intend to use net income as the tax base of the
JVITL. Any questions that may arise will presumably
be answered by the Chinese in a manner that will
preserve the creditability of the 33 percent tax.
The 10 percent tax on the remittance of profits from a
joint venture appears to be of a type similar to that
levied by the United States and other countries to tax
dividends paid by their corporations to foreign
shareholders.6 The Chinese 10 percent tax—and the
similar taxes used by other countries—are all levied on
a gross basis. The United States recongizes such taxes as
qualifying for the foreign tax credit.7
The Individual Income Tax
The creditability of the IITL is cloudy, because the
law does not allow deductions for actual expenses
incurred in the production of each category of taxable
income. Depending on the category of income received,
a taxpayer may be entitled to a statutory deduction,
may not be entitled to any deductions or may be
entitled to a statutory deduction only if he is a resident
of China. Wages and salaries are subject to a set of
progressive rates; other categories of income are subject
to a flat 20 percent tax. The tax levied on each category
of income is apparently treated under the regulations as
a separate charge for purposes of determining its cre-
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income/ each category of income is treated indepen-

dently: excess deductions against one category of
income cannot be used against any other category of
income. Each of the 20 percent taxes levied on these
categories of income is characterized under the temporary regulations as a separate tax for purposes of deter-

tenon.

Assuming that business income covers personal ser-

The Joint Venture Income Tax

ditability.8

Residents who receive income from personal ser-

vices/ royalties or rent are allowed a monthly statutory
allowance equal to either 800 yuan or 20 percent of the
income/ whichever is greater. In calculating taxable

vices (or that the test for personal services will be the
same as that for business income)/ the creditability of
the 20 percent tax on personal services would depend
on the actual situation in China regarding costs associated with the production of such income. It is likely
that in the case of some personal service activities
customary expenses or costs would be considerably in
excess of the 20 percent statutory allowance. The tax on
personal services is thus likely to fail the net income
test/ although the issue will remain in doubt until the
IRS rules on the question.10 The separate 20 percent
taxes on rents and royalties raise similar issues.

The preceding taxes can be usefully contrasted with
the tax on wages and salaries. A resident is allowed a
monthly statutory allowance of 800 yuan against such
income. Whatever expenses are associated with the

earning of wages and salaries probably will not exceed
the 800 yuan deduction.11 Consequently, the tax on
wages and salaries is likely to satisfy the net income
test and be characterized as a creditable income tax.
In the case of the three separate 20 percent taxes
levied on interest, dividends, and bonuses from invest-

ments/ no deductions are allowed. The creditability of
these three separate taxes as income taxes thus depends

on the amount of costs customarily associated with the
generation of such income. If expenses are not normally

associated with these categories of income, each of these
three taxes will be creditable.12
A tax that fails the net income test will still be creditsble if it can be characterized as a tax paid in lieu of an
income tax. In order to be considered an in lieu tax/ a

foreign tax must satisfy two requirements. First/ the
foreign tax must be "imposed in substitution for, and
not in addition to, an income tax otherwise generally
imposed./'l3 An income tax is otherwise generally

imposed if a foreign "country imposes an income tax or
a series of separate income taxes ... on significant
amounts of income."!4 For this purpose, the tax on
wages and salaries/ assuming that it is an income tax/
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could count as the tax otherwise generally imposed/
unless the revenue collected under it is so insignificant
that it cannot reasonably be a benchmark.15 The second
requirement is that of comparability." The cornparability requirement is met unless the liability of persons under the tax being tested is "significantly greater,
over a reasonable period of time, than the amount for
which such persons would be liable if they were subject
to the income tax otherwise generally imposed/'16
The application of these two requirements can be
illustrated in the context of the 20 percent tax on personal services, which is unlikely to qualify as an
income tax and therefore/ if it is to be creditable/ must be
characterized as an in lieu tax. The first of two requirements—substitutability— seems to be satisfied because
the 20 percent tax on personal services is imposed in
substitution for and not in addition to the tax on wages
and salaries.

To test for comparability/ the second of the two
requirements, the liability of a taxpayer under the 20
percent tax on personal services is compared to what
his liability would have been under the tax on wages
and salaries. Two difficulties arise in making this comparison. First, the tax on personal services is levied at a
flat 20 percent rate while the tax on wages and salaries
is progressive, ranging from 5 percent to 45 percent.
The results of the comparability test will therefore vary
depending on the amount of income involved. Second/
a taxpayer is granted an 800 yuan deduction in calculating his taxable income from wages and salaries. Because
the 800 yuan deduction is likely to exceed actual

the activities or assets that generate the income/' between those situations in which the income is taxed on
a gross basis and those situations in which the income
is taxed on a net basis.21 A foreign country does not
have to levy its gross tax under exactly the same circumstances as those under which the United States
levies its gross tax.22 However, the approach taken by
the foreign country must be reasonable.

Consider/ for example/ the 20 percent gross tax on
nonresidents receiving income from personal services.

In order for the "reasonable distinction" test to be
applied, a group of persons who are taxable on a net
income basis on their personal services must first be
identified. The only group that might satisfy this net
income requirement is that of residents, who are
entitled to a deduction from income equal to the greater
of 800 yuan or 20 percent of income.
If it is determined that residents are taxed on their
income from personal services on a net income basis,23

the next question is whether China has drawn a
reasonable distinction between residents, who are taxed
on a net basis, and nonresidents, who are taxed on a
gross basis. The answer seems uncertain under the

regulations.24 An analysis of the creditability of the 20
percent gross taxes on rents and royalties proceeds in a
similar fashion/ raising similar issues.
If it is determined that residents receiving personal
services/ rents or royalties are not taxed on a net income

basis/ the "reasonable distinction^ test would be inapplicable.25 If residents/ who receive a statutory
allowance, are not taxed on their net income, then non-

employee expenses, the tax on wages and salaries can

residents/ who receive no statutory allowance, would

be characterized as an income tax, and thus serve as an

not be taxed on their net income either. Consequently,
if these 20 percent taxes on residents are not creditable

"income tax generally imposed." For purposes of com-

parability/ however/ the question arises of what deductions a taxpayer should be given under the wage and
salary tax—an 800 yuan deduction17 or a deduction for
his actual costs.18 Depending on how these issues are
resolved, the comparability requirement may or may
not be satisfied. Similar issues are raised in characterizing the 20 percent taxes on rents and royalties as in lieu
taxes.19

as income taxes/ the 20 percent gross taxes on nonresi-

dents would also be noncreditable. Furthermore, the 20
percent gross taxes on nonresidents would be unlikely
to pass the in lieu tests,
In the case of wages and salaries/ nonresidents
receive the same 800 yuan deduction allowed to residents. The tax on nonresidents is thus likely to be creditable as a net income tax. In the case of dividends/
interest or bonuses, neither residents nor nonresidents

Nonresidents Of China
Nonresidents receiving income from personal ser-

vices/ rents or royalties, are not allowed any statutory
deduction, unlike residents. Nonresidents are therefore
subject to three separate 20 percent gross taxes. The creditability of each of these three taxes is tested independently of the others.20
Because of the denial of any deductions/ none of these
20 percent gross taxes is likely to pass the net income
test. The regulations/ however, provide an exception to
the net income test for a gross tax on fixed or determinable/ annual and periodical income, such as divi-

receive any decuction. The analysis of the creditability
of these 20 percent gross taxes on nonresidents is thus
similar to the analysis above in the case of residents.

iSeeLR.C§§ 901-03.
2For example/ assume that the Unites States corporation is a 50 percent shareholder in a Chinese joint venture. Assume further that the

joint venture earns $100, pays $33 tax on its profits and distributes all
of its remaining profits to its shareholders. The United States
shareholder receives a distribution of $33.50 (50 percent of $67),
which it remits from China. The United States corporation pays a tax

of $3.35 (10 percent of $33.50) upon its remittance of the profits. For
United States tax purposes/ the United States corporation is treated as

having received a dividend of $50, its share of the pretax profits of
the joint venture out of which it received its distribution. The $3.35

dends/ interest/ rents/ royalties and personal services. A

tax levied on the remittance of profits would qualify for the foreign

gross tax on such income will be creditable as an
income tax if "foreign law makes a reasonable distinction/ based on the degree of contact that the foreign
country has with the recipient of the income or with

tax credit. The corporation would also receive a foreign tax credit for
$16.50, the amount of the 33 percent tax which is allocable to the
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United States corporation's share of the profits of,thejom^ venture
out of which it received its distribution. See I.R.C. §§ 78, 901, 902.
3Temp. Treas. Reg. §§ 4.901-2, 9.903-1 (1980). At the time of publica-
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tion, the regulations were under active review. In part, these regulations develop themes set forth in a series of 1978 revenue rulings. See
Rev. Rul. 78-61, 1978-1 C.B. 221; Rev. Rul. 78-62,1978-1 C.B. 226; Rev.
Rul. 78-63,1978-1 C.B. 228; Rev. Rut. 78-222,1978-1 C.B. 232; Rev. Rul.
78-233,1978-1 C.B. 236; Rev. Rut. 78-234,1978-1 C.B. 237; Rev. Rul. 78235, 1978-1 C.B. 238.

generally imposed," See Temp. Treas. Reg. § 4.903-l(f), ex. 2 (1980). In
this regard, the Consolidated Industrial and Commercial Tax may
also count, assuming that the revenues collected under it are suffi-

ciently significant. (See Aug. 15, 1980 EAER, p. 2).
^Temp. Treas. Reg. § 4.903-2(c) (1980).

4Temp, Treas. Reg. § 4.901-2(cX4Xi) (1980). The regulations also require

17For income in excess of 4^000 yuan, the 800 yuan deduction under
the wage and salary tax will be less than the statutory deduction

that a country follow reasonable rules regarding source of income,
residence or other bases for taxing jurisdiction. Temp, Treas. Reg. §§

allowed under the 20 percent tax/ increasing the likelihood that the
20 percent tax will satisfy the comparability requirement.

4.901-2(aXlXiii), 4.903-l(aX4) (1980). Both the JVITL and the IIT1 would
appear to satisfy those requirements.

STemp. Treas. Reg. § 4.901-2(cX4XiXA)(l980).
6SeeLR.C.§§87l(a),88l(a).
7Temp, Treas Reg. § 4.901-2(cX4Xiii) (1980). See generally Temp. Treas.
Reg. § 4.901-2(e)/ex. 28, 29, 31 (1980).
sSeeTemp. Treas, Reg. § 4.901-2(d)(l980).
<?Temp. Treas. Reg. § 4.901-2(e), ex. 22 (1980), The language in Temp.

Treas. Reg. § 4.901-2(cX4XiXB) (1980) states that costs can be
computed under a method that is designed to produce an amount
that is not less than costs attributable, under reasonable principies, to such gross receipts and that, in fact, produces an amount
that approximates, or is greater than, such costs, but only in the
case of transactions with respect to which it is reasonable to
believe that costs may not otherwise be clearly reflected,

This language appears to provide a substantive rule tempered by
permission for administrative flexibility. Example 22, supra, seems to

interpret that administrative flexibility quite generously, since the
example does not consider whether a country could in fact determine
actual costs, but only requires that the approach used by the country
fairly represents such costs,
lQln issuing a ruling, the IRS would apparently consider each separate foreign tax in its entirety for all persons subject to the tax. Temp.

Treas. Reg. § 4.901-2(aXl) (1980). A taxpayer would therefore seem
precluded from arguing that in his particular situation his actual
costs were less than the statutory deduction. The regulations provide,
however, that if the foreign tax law "contains provisions that significantly increase the liability only of persons engaged in a particular
industry or industries, and if those provisions would prevent the
[foreign tax] from being an income tax if persons engaged in the
industry or industries were the only persons subject to the [tax]," the
tax can be treated as a separate tax on such persons. Temp. Treas, Reg,

g 4.901-2(dX4) (1980). Presumably, the tax would be held noncreditable with respect to such persons, without jeopardizing its creditability for other persons. Under this carve-out provision, perhaps
a distinction can be drawn among various forms of services/ permitting the 20 percent tax on those services which do not involve significant expenses to qualify. Those services which were carved out
would, under a literal reading of the regulation, have to constitute an
"industry " rather than merely constituting an activity."
nAn earlier version of the regulations provided that "[e]xpenses and
capital expenditures incurred by any , , . employee in deriving
income from personal services are presumed to be not significant.
Accordingly, taxes on the gross amount of those items of income
satisfy the net income requirements. Prop. Treas. Reg. § 1,901-

2(bX4)(iii), 44 Fed Reg. 36073-74 (June 20, 1979), see also note 10 supra.
12An earlier version of the regulations provided that /'[e]xpenses and
capital expenditures incurred by any person in deriving interest or
dividend income not derived from the conduct of a trade or business
in any country . . . are presumed to be not significant. Accordingly,
taxes on the gross amount of those items of income satisfy the net
income requirements." Id.
"Temp. Treas. Reg. § 4.903-l(b) (1980). The regulation also requires
that the tax be clearly intended, and in fact operate as a tax imposed
in substihition for an income tax otherwise generally imposed. Id. An
example in the regulations interprets that requirement as being met if
substantially all business income is subject to one of several income
taxes and if persons paying the in lieu tax are not subject in fact to
any of these income taxes. Temp. Treas. Reg. § 4.903-l(f), ex. 8 (1980).
Under the facts of example 8, the taxpayer does not have to prove a
causal connection between the in.lieu tax and his exemption from the
income tax. The heart of the substihition requirement is apparently that
the in lieu tax not be paid in addition to an income tax.
^Temp. Treas. Reg. § 4.903-Kd) (1980).

15An example in the regulations suggests that the JVITL can also
count in determining the existence of an income tax otherwise

12

18Since actual costs are likely to exceed the statutory allowance under
the 20 percent tax, a deduction for achial costs decreases the likeli-

hood that the 20 percent tax will satisfy the comparability requirement.

If the JVITL were to serve as "an income tax otherwise generally
imposed/" the comparison would be between a taxpayer's liability

under the 20 percent tax and his liability under a 33 percent tax on
net income. Although the 33 percent rate under the JVITL is greater
than the 20 percent rate under the IITL, a taxpayer's liability under

the IITL may be greater than his liability under the JVITL, because the
latter allows a deduction for achial costs. While it seems odd to com-

pare the tax liability of an individual under the 20 percent tax with
what it would have been under the JVITL, which applies to corporations and not to individuals, such a comparaison is suggested by
Temp. Treas. Reg. § 4.903-Kf), ex, 2 (1980).
19In issuing a ruling, the IRS would consider each separate foreign tax
in its entirety for all persons subject to the tax. Temp. Treas. Reg. §

4,903-l(eX4) (1980). While this approach is similar to that discussed in
note 10 supra, the in lieu regulations do not provide that a particular
industry can be carved out. See Temp. Treas. Reg. § 4.901-2(dX4)
(1980), discussed in note 10, supra.
20Temp. Treas. Reg. § 4.901-2(d) (1980),

^Temp. Treas. Reg. § 4.901-2(cX4KiiiXB) (1980).
22The United States levies a gross tax on fixed or determinable annual
or periodical income received from United States sources by nonresidents provided the income is not effectively connected with the conduct of a trade or business within the United States. I.R.C. § 87l(a). An
earlier version of the regulations provided an exemption from the net
income test if a foreign gross tax were imposed on fixed or deter minable annual or periodical income derived by nonresidents/ provided the income was not derived from the conduct of commerce
within the country levying the gross tax. Prop. Treas. Reg. § 1,901-

2(bX4Xiii). 41 Fed. Reg. 36074 (June 20,1979). Apparently, this requirement was meant to be a more flexible rule for determining the cre-

ditabitity of a foreign gross tax than the requirement that foreign law
adopt the United States concept of "effectively connected." The
reasonable distinction" test in the temporary regulations is
apparently an even more flexible rule than the "conduct of commerce" rule.

23The creditability of the 20 percent gross tax on nonresidents receiving income from personal services is thus linked to the creditability
of the 20 percent tax on residents receiving income from personal services, because if it is determined that residents are taxed on net
income, then the 20 percent tax on their personal services is creditabte.
24 An example in the regulations allows a credit for a 20 percent gross
tax levied on income from technical services partially performed
within the country by nonresidents that have no permanent establishment within the country. A nonresident has a permanent establishment within the country if it has a place of business in the country for a period of more than one year. Temp. Treas. Reg. § 4.901-2(c),
ex, 31 (1980). The example suggests that a distinction between nonresidents having a place of business in the country for less than one
year and all other taxpayers is reasonable. The relevance of this
example to the Chinese 20 percent gross tax on services is uncertain
The Chinese draw a distinction between nonresidents and residents;

they do not draw a distinction on the basis of the length of time that a
nonresident has a place of business within China. A nonresident of
China who has a place of business within China for more than one
year would be outside the fact pattern of example 31.
Example 31 evidently overrules Rev. Rul. 78-234, 1978-1 C.B. 237,
which held that a Tanzanian gross tax on management fees received
by a nonresident was not creditable because, under I,R,C. § 864(b),
such income was derived from the conduct of a trade or business in
Tanzania. Rev. Rul. 78-234, 1978-1 C,B. 237 at 238.
^Temp. Treas, Reg. § 4.901-2(e), ex. 36, 37 (1980).
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