Thus, graduated rates, whether applied to
investment income or such types of income
as pensions, annuities, alimony, and the like,
serve no clearly defined purpose, deter for-
eign investment, and should be eliminated.
The elimination of graduated rates will limit

“the liability of nonresident aliens not en-
gaged in trade or business to taxes withheld,
and where the alien is not engaged in trade
or business here no return need be made.
(However, graduated rates would be retained
for the U.S. business income of nonresident
aliens engaged in trade or business here.)

2. Segregation of investment and business
income and related matters: Provide that (a)
nonresident alien individuals engaged in
.trade or business in the United States be
‘taxed on investment (nonbusiness) income
at the 30 percent statutory withholding rate,
or applicable treaty rate, rather than at grad-
uated rates; (b) foreign corporations engaged
in business in the United States be denied
the 85-percent dividends-received deduction
and be exempt from tax on their capital gains
from investments in U.S. stocks; (c) non-
resident alien individuals and foreign cor-
porations not be deemed engaged in trade
or business in the United States because of
investment activity in the United States or
because they have granted a discretionary
power to a U.S. banker, broker, or adviser;
and (d) nonresident alien individuals ‘and
foreign corporations be given an election to
compute income from real property and min-
eral royalties on a net income basis and be
taxed at graduated rates on such income as
if engaged in trade or business in the United
States.

Segregation of business and investment

income

Under present law, if a nonresident alien
is engaged in trade or business within the
United States, he is subject to tax on all his
U.S. income (including capital gains), even
though some of the income is not derived
from the conduct of the trade or business, at
the same rate as U.S. citizens.

A nonresident alien individual engaged in
trade or business in the United States should
be subject to taxation on his investment in-
come on the same basis as a nonresident
alien not so engaged. Thus his investment
income would be taxed at the 30-percent
statutory rate or applicable treaty rate,
rather than at graduated rates. For the pur-
pose of determining the applicability of
treaty rates the alien will be deemed not to
have a permanent establishment in this
country. All business income should remain
subject to tax at graduated rates, but the
rates on business income would be computed
without regard to the amount of investment
income, .

This change conforms to the trend in in-
ternational treaty negotiations to separate
investment income from business income.
Whether a taxpayer is helped or harmed by
segregating his investment from his business
income, separate treatment is proper and
equitable. Investment decisions may be
made on the same basis whether or not the
alien is engaged in business here, since in-
come arising from investments here will not
be subject to taxation at graduated rates in
either event. '

Moreover, a nonresident alien individual
engaged in trade or business here should not
be taxed on capital gains realized in the
United States which are unrelated to the
business activity carried on by him in this
country, except where he would be subject to
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tax on those gains under the rules pertain-
ing to nonresident aliens generally,

Tazx treatment of income from U.S. stock in-
vestments by foreign corporations

Under present law all the activities of a
corporation are treated as part of its trade
or business. Thus, for example, all its ex-
penses are treated as deductible as business
expenses. Accordingly, it would be inap-
propriate to segregate a foreign corporation’s
U.S. investment income from its U.S. busi-
ness income. However, there is one abuse in
this area which should be eliminated. Fre-
quently, a foreign corporation with stock
investments in the United States engages
in trade or business here in some minor way
(such as by owning a few parcels of real
estate) and then claims the 85-percent div-
idends-received deduction on its stock in-
vestments in the United States. Such a
corporation thereby may pay far less than
the 30-percent statutory or treaty withhold-
ing rate on its U.S. dividend income, al-
though its position is essentially the same
as that of a foreign corporation doing busi-
ness elsewhere which has U.S. investment
income. :

To eliminate this abuse and treat all for-
eign corporations with investments in US.
stocks alike, the 85-percent dividends-re-

‘ceived deduction should be denied to foreign

corporations doing, business here. Their in-
come from stock investments would be made

- subject to the 30-percent statutory with-

holding rate, or any lesser treaty rate ap-
plicable to such income, rather than regular
than regular U.S. corporate rates. For the
purpose of determining whether the treaty
rates on dividend income apply, a foreign
corporation will be deemed not to have a
permanent establishment in this country.
To fully equate the tax treatment of stock
investments of foreign corporations doiug
business in the United States with that of
foreign corporations not doing business here,
such corporations are exempted from the
U.S. tax on capital gains realized on their
U.S. stock investments,

Definition of “engaged in trade or business”
Present law provides that the term ‘en-

‘gaged in trade or business’’ does not include

the effecting, through a resident broker,
commission agent, or custodian, of transac-
tions in the United States in stocks, securi-
ties, or commodities. There is some confu-
sion as to whether the amount of activity
in an investment account, or the granting
of a discretionary power to a U.S. banker,
broker, or adviser, will place a nonresident
alien outside of this exception for security
transactions so that he is engaged in trade
or business in the United States. This un-
certainty may deter investment in the United
States and is’ undesirable as a matter of tax
policy.

The fact that a discretionary power of in-
vestment has been given to a 'U.S. broker .
or banker does not really bear a relation to
the foreigner’s ability to carry out transac-
tions in the United States—the discretionary
power is merely a more efficient method of
operating rather than having the investor
consulted on every investment decision and
frequently is merely a safeguard to protect
him in case of world turmoil. Nor, where
the alien is an investor, is the volume of
transactions material in determining wheth-
er he is engaged in trade or business.

Accordingly, the proposed legislation makes
clear that individuals or corporations are not
engaged in trade or business because of in-



