“vestment activity in the United States or be-
cause they have granted a discretionary in-
vestment power to a U.S. banker, broker, or
adviser. No legislative change is necessary
to provide that the volume of transactions
is not material in determining whether an
investor is engaged in trade or business in
the United States asithis is the rule under
present law. :

Real estate income and mineral royaltics

Under present law it Is not clear whether
a nonresident alien (or foreign corporation)
is engaged in trade or business in the
United States by reason of the mere owner-
ship of unimproved real property or real
property subject to a strict net lease, or by
reason of an agent's activities in connection
with the selection of real estate investments
in the United States. :

[P. 4262}

If because of such activity a nonresident
alien is considered as not engaged In trade
or business he becomes subject to withhold-
ing tax on his gross rents. Since the con-
scquent tax could exceed his net income,
the taxation on o gross basls of Income from
real property should not be continucd where
{axation on a net basis at graduated U.S.
rates would be more appropriate.

Therefore, a nonresident alien or foreign
corporation should be given an election to
compute thelr income from real property
(including income from minerals and other
natural resources) on a net income basis and
at regular U.S. rates as if they were engaged
in trade or business in the Unlited States.
Such an clection {s comparable to the one
now appearing in many treaties to which the
Unite dStates is a party. Such an election
would not effect the method of taxation ap-
plicd to his other income.

3. Capital gains: Eliminate the provision
taxing capital gains realized by a nonresi-
dent alien when he Is physically present in
the United States, and extend from 90 to 183
days thic period of presence In the United
States during the year which makes nonresi-
dent aliens taxable on all their capital galns.

The underlying policy of U.S. taxation of
nonresident alien individuals has been to
exempt capital gains realized from sources
in thls country. This policy has been proper
-both from a tax policy standpoint and from
the viewpolnt of our balance of payments.
However, existing law has two limitations:
U.S. capital gains realized by a nonresident
alien while he is physically present in the
- United States, or realized duaring & year in
which he is present in the United States for
90 days or more, are subject to a U.S. tax
of 30 percent.

The limitations now contained in our law,
espccially the physical presence test, con-
tain illogical elements and are likely to have
a ncgative impact on foreigners who are
weighing the advantages and disadvantages
of investing in the United States. The phy-

sical presence test was added to the law -

after World War II when many nonresident
alien traders were frequently present in this
country. Since this is no longer true, and
morcover, since the tax may be readily
avolded by passing title to the property out-
side the United States, the provision now
serves little purpose. However, it does pose
a threat to the foreign investor which may
dcter him from investing in this country and
therefore should be eliminated.

‘The limitation relating to presence in the
United States for 90 days or more in a

particular year should be retained, but the
period should be lengthened to 183 days.
Tihls cxtension will remove a minor deter-
rent to travel In the United States and help
mitigate the harsh conscquences which may
arire under tite cxisting rule if a nonresi-
dent alien reallzed capital gains at the be-
ginning of a taxable year during which he
later spends 90 days or more in the United
Statces.

4. Personal holding company and “second’
dividend” taxes: (a) Exempt foreign corpor-
ations owncd entirely by nonresident allen
individuals, whether or not doing business in
the United States, from the personal hold-
Ing company tax; (b) modify the applica-
tion of the “second dividend tax” of section
86G1(a) (2) (B) so that it only applics to the
dividends of foreign corporations doing busi-
ness in the United States which have over
€0 pereent U.S. source income. .

TUnder present law any forelgn corporation
with U.S. investment income, whether or not
doing business here, may be a personal hold-
ing company unless it is owned entirely by .
nonresident aliens, and unless its gross in-
come from U.S. sources is less than 60 per-
cent of its gross income from all sources.

The personal holding company tax should
net apply to foreign corporations owned en-
iirely by nonresident aliens. The only reason
for applying our personal holding company
tax to foreign corporations owned by non=
rcsident aliens has been to prevent the ac-
cumulation of income in holding companles
organized to avotd the graduated rates. With
the climination of graduated rates as sug-
gested in recommendation 1 (and the rovi-
sion of the eecond dividend tax, discusscd
below), U.S. investment income {n the hands
of forelgn corporations will have borne the
U.S. taxes properly applicable to it and ac-

‘ cumulation of such income will not result in

the avoldance of U.S. taxcs imposed on the
company's shareholders. Hence, there is no
longer any reason to continue to apply the
personal holding company tax to these cor-
porations.

With respect to the “sccond dividend tax,”
section 861(a) (2) (B) now provides that it
a corporation derives 50 percent or more of -
its gross income for the preceding 3-yenr
period from the United States, 15 dividends
shall be treated as U.S. source income to the
extent the dividends are attributable to in-
come from the United States. As a result
such dividends are subject to U.S. tax when
received by a nonresident allen. This tax
{s often referred to as the “second dividend
tax.” However, under section 1441(c) (1) &
foreign corporation is not required to with-
hold tax on its dividends unless it s engaged
in business in the United States and, in
addition, more than 85 percent of its gross
income is derived from U.S. sources.

It is now proposed to levy this second
dividend tax only where the foreign corpora-
tion does.business in the United States, and
80 percent or more of its gross income (other
than dividends and capital gains on stock)
i{s derived from U.S. sourccs. Where a for-
elgn corporation is not doing business in the
United States, it will pay U.S. withholding
taxcs on all fnvestment income and other
fixed or determinable gains and profits de-

_rived from the United States, and since that

is all the tax its foreign shareholders would
owe If they recelved the income directly, no
second tax seems warranted.

With the adoption of the rule that the In-
come from the U.S. stock investments of for-
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