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I. INTRODUCTION
Sovereign wealth funds (SWFs) have been making headlines.
In the last year, SWFs have made large investments in Morgan
Stanley, Citigroup, Blackstone, Carlyle and Merrill Lynch, most of
which sought large infusions of cash in the wake of the credit
crunch.1 SWFs have also made other large investments outside
of financial services, 2 but those investments have generally not
been as large or as visible.3
1

JOINT COMM. ON TAXATION, 110TH CONG., ECONOMIC AND US INCOME TAX ISSUES
RAISED BY SOVEREIGN WEALTH FUND INVESTMENT IN THE UNITED STATES 27-29
(Comm. Print 2008) (hereafter JCT, SWFs)
2
WILLIAM MIRACKY ET AL., MONITOR GROUP, ASSESSING THE RISKS: THE
BEHAVIOR OF SOVEREIGN WEALTH FUNDS IN THE GLOBAL ECONOMY (2008),
,http://www.monitor.com/Portals/0/MonitorContent/documents/Monitor_SWF_re
port_final.pdf. See also Bob Davis, Sovereign Wealth Funds Seek Control,
WALL ST. J., June 6, 2008, at C2.
3
A chorus of commentators have called for greater transparency about the
investments made by SWFs. E.g., EDWIN M. TRUMAN, PETERSON INSTITUTE, A
BLUEPRINT FOR SOVEREIGN WEALTH FUND BEST PRACTICES (2008),
http://www.petersoninstitute.org/publications/pb/pb08-3.pdf; Paul Rose,
Sovereigns as Shareholders, NCL REV. (forthcoming 2008); Evan Bayh, Time
for Sovereign Wealth Rules, WALL ST. J. , Feb. 13, 2008, at A26; Kara Scannell,
Cox Cites Concerns over Sovereign Funds, WALL ST. J., Oct. 25, 2007, at A8.
See also Ronald Gilson & Curtis Milhaupt, Sovereign Wealth Funds and
Corporate Governance: A Minimalist Response to the New Mercantilism, 60
STAN. L. REV. 1345 (2008) (advocating the suspension of voting rights while a
SWF owns the shares of a US corporation).

These investments have been highly controversial. Press
reports talk of the United States selling off its assets and
mortgaging its future.4 Less prosaically, critics argue that there is
a danger that foreign governments will expand their influence over
US economic and foreign policy.5 Commentators and
policymakers are concerned that SWFs as arms of their
governments might be used by those governments to advance
national interests at the expense of the United States’s interests.
The potential actions most frequently mentioned are transfers of
technology and explicit or implicit threats to divest if the United
States pursues policies at odds with the investor’s interests.
There is another side. Proponents emphasize the myriad
economic benefits of reducing the cost of capital by attracting
foreign capital.6 Still, other commentators point to various social
and economic benefits from the greater economic integration that
comes when foreign investors, including foreign governments,
invest in the United States.7
A central issue in the controversy is whether existing tax law
encourages, discourages or is neutral with respect to investments
from SWFs. Thus, for example, Victor Fleischer claims that
existing US tax law encourages SWFs relative to foreign private
investors to purchase US equities.8 That argument has been
picked up the press and by others. A chorus of voices claims,
suggests, and argues that the US tax system is encouraging
SWFs to make large investments in the United States while
disadvantaging US investors and private foreign investors
competing for the same assets. Not everyone agrees. The Joint
Committee on Taxation, in its report on SWFs, argues that in
practice there is little difference in the tax treatment of SWFs and
private foreign investors.9 Mihir Desai and Dhammika
Dharmapala go even further. They argue that existing US tax law
4

David R. Francis, Will Sovereign Wealth Funds Rule the World?, CHRISTIAN
SCI. MONITOR , Nov. 26, 2007, at 16.
5
E.g., LAWRENCE SUMMERS, FUNDS THAT SHAKE CAPITALIST LOGIC, FT.COM 1
(2007), http://www.ft.com/cms/s/2/bb8f50b8-3dcc-11dc-8f6a0000779fd2ac.html ; Victor Fleischer, A Theory of Taxing Sovereign Wealth, 84
NYU L. REV. 5 (forthcoming 2008). For a survey of the negative externalities
that might come from investment by SWFs, see Fleischer, id. at 41-49.
6
JCT, SWFs, supra note [1].
7
E.g., Ruth Mason. Efficient Management of the Wealth of Nations, TAX NOTES
(forthcoming), available at http://ssrn.com/abstract=1242447. Katharina Pistor,
Global Network Finance: Understanding East-West Linkages between
Sovereign Wealth Funds and Private Banks (Columbia Law and Economics
Working Paper No. 339, 2008), cited in Fleischer, supra note [5], at 35-36. For
a survey, see Fleischer, supra note [5], at 36-41.
8
Fleischer, supra note [5], at 5-7.
9
JCT, SWFs, supra note [1].
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is effectively neutral between SWFs and private foreign investors
– even when that law taxes the latter, but not the former.10
There is, therefore, much disagreement over whether US tax
law advantages or disadvantages SWFs relative to other
investors. There is also great interest in that question. The
purpose of this essay is to begin to answer that question not by
generalizing from a single special case, but more systematically.
Accordingly, in this essay, I develop a general model for thinking
about whether a tax system encourages investment by one group
of investors relative to another group of investors and to apply that
model to investments in the United States made by foreign
investors, including SWFs, in a range of different asset classes. 11
The rest of this essay is as follows: Part II provides a brief
description of SWFs, and Part III provides a brief introduction into
US taxation of inbound foreign investment, including investment
by SWFs. Part IV describes the theory of taxes and
competitiveness. In that Part, I also develop a simple analytical
tool for expressing the amount by which taxation increases or
decreases the competitiveness of one investor relative to another
investor. In Parts V and VI, I apply the theory and tools developed
in Part V to SWFs. In Part VII, I describe the features a neutral or
nearly neutral tax system will have. A short appendix formalizes
the model developed in Part V.

II. SOVEREIGN WEALTH FUNDS
SWFs are actively managed, state-owned and state-controlled
investment funds.12 Although state-owned, SWFs are often set up
10

Mihir Desai & Dhammika Dharmapala, Taxing the Bandit Kings, 118 YALE LJ
POCKET PART (forthcoming 2008).
11
This essay is part of a larger project on taxes and competitiveness. The first
paper in that series is Michael S. Knoll, Taxes and Competitiveness (Univ. of
Penn., Inst. for Law & Econ. Research, Paper No. 06-28, 2006), available at
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=953074. The other
papers in that series include: Michael S. Knoll, The UBIT: Leveling an Uneven
Playing Field or Tilting a Level One? 76 FORDHAM L. REV. 857 (2007); Michael
S. Knoll, Business Taxes and International Competitiveness (Univ. of Penn.,
Inst. for Law & Econ. Research, Paper No. 08-12, 2008),available at
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1138374.; Michael S.
Knoll, International Competitiveness, Tax Incentives, and a New Argument for
Tax Sparing: Preventing Double Taxation by Crediting Implicit Taxes (Univ. of
Penn., Inst. for Law & Econ. Research, Paper No. 08-21, 2008),available at
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1259927.
12
See JCT, SWFs, supra note [1], at 21-22. These funds are owned at most
only indirectly by the citizens.
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as legally independent entities with boards of directors and
managers, who are not necessarily government officials. The
managers of the fund decide what investments to make and
exercise whatever control rights the fund has by virtue of the
assets it owns.13
The first SWF, the Kuwait Investment Authority, was created in
1953. The largest SWFs come from Abu Dubai, Norway,
Singapore, Kuwait, Saudi Arabia and China.14 The largest, the
Abu Dubai fund, holds $875 billion in assets,15 and all such funds
combined hold nearly $3 trillion in assets.16 Not all SWFs,
however, are foreign. The Alaska Permanent Fund Corporation,
established in 1976, is a SWF.17 It is owned by the State of
Alaska and has $38 billion in assets.18
SWFs are also expected to grow rapidly in the next few years.
According to the Joint Committee on Taxation, estimates for the
assets that SWFs will hold in five years range from $5 trillion to
$10 trillion.19 Over the next ten years, the estimates reach as
much as $13 trillion.20
To put these numbers in perspective, SWFs hold more assets
than the combined assets under management of hedge funds and
private equity funds.21 SWFs, however, as a class are much
smaller than pension funds, mutual funds and insurance
companies. Pension funds, mutual funds, and insurance
companies each have assets under management that are 6 to 10
times larger than the total assets of SWFs. 22 In terms of global

13

In contrast with some other amalgamations of capital, such as many statedirected pension funds, SWFs do not pass investment and management
decisions through the fund to the beneficial owners, with each owner having the
right to decide how its proportionate interest will be invested. See Truman,
supra note [3]; Fleischer, supra note [5], at 12 n.15.
14
Asset-Backed Insecurity, ECONOMIST, January 17, 2008 at 71 (hereafter
Asset-Backed Insecurity). See also JCT, SWFs, supra note [1], at 26 (Table
2).
15
Asset-Backed Insecurity, supra note [14]. See also JCT, SWFs, supra note
[1], at 26 (Table 2) ($650m – $700m).
16
Asset-Backed Insecurity, supra note [14]. See also JCT, SWFs, supra note
[1], at 23 (citing estimates ranging from $2 trillion to $3.7 trillion).
17
Throughout this essay, when I mention SWFs unless I clearly state that I am
including US SWFs, I am referring to foreign SWFs. Accordingly, the
discussion does not apply to the Alaska Permanent Fund Corporation.
18
Asset-Backed Insecurity, supra note [14].
19
JCT, SWFs, supra note [1], at 25.
20
JCT, SWFs, supra note [1], at 24-25.
21
JCT, SWFs, supra note [1], at 24 (Fig. 12) (data are for 2006).
22
JCT, SWFs, supra note [1], at 24 (Fig. 12) (data are for 2006).
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financial assets (bonds, equities, and bank assets) SWFs own
less than 2 percent of total global financial assets ($190 trillion).23
As they grow in size, the nature of the investments made by
SWFs is changing. For many years, SWFs, would invest almost
exclusively in debt instruments, especially Treasury securities and
other government obligations. Seeking higher returns, SWFs first
gravitated toward portfolio investments in equities and as limited
partners in private equity funds. More recently, SWFs have
started to make direct investments in US equities and real estate.
It is these last investments that have generated the most
controversy.24
Much of the concern with SWFs is that even if they are legally
independent from the governments that own them, they are not
practically independent.25 When pressed, the managers of such
funds are likely to act as their government’s officials want them to
act. And government actors might have many goals that private
investors generally would not have.26 For example, SWFs might
seek to gain access to military technologies to gain a military
edge, transfer commercial technologies to develop competing
domestic industries, or sell large amounts of securities – even at a
loss – in order to destabilize foreign markets.27
Although there is little evidence of any harmful behavior by
SWFs as of yet,28 SWFs raise important questions of national
economic and security policy and foreign affairs. These issues
are being taken seriously inside of the government and out.
There is also a tax dimension to the controversy. SWFs, foreign
private investors, and US investors all compete to own US assets.
Because they are subject to different tax regimes and are taxed at
different rates, it is not clear whether the tax system advantages
or disadvantages SWFs relative to other owners. It is that
question, which I address below. However, before tackling that

23

JCT, SWFs, supra note [1], at 23.
Fleischer, supra note [5], at 12-13.
25
Gilson & Milhaupt, supra note [3], at 1362 (“[c]ould anyone genuinely believe
that the investment managers of China Investment Corporation or Singapore’s
Temasek would hang up the phone if a senior government (or in China’s case,
Party) official called to offer advice on the fund’s handling of a particular
investment to advance the country’s, rather than the portfolio company’s
interests?”).
26
Gilson & Milhaupt, supra note [3], at 1361-62.
27
Summers, supra note [5]. For a survey, see Fleischer, supra note [5], at 4143.
28
Gilson & Milhaupt, supra note [3], at 1362.
24
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question, I first provide a brief introduction into US international
taxation.

III. US TAXATION OF INBOUND INVESTMENT
It is common to divide the taxation of international investments
into inbound and outbound transactions. From the US
perspective, outbound taxation deals with the tax treatment of US
investors investing abroad. The principal issue here is whether
investors are taxed at home on their foreign source income. A
system that taxes domestic residents on their worldwide income is
called a worldwide, residence or credit tax system. The term
credit refers to the foreign tax credit, which is available to offset or
to mitigate double taxation. A system that exempts the foreign
source income of residents from taxation is called a territorial,
source or exemption tax system. The United States generally
has a worldwide tax system.29 However, many SWFs come from
countries with a territorial tax system. More to the point, because
SWFs are government owned and controlled any tax they would
pay at home would be paid to the governments that own them.
Thus, such investment funds are effectively taxed on the territorial
system. The only tax that they pay, if any, is located in the
countries where they invest.
That brings us to the taxation by the United States of inbound
investment. The United States, like most other countries, asserts
the right to tax the income that arises within its borders.30 The
United States taxes foreign persons under two different tax
regimes. Passive income, which is know as fixed or determinable
annual or periodical (FDAP) income is taxed at a flat rate of 30
percent generally with no allowance for deductions.31 In contrast,
active income, the profit from operating a business in the United
States, known as income effectively connected with a US trade or
business (effectively connected income) is taxed at regular tax
rates with allowance for the full slate of deductions.32
In the rest of this Part, I consider 4 classes of assets: debt
obligations, corporate equities, real estate, and direct
29

I.R.C. §§ 1 (West Supp. 2008), 11 (2006), 61 (2006) (do not limit taxable
income to US source income).
30
The source rules, which assign income to a particular jurisdiction, are
contained in I.R.C. §§ 861 (West Supp. 2008), 862 (2006), 863 (2006), 865
(2006). .
31
I.R.C. §§ 871(a) (West Supp. 2008), 881 (West Supp. 2008)..
32
I.R.C. §§ 871(b) (West Supp. 2008), 882(a) (2006), 884 (West Supp. 2008).
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investments.33 For each class of assets, I briefly describe how it
would be taxed if it is held by a US investor, by a private foreign
investor, and by a foreign SWF.34
Debt Obligations. Interest received by US taxpayers is
ordinary income35 and is subject to tax at graduated rates, which
run as high as 35 percent currently.36 Foreign investors hold large
amounts of US debt obligations – some of those obligations are
government issued and some are privately issued. In contrast
with the tax treatment of US holders, most debt obligations held
by foreign investors fully escape taxation by the United States. 37
(The major exception is for debt held by a 10-percent
shareholder.38)
Corporate Equities. The tax treatment of investments in
corporate equities is more complicated than that of debt. With few
exceptions,39 a US investor is taxed at capital gain rates on any
gain from the sale of stock.40 If the stock has been held for more
than a year, then any gain (or loss) is long-term capital.41
Currently, the tax rate on long-term capital gains is capped at 15
percent.42 For many years, dividends were taxed at ordinary
income tax rates.43 In 2003, the tax rate on qualified dividends
was reduced. 44 Today, most dividends are taxed at the same rate
as long-term capital gains. 45
33

Some of the recent investments by SWFs in financial services firms have
been complex financial hybrid securities. For descriptions of these transactions
and securities, see JCT, SWFs, supra note [1], Fleischer, supra note [5]. In the
discussion below, I ignore and advantages or disadvantages SWFs would have
relative to other investors from using such securities.
34
The descriptions below are stylized and incomplete in that they avoid many
details. Yet, such descriptions capture what I believe are the essential
elements of the tax treatment of each asset class. The analysis, which is
further below, is based on these stylized descriptions. That analysis is intended
to provide a good first approximation of the economic consequences.
35
I.R.C. § 61(a)(4) (2006)..
36
I.R.C. § 1 (West Supp. 2008). The tax treatment is similar if the holder is a
US corporation.
37
I.R.C. §§ 871(h) (West Supp. 2008), 881(c) (West Supp. 2008).
38
I.R.C. § 871(h)(3) (West Supp. 2008) (exempt portfolio interest excludes
interest received by a 10-percent shareholder).
39
The most significant exceptions are for investments through tax advantaged
saving vehicles, especially qualified accounts, such as individual retirement
accounts. There are other exceptions, such as for securities dealers, who are
taxed at ordinary income tax rates on a mark-to-market basis.
40
I.R.C. §§ 1001(2000), 1221 (2006).
41
I.R.C. §§ 1222(3)-(4) (2006).
42
I.R.C. § 1(h)(1) (West Supp. 2008).
43
See I.R.C. § 61(a)(7) (2006) (including dividends in gross income).
44
Pub. L. No. 108-27 as amended by Pub. L. No. 108-311.
45
I.R.C. § 1(h)(11) (West Supp. 2008).
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The tax treatment of foreign investors in corporate equities
differs from that of domestic investors. Foreign investors are not
taxed by the United States on capital gains. Such gains are
deemed to arise outside of the United States and to be sourced
where the holder resides and therefore escape US taxation.46
Dividends, however, are another story. Dividends are subject to
the US foreign withholding tax. 47 Such taxes arise on gross, not
net, income. That difference rarely matters with dividends
because the gross dividend is almost always treated as income.
The dividend withholding tax is a flat 30 percent, 48 although that
rate is often reduced by tax treaties.49
Moreover, many foreign investors avoid paying dividend
withholding taxes by holding stock indirectly rather than directly. 50
For example, a foreign investor who wants to hold a diversified
portfolio of stock, such as the S&P 500, can hold shares directly,
invest in an index or mutual fund, or purchase a derivative such as
a total return swap on the S&P 500. Because the investor
receives dividends with the first two, but not with the derivative,
the derivative avoids the withholding tax on dividends.51
The taxation of SWFs differs somewhat from the taxation of
other foreign investors in the United States. Section 892, first
enacted in 1917, exempts SWFs from taxation on most forms of
noncommercial income earned in the United States.52 As
interpreted by Treasury regulations, Section 892 exempts SWFs
from tax on most of their investments in securities. That
exemption covers both portfolio investments and noncontrolling
strategic investments. Thus, SWFs are taxed the same as private
foreign investors who hold nondividend paying stocks or who hold
dividend paying stocks indirectly through derivatives. SWFs,
however, are taxed more favorably than are private foreign
investors who directly hold dividend paying stock, but do not have
control of the US corporation.

46

I.R.C. § 865(a) (2006).
I.R.C. § 871 (a)(1) (West Supp. 2008).
48
I.R.C. § 871(a) (West Supp. 2008), 881 (West Supp. 2008).
49
When reduced by treaty, the withholding tax rate is usually 15 percent.
50
See JOINT COMM. ON TAXATION, 110TH CONG., PRESENT LAW AND ANALYSIS
RELATING TO THE TAX TREATMENT OF DERIVATIVES (Comm. Print 2008) (hereafter
JCT, Derivatives).
51
JCT, Derivatives, supra note [50].
52
For a short history of I.R,C. § 892 (2006), see JCT, SWFs, supra note [1], at
41-50; Fleischer, supra note [5], at 13-19.
47
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Real Estate. Another class of assets that foreign investors and
SWFs invest in is US real estate. In the last year, SWFs have
made large investments in real estate, including taking substantial
interests in several marquee properties, including the Chrysler
Building and the GM Building in New York City.53
The taxation of US real estate is very complex.54 To simplify
greatly, a US investor in real estate is taxed as being engaged in
a trade or business. As a result, the income earned from
operating and renting real estate is ordinary and is taxed at full
marginal rates. The owner’s basis, which includes cash plus debt,
is depreciated over time and offsets that income. Real estate is
depreciated pro rata over 27.5 or 39 years depending upon
whether the property is residential or nonresidential property.55
Those depreciation deductions will often produce a net loss from
owning and operating the real estate for many years. For owners
not actively engaged in the real estate business, those net losses
are suspended until the owner has future income or sells the
underlying property.56 If, however, the owner is actively engaged
in the real estate business, those losses can be used to offset
income from other sources.57 Such losses are ordinary and offset
other ordinary income at rates of up to 35 percent.
Upon sale, the owner has a capital gain (loss) of the difference
between the sale price and the owner’s adjusted basis. If the
property has been held for more than one year, the gain is longterm capital gain, and it is generally subject to tax at a top rate of
15 percent. To the extent of prior depreciation deductions,
however, the owner will be taxed at 25 percent on such gains.58
53

Daniel Pimlott, Abu Dubai Takes Control of Chrysler Building, FT.COM, July
9, 2008, http://www.ft.com/cms/s/0/1e115a0a-4de5-11dd-820e000077b07658.html; Daniel Pimlott & Justin Baer, Macklowe Sells GM Building,
FT.COM, May 25, 2008, http://www.ft.com/cms/s/ea894a2e-2a82-11dd-b40b000077b07658,Authorised=false.html?_i_location=http%3A%2F%2Fwww.ft.co
m%2Fcms%2Fs%2F0%2Fea894a2e-2a82-11dd-b40b000077b07658.html&_i_referer=http%3A%2F%2Fsearch.ft.com%2Fsearch%3
FqueryText%3DMaclowe%2BSells%2BGM%2BBuilding%26aje%3Dtrue%26ds
e%3D%26dsz%3D, .
54
For a detailed survey of the taxation of US real estate, see James E. Maule,
Taxation of Real Estate Transactions – An Overview, BNA TAX MGMT
PORTFOLIO 590-2d.
55
I.R.C. § 168 (c) (West Supp. 2008) (setting the recovery period for residential
real estate at 27.5 years and the recovery period for nonresidential real estate
at 39 years).
56
The passive activity loss (PAL) rules are contained in I.R.C. § 469 (West
Supp. 2008) and accompanying regulations.
57
I.R.C. § 469 (c)(7) (West Supp. 2008).
58
I.R.C. § 1245 (West Supp. 2008).
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There is a special tax regime for foreign real estate investors,
called the foreign investment in real property tax act (FIRPTA).59
FIRPTA was enacted in 1980 in response to widespread concern
over foreign, especially Japanese, investment in US real estate.
In the 1980’s, Japanese investors acquired many landmark
properties in the United States, including Rockefeller Center,
Pebble Beach, and many of the hotels along Waikiki Beach. In
enacting FIRPTA, Congress sought to eliminate a perceived
advantage that foreign investors enjoyed over US investors when
investing in US real estate.60
Because of generous depreciation deductions, many owners
of real estate are able to avoid paying any tax from operations.
The only taxable income they have from real estate comes upon
sale. Thus, for the rest of this essay, I will treat investments in
real estate as if they generate neither cash flow nor taxable
income during operations and so all of the profit is taxed at longterm capital gains rates upon sale.
Before the enactment of FIRPTA, foreign investors were able
to avoid the capital gain tax upon sale. They would accomplish
this by not holding the real estate directly, but instead by holding it
through a foreign corporation. Instead of selling the real estate,
which would generate taxable income in the United States, they
would sell their interest in the foreign corporation, which would
avoid US taxation. FIRPTA was enacted in order to tax foreign
persons upon sale on their gains from holding US real estate. It
operates by treating such a sale as a sale of the underlying real
estate61 and thereby generates US tax on the sale on the same
terms as US persons.62
59

I.R.C. § 897 (West Supp. 2008).
The Senate Report accompanying FIRPTA reads as follows:
The committee believes that it is essential to establish equity of tax treatment in
U.S. real property between foreign and domestic investors. The committee
does not intend by the provisions of this bill to impose a penalty on foreign
investors or to discourage foreign investors from investing in the United States.
However, the committee believes that the United States should not continue to
provide an inducement through the tax laws for foreign investment in U.S. real
property which affords the foreign investor a number of mechanisms to
minimize or eliminate his tax on income from the property while at the same
time effectively exempting him from U.S. tax on the gain realized on disposition
of the property.
S. Rep. No. 96-504, at,6 (1979).
61
An interest in a US real property holding corporation (USRPHC) is an interest
in a domestic corporation in which the value of its US real property is at least 50
percent of the sum of the value of its worldwide property and other trade or
business assets.
62
I.R.C. § 897(a) (West Supp. 2008) (treating sales of a USRPHC as effectively
connected with a US trade or business).
60
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The application of FIRPTA to SWFs is complicated. To
simplify greatly, foreign investors, including SWFs, but not limited
to SWFs, can sell noncontrolling interests in domestically
controlled real estate investment trusts (REITs) without triggering
FIRPTA.63 Second, SWFs can, but other foreign investors cannot,
sell noncontrolling interests in corporations that own US real
estate without triggering FIRPTA.64 Third, neither SWFs nor other
foreign investors can sell direct interests in US real estate or
controlling interests in corporations with significant US real estate
holdings without triggering FIRPTA.65
Direct Investments. In the discussion of equity securities
above, I look at the tax treatment of portfolio and noncontrolling
strategic investments. In this section, I describe the taxation of
controlling investments, especially 100 percent owned and
controlled investments. Under US law, if a foreign investor is
engaged in an active trade or business in the United States
(through a permanent establishment if the foreign investor is from
a treaty country), then the foreign investor will be subject to US
taxation at full ordinary income tax rates on the income that such
an investor earns in the United States.66 Just as a US investor,
the foreign investor will be taxed on net income after allowances
for all available deductions.
Thus, when a foreign investor is actively engaged in a US
trade or business or owns a US corporation that is actively
engaged in a US trade or business, the United States will tax the
business on its profits at full marginal tax rates. Moreover, US law
provides that when the US trade or business is conducted by a
foreign corporation, the foreign corporation will be taxed as if the
US operations were conducted by a US subsidiary, a separate
wholly owned corporation.67 Thus, a foreign corporation actively
63

I.R.C. § 897(h)(2) (West Supp. 2008) (less than 50 percent of the value of
outstanding stock is held by foreigners).
64
I.R.C. § 892 (2006) generally exempts SWFS from taxation on their gains
from sale of real estate so long as the foreign government does not control the
USRPHC. However, a foreign investor’s gain from the disposition of a
USRPHC is generally taxable without regard to whether the investor has a
controlling interest. See JCT, SWFs, supra note [1], at 52.
65
See Brett R. Dick, US Income Taxation of Foreign Governments,
International Organizations and their Employees, BNATAX MGMT PORTFOLIO
913.
66
I.R.C. § 871 (h)(1) (West Supp. 2008) (nonresident alien individuals), §
882(a)(1) (2006) (foreign corporations)
67
The branch profits tax ensures that if the foreign corporation operates in the
United States as a branch, rather than as a subsidiary (in other words, the
business is not operated within a corporation incorporated in the United States),
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engaged in a US trade or business, either directly or through a US
subsidiary, will be subject to two levels of taxation. First, the US
trade or business will be taxed at full marginal rates on its net
income. Second, the US trade or business will remit withholding
taxes on FDAP gross income, which includes dividends, but
excludes capital gains.68
When the foreign investor is a SWF, the statutory tax
treatment is the same as when the foreign investor is a
corporation. The exemption from taxation in Section 892 applies
only to noncontrolling investments. If the SWF has control, then
the SWF will pay no tax on capital gains, but it will pay withholding
tax at 30 percent (or less if reduced by treaty) on dividends.69
When the US trade or business is operated through a
corporation owned by US investors, there are also two levels of
taxation. The operations are taxed at full marginal corporate tax
rates on net income. The investors are taxed at the reduced rates
that apply to dividends and to long-term capital gains.70 Thus, the
difference in statutory tax treatments between a US and foreignowned corporation engaging a trade or business in the United
States arises at the investor level. Moreover, that difference is the
difference in tax treatments described above between US and
private foreign investors holding US equities directly.
There is another potential difference in the tax treatment of US
and foreign investors in the US trades or businesses. That
difference is not explicitly written into the statute. Instead, it arises
through tax planning. Because the United States has a classic
corporate income tax, the income of the corporation is reduced by
interest payments and other operating expenses, but not by
dividends and redemptions. Accordingly, a foreign investor might
then the entity would be subject to the dividend withholding tax on the same
terms as if the US trade or business was operated as a subsidiary. I.R.C. §
884(c) (2006).
68
In effect, as long as any profits are retained by the US subsidiary, they
remain untaxed, but if the profits are repatriated through dividends without
selling the subsidiary, then they are subject to withholding tax.
69
I.R.C. § 892 (2006) provides that when a SWF makes a controlling
investment in a US trade or business, the SWF would be taxed as if it were a
foreign corporation. I.R.C. § 892(a)(2)(ii) (2006). Thus, the US trade or
business would be taxed at full corporate rates and the SWF would pay
withholding tax on dividends and be exempt from tax on capital gains.
70
Dividends from one domestic corporation to another are taxed, if at all, at
reduced rates. I.R.C. § 243 (2006). If the payor and payee are part of the
same group of affiliated corporations, the dividend is exempt from tax. I.R.C.
§243(a)(3) (2006). Otherwise, the payee is entitled to a 70 percent dividends
received deduction. I.R.C. § 243 (a)(1) (2006).
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be able to strip some earnings out of the US corporation and shift
those earnings to another jurisdiction where they are either
untaxed or taxed at a lower rate.71 Because the United States has
a worldwide tax system, such actions are likely to be much less
effective.72
There are two principal techniques that foreign investors use to
shift income offshore. The first involves capitalizing a US
corporation with debt instead of equity. Because interest on
indebtedness is deductible by the obligor, substituting debt for
equity will strip earnings out of the corporation and possibly
abroad.73 Although there are statutory provisions intended to
prevent such action, they are not always effective.74
The second means is for a related foreign corporation to strip
earnings out of the US corporation by charging above market
prices for sales to the US affiliate. The Service has the authority
to challenge transfer prices, and often does. 75 Nonetheless, it is
widely recognized that transfer pricing can be used to reduce the
tax hit on economic earnings.

IV. TAXES AND COMPETITIVENESS
As the description of US taxation of US investors, SWFs, and
private foreign investors in the last Part suggests, the US taxation
of inbound investment in general and Section 892 in particular
raise a range of competitiveness questions: Do SWFs have a taxinduced advantage relative to US investors for any specific class
of investments? Relative to private foreign investors? What
71

When the corporation is wholly owned by a foreign investor shifting profit
offshore is in effect transferring money from one pocket to another. When,
however, some of the shareholders are domestic investors, then the transfer of
earnings between corporations is not simply a tax move, but can have
significant economic consequences.
72
There might be some benefit to US investors and firms from such actions
because of deferral.
73
SWFs have more flexibility here than do private foreign investors. For a
SWF, interest received from a US corporation is not exempt from taxation if the
SWF has control or majority ownership of the US corporation. For a private
investor, the interest received is not exempt if the interest is received from an
entity in which the investor owns (directly or indirectly) 10 percent or more of
the voting stock. I.R.C. § 871(h)(3) (West Supp. 2008).
74
When it comes to capitalizing a firm with debt provided from third parties and
so presumably at market terms, US and foreign investors are roughly on par.
Foreign investors have a potential advantage when the equity investor provides
debt.
75
I.R.C. § 482 (2006).
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advantage, if any, do private foreign investors have relative to US
investors? In this Part of this essay, I develop a framework to
begin to answer those questions.
This Part is divided into two sections. In the first section, I
present the intuition behind the theory of taxes and
competitiveness. In the second section, I use that intuition to
develop a simple analytical tool that describes how tax
considerations affect the relative competitiveness of different
investors competing for the same asset.
A. Understanding How Taxes Affect Competitiveness
Policymakers have long been concerned with the impact that
taxes can have on competitiveness. Competitiveness can be
closely associated with ownership.76 One means of making the
connection between competitiveness and ownership is to think of
an auction in which investors compete to acquire productive
assets. The most competitive investor for any productive asset is
the one that places the highest value on that asset. Viewed from
this perspective, the tax system affects competitiveness by
changing relative bid prices across investors. Thus, the tax
system promotes the competitiveness of a group of investors with
respect to a class of assets if it provides them with an advantage
in acquiring those assets. What it means to have a tax-induced
advantage can be conceptualized as follows: among equally
efficient owners or users of an asset, an investor with a taxinduced advantage will outbid other investors for that asset.77
It is often suggested that such a tax advantage can be
ascertained by directly comparing tax rates. Thus, an investor
who has a lower tax rate has a tax advantage over other investors
with a higher tax rate in acquiring that asset. That simple and
intuitive reasoning is the logic behind several tax provisions, such
as the unrelated business income tax (UBIT).78 It is also often
wrong.79
76

The argument that the international tax system should try to achieve capital
ownership neutrality (CON) is closely associated with Mihir Desai and James
Hines. E.g., Mihir A. Desai & James R. Hines, Jr., Evaluating International Tax
Reform, 41 NAT’L TAX J. 487 (2003); Mihir A. Desai, New Foundations for
Taxing Multinational Corporations, TAXES, Mar. 2004, at 39; Mihir A. Desai &
James R. Hines Jr., Old Rules and New Realities: Corporate Tax Policy in a
Global Setting, 57 NAT’L TAX J. 937 (2004).
77
See Knoll, Taxes and Competitiveness, supra note [11].
78
I.R.C. §511 (2006).
79
See Knoll, Taxes and Competitiveness, supra note [11]; Knoll, UBIT, supra
note [11].

14

The reason why it is wrong is because investors with capital
must decide where to invest their capital. An investor who has a
lower tax rate on every asset cannot acquire all assets. Such an
investor still has to allocate capital.80 In deciding to make a
specific investment, an investor is implicitly deciding to forego
other investments.81 The return that the investor can earn on
those other investments, but is foregoing, is the cost of making a
specific investment. Under reasonable assumptions, these two
effects offset one another. For example, nonprofits do not
generally value productive assets more highly than equally
efficient for-profit entities.82 Also, with worldwide taxation,
investors from countries that impose lower tax rates on income do
not generally value productive assets more than investors from
higher tax countries.83 Similarly, with territorial taxation, investors
from different countries will generally place the same value on
productive assets. 84
The standard argument that imposing different tax rates on
different investors does not provide low-tax investors with an
advantage in competitiveness relative to high-tax investors is
based on the assumption that the differential tax treatment across
investors is the same for all assets. The analysis, however, is
more complicated when some investors – foreign, domestic, or
both types – pay taxes at different rates on the various
investments they make. That is to say, when assets and investors
are taxed at different rates, taxation can have an impact on
competitiveness. Accordingly, the following example illustrates
how taxes can affect competitiveness when both assets and
investors are differentially taxed.
Consider investors from two countries: country 1 and country
2. Country 1 is the source country; country 2 is the residence
country of the foreign investors. There are two assets: asset a
80

SWFs, however, would not be analyzed as conduits, but as investors with
large pools of money. Individuals cannot invest through SWFs and receive the
benefit of the reduced tax rates that apply to some investments by SWFs. In
order for a SWF to be taxed under I.R.C. § 892 (2006), the assets must come
solely from the government and no portion of the income can inure to the
benefit of any private person. Rev. Rul. 75-298, 1975-2 C.B. 290, 1975 (setting
out standards for an advanced ruling for taxation under I.R.C. § 892 (2006).
81
I discuss the possibility of firms raising capital further below.
82
Knoll, UBIT, supra note [11].
83
Mihir A. Desai & James R. Hines, Evaluating International Tax Reform, supra
note 76; Knoll, supra note [11]; Fadi Shaheen, International Tax Neutrality:
Reconsiderations, 27 VA. TAX REV. 203 (2007).
84
Desai & Hines, supra note [76]; Knoll, Taxes and Competitiveness, supra
note [11]; Fadi Shaheen, supra note [83].
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and asset b. Asset b is the benchmark asset. Investors from both
countries can readily invest additional funds in asset b or withdraw
funds from that asset. Asset b is a passive investment and all
investors earn the same before-tax return when they invest in the
benchmark asset. As a result, investors from countries 1 and 2 all
value the benchmark asset at its market price. Asset a is the
alternative asset. Investors from countries 1 and 2 are
considering whether to acquire asset a. There is only a limited
amount of asset a available, 1 unit, and the investors compete for
that asset in an auction. Moreover, investors from countries 1 and
2 are assumed to be equally efficient owners and operators of
asset a. I make that last assumption not because it is realistic,85
but in order to isolate the impact of tax considerations on demand
for the alternative asset.86
Assume the benchmark asset pays a riskless return of 10
percent a year. Assume further that investors from country 1 pay
tax at 40 percent on the benchmark asset whereas investors from
country 2 pay tax at 20 percent. It, thus, follows that investors
from country 1 earn 6 percent after-tax when they invest in the
benchmark asset, whereas investors from country 2 earn 8
percent after-tax when they invest in the benchmark asset. For
example, if the benchmark asset costs $1000 and produces $100
income in one year, then an investor from country 1 is left with
$60 after-tax, whereas an investor from country 2 is left with $80
after tax.
Assume that taxes on the alternative asset are lower than
taxes on the benchmark asset. Assume initially that the
alternative asset produces $1100 in one year and is untaxed.
Obviously, such an asset is worth more than $1000 to both groups
of investors.87 In fact, the asset will be worth $1037.74 to an
85

In many cases, domestic owners are more productive. For a brief
discussion of the issue and survey of the early literature, see EDWARD M.
GRAHAM & PAUL KRUGMAN, FOREIGN DIRECT INVESTMENT IN THE UNITED STATES
177-79 (2d ed. 1991).
86
Knoll, Taxes and Competitiveness, supra note [11]; Mitchell A. Kane,
Ownership Neutrality, Ownership Distortions, and International Benchmarks, 26
VA. TAX REV. 53 (2006).
87
In order to calculate the value of the alternative asset to a potential investor,
the following notation is helpful. Denote the pretax cash flow from the
alternative asset by C, the before-tax return on the benchmark asset by R, the
total tax rate imposed on an investor from country i on the benchmark asset by
tib, the total tax rate imposed on an investor from country i on the alternative
asset by tia, and the price paid by an investor from country i for the alternative
asset by Vi. An investor from country i will have C(1- tia) +Vtia after paying taxes
on the alternative asset. That same investor must receive at least Vi(1+R(1tib)) or will forego the alternative asset for the benchmark asset. Equating those
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investor from country 1,88 but it will be worth only $1018.52 to an
investor from country 2. 89 The reason why the asset is worth
more to an investor from country 1, the high tax country, is
because the opportunity to avoid paying tax is worth more to a
high-tax investor than to a low-tax investor. Note that this result
holds even though both groups of investors pay tax on the
alternative asset at the same rate (0 percent).90
Assume instead that the country 1 investor pays tax on the
alternative asset at 25 percent and that the country 2 investor is
still not taxed on that asset. In that case, both investors will value
the alternative asset at $1018.52.91 Note that investors from both
countries place the same value on the alternative asset
($1018.52) even though they are taxed at different tax rates (25
percent and 0) and thus receive different after-tax amounts from
holding the alternative asset ($61.11 and $81.48).92 The reason
why the two investors with different tax rates place the same value
on the alternative asset is because each investor earns
proportionately the same amount more on the alternative asset
relative to the benchmark asset. Thus, the country 1 investor
retains 75 percent after-tax on the alternative asset and 60
percent after-tax on the benchmark asset. Thus, the country 1
investor retains 25 percent more of the pre-tax return on the
alternative asset than on the benchmark asset. As for the country
2 investor, that investor retains 100 percent after-tax on the
alternative asset and 80 percent after-tax on the benchmark.
Thus, the country 2 investor also retains 25 percent more of the
pre-tax return on the alternative asset than the benchmark asset.
Because the relative amounts retained after tax are the same

two expressions and rearranging terms, yields the maximum bid price for the
alternative asset by an investor from country i: Vi = C(1- tia) /[1- tia+ R(1-tib)].
88
That value is calculated by using the equation in note [87] supra and
substituting $1100 for C, 10 percent for R, 40 percent for tib, and 0 for tia. Thus,
Vi {$1037.74}= $1100(1- 0) /[1- 0+ .1 (1-.4)].
89
That value is calculated by using the equation in note [87] supra and
substituting $1100 for C, 10 percent for R, 20 percent for tib, and 0 for tia. Thus,
Vi {$1018.52}= $1100(1- .0) /[1- .0 + .1 (1-.2)].
90
This is a classic example of a clientele effect.
91
That value is calculated by using the equation in note [87] supra and
substituting $1100 for C, 10 percent for R, 40 percent for tib, and 25 percent for
tia. Thus, Vi {$1018.52}= $1100(1- .25) /[1- .25+ .1 (1-.4)].
92
Investors from both countries purchase the asset for $1018.52 and receive
$1100. Thus, investors from both countries receive $81.48. An investor from
country 2 retains $81.48 because that investor is not taxed. An investor from
country 1 pays $20.37 tax and is left with $61.11.
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across the two assets for the two types of investors,93 both
investors place the same value on the alternative asset.94
It is now easy to see from the example above why the investor
from country 1 values the alternative asset more than the investor
from country 2 when both investors are exempt on the alternative
asset. That is because with a tax rate of 40 percent on the
benchmark asset, the investor from country 1 keeps
proportionately more of the pre-tax return on the alternative asset
relative to the benchmark asset as compared to the investor from
country 2. With a tax rate of 40 percent on the benchmark asset,
the investor from country 1 retains 67 percent more of the income
on the alternative asset relative to the benchmark asset,95
whereas the investor from country 2 retains only 25 percent
more.96
By the same logic, if the country 1 investor pays tax on the
alternative asset at 28 percent whereas the country 2 investor is
still exempt from taxation, then the investor from country 2 will
value the alternative asset more than will the investor from country
1. The country 2 investor will still value the alternative asset at
$1018.52, whereas the country 1 investor will value that asset at
only $1015.38.97 The reason is that the investor from country 2
still retains 25 percent more of the before-tax return on the
alternative asset than on the benchmark asset, whereas the
93

And by hypothesis, both investors place the same value on the benchmark
asset.
94
Viewed from this perspective, the standard result that worldwide taxation is
neutral with respect to ownership is a special case of the general result. When
each investor is taxed at the same rate on all investments (with the rate
differing across investors), then the ratio of the amount retained across different
assets is the same for different investors.
95
The investor from country 1 pays tax at 40 percent on the benchmark and is
exempt from tax on the alternative asset. Thus, the investor from country 1
retains 100 percent of income on the alternative asset and 60 percent on the
benchmark. Thus, the investor keeps an additional 40 percent on the
benchmark. Expressed as a ratio of the percentage kept with the benchmark
asset, the country 1 investor keeps 67 percent more [=(100% - 60%)/ 60%] with
the alternative asset than with the benchmark asset.
96
The investor from country 2 pays tax at 20 percent on the benchmark and is
exempt from tax on the alternative asset. Thus, the investor from country 2
retains 100 percent of income on the alternative asset and 80 percent on the
benchmark. Thus, the investor keeps an additional 20 percent on the
benchmark. Expressed as a ratio of the percentage kept with the benchmark
asset, the country 2 investor keeps 25 percent more [=(100% - 80%)/ 80%] with
the alternative asset than with the benchmark asset.
97
That value is calculated by using the equation in note [87] supra and
substituting $1100 for C, 10 percent for R, 28 percent for tib, and 0 for tia. Thus,
Vi {$1015.38}= $1100(1- .28) /[1- .28+ .1 (1-.4)].
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investor from country 1 retains only 20 percent more of the return
on the alternative asset than on the benchmark asset.98
Once one has seen the above example, it is easy to grasp its
logic. An investor has a tax-induced advantage relative to another
investor if the first investor is taxed at a lower rate on the
alternative asset relative to the benchmark asset as compared
with how the second investor is taxed on the alternative asset
relative to the benchmark asset, and conversely. That is to say,
the first investor has a tax advantage in acquiring a specific asset
relative to the second investor if the first investor retains a higher
portion of the return on the alternative asset relative to the
benchmark asset than does the second investor. Having seen
that example, it is also easy to understand how one who has not
seen and worked through a similar example could fall into the trap
of believing that a simple comparison of tax rates on a specific
asset determines competitiveness with respect to that asset.99
Thus, it is incorrect to assume that an investor has a tax-induced
advantage relative to another investor because the first investor is
taxed less heavily than the second investor on that same asset.100
B. A Measure of the Impact of Taxes on Competitiveness
The example in the last section suggests a simple three-step
approach that can be used to determine the competitiveness of
two investors relative to one another with respect to any specific
investment. Those steps are as follows:
1) determine what the benchmark asset is;
2) calculate the effective marginal tax rate (EMTR) for
each investor on the benchmark asset;101 and
3) calculate the EMTR for each investor on the alternative
asset.
98

The additional 20 percent is calculated as follows: 20% = (72% - 60%)/60%.
In the language of economics, it is not first differences, but second
differences that determines competitiveness.
100
An analogy can be drawn to comparative as opposed to relative advantage
in international trade, an idea first advanced by David Ricardo. A discussion of
comparative advantage can be found in most international economics texts.
See, e.g., PAUL R. KRUGMAN & MAURICE OBSTFELD, INTERNATIONAL ECONOMICS:
THEORY AND POLICY 1-8 (6th ed. 2003).
101
The EMTR is the change in the present value of the tax liability from a $1
increase in income. It can be thought of as the statutory tax rate adjusted for
timing differences. This sometimes called the explicit EMTR as distinguished
from the implicit EMTR or the total EMTR. The total EMTR is the sum of the
explicit and the implicit EMTRs. For discussions of EMTRs and how they are
calculated, see SCHOLES et al. TAXES AND BUSINESS STRATEGY 186 (3d ed.
2005); Alex Brill & Alan D. Viard, Effective Marginal Tax Rates, Part 1: Basic
Principles, 120 TAX NOTES 969, at 969 (2008).
99
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Based on the above information, the competitiveness of the two
investors with respect to the alternative asset can then be
determined using the four EMTR variables.102
The portion of the return on an investment that an investor
keeps is one minus the investor’s EMTR on that asset. Thus, for
any investor, the ratio of the after-tax return on an alternative
asset and the benchmark asset yields how much more or less of
the total return the investor retains on the alternative asset relative
to the benchmark asset. If this retention ratio is one, then the
investor’s EMTR is the same for both assets. In that case, the
investor retains the same portion of the before-tax return on both
assets. As a result, the investor will value the same before-tax
cash flow from either asset the same.103
If the investor’s EMTR differs across assets, then the same
before-tax cash flow will have a different value to the investor
depending upon which asset produces that cash flow. If the
retention ratio is less than one, then the investor keeps
proportionately more from the benchmark asset; if it is more than
one, then the investor keeps proportionately more from the
alternative asset.
Calculate the retention ratio for the other investor in the same
manner: divide one minus the second investor’s EMTR on the
alternative asset by one minus the second investor’s EMTR on the
benchmark asset. Then calculate the ratio of those two retention
ratios.104 Because both investors are assumed to value the
benchmark asset at its market price, the resulting relative
retention ratio determines the investors’ relative valuations of the
alternative asset.
If the resulting ratio is less than one, then the first investor (the
investor in the numerator) is taxed relatively more heavily on the
alternative asset (as compared to the benchmark asset) than is
the second investor (the investor in the denominator).
Accordingly, the first investor will not be willing to bid as much for
the alternative asset as the second investor.105 In such
circumstances, tax considerations discourage the first investor
102

A formal model and derivation is given in the appendix.
If the asset is a constant perpetuity, then the ratio of the valuations will equal
the ratio of the retention ratio. If the asset is a constant annuity, then the ratio
of the valuations will be smaller than the ratio of the retention ratios.
104
The numerator is the first investor’s retention ratio and the denominator is
the second investor’s retention ratio.
105
Again, the analysis in the text assumes that both investors are equally
efficient users of the alternative asset.
103
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from acquiring the alternative asset relative to the second
investor. Conversely, if the ratio is more than one, then the first
investor is willing to bid more than the second investor. In such
circumstances, tax considerations encourage the first investor to
acquire the alternative asset relative to the second investor.106

V. TAXES AND THE COMPETITIVENESS OF SWFS: TERRITORIAL
TAXATION
This and the next Part are the heart of this essay. In these two
parts, I examine how taxes affect the competition among SWFs,
private foreign investors and US investors to acquire various
classes of assets.107 For each asset class, I seek to determine
the relative advantage or disadvantage each category of investor
has compared to the other two categories of investors.
Foreign investment into the United States comes from all over
the world. Because countries employ different tax regimes, some
of the foreign capital invested in the United States is taxed on a
territorial basis and some of that capital is taxed on a worldwide
basis. Accordingly, in this Part, I look at how taxes affect
ownership when the private foreign capital invested in the United
States is taxed on a territorial basis. In the next Part, I examine
the impact of taxes on competition when the private foreign capital
is taxed on a worldwide basis. Because SWFs and US investors
in US markets are not directly affected by the difference between
territorial and worldwide taxation, I cover such investors in this
Part.
The following discussion draws on the analysis of taxes and
competitiveness in the last Part and the stylized descriptions of
how the United States taxes different types of holders on various
classes of investments in Part III. The discussion below is divided
into two parts based on the identification of the benchmark

106

The retention ratio, a concept which I have not seen used before, is closely
related to the well-known concept of an investor’s hurdle rate for an investment
– the minimum return that an investor must earn for the investment to have a
positive net present value. Hurdle rates and retention rates are inversely
related. More specifically, an investor’s hurdle rate for a given investment
equals the product of the market rate of return on the benchmark asset and the
inverse of the investor’s retention ratio for that investment.
107
In this essay, I do not take into account alternative structures for controlling
an asset without holding title. That topic is taken up in Knoll, Taxes and
Competitiveness, supra note [11].
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asset.108 In the first section, I assume consistent with the usual
practice that the benchmark asset is debt; in the second section, I
assume it is equity.
A. Taxable Debt is the Benchmark Asset
The traditional view in the public finance literature is that
taxable debt instruments are the benchmark asset. Investors from
all over the world can and do purchase US government bonds and
US corporate bonds. Such investors also compete with US
investors for taxable bonds.109
Benchmark Asset: Debt Instruments. For many US domestic
investors, the federal income tax rate on bonds is 35 percent.
Thus, US investors retain 65 percent of the return on debt
instruments.110 For foreign investors, the tax rate on US debt
instruments is with a few exceptions 0. The tax rate is 0 for SWFs
because Section 892 exempts SWFs from taxation on their
income from debt instruments,111 and it is 0 for most private
owners because Section 871 exempts portfolio interest from
taxation.112 Thus, foreign investors retain 100 percent of the
before-tax return on US debt instruments.113
As explained in the last Part, whether one investor has a tax
advantage over another investor in acquiring a specific asset
depends not only upon how investors are taxed on that asset, but
108

The benchmark asset is the asset into which excess funds can be invested
and that investors with different tax situations value the same. In a world where
all assets are taxed the same all assets are the benchmark asset. When
assets differ in how they are taxed, then some assets will produce implicit
taxes. Assets taxed less heavily than the benchmark asset pay (in equilibrium)
a lower risk-adjusted rate of return than the benchmark asset; assets taxed
more heavily than the benchmark asset pay (in equilibrium) a higher riskadjusted rate of return than the benchmark asset. The former produce implicit
taxes, and the latter produce implicit subsidies or negative implicit taxes. When
investors differ in their tax situation (most simply have different tax rates),
investor s tend to sort themselves among assets. Heavily taxed investors will
tend to hold lightly taxed assets and lightly taxed investors will tend to hold
heavily taxed assets. Both groups of investors will tend to hold the benchmark
asset. These clientele effects are the source of an advantage in
competitiveness.
109
See, e.g., Scholes et al., supra note [101], passim.
110
US nonprofits retain 100 percent of their income from investing in US debt
instruments.
111
I.R.C. § 892(a)(1)(i) (2006).
112
I.R.C. §871(b) (2006).
113
In the discussion that follows I ignore capital gains, which are exempt for
foreign holders and are taxed at long-term capital gains rates if held for longer
than one year by US holders.
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also on how they are taxed on the benchmark asset. As
described above, the retention ratio for the alternative asset is
calculated relative to the benchmark asset. Because foreign
investors, both private investors and SWFs, retain 100 percent of
the before-tax return on the benchmark asset, whereas domestic
investors retain only 65 percent, the foreign investors must retain
proportionately more of the before-tax return on other assets or
they will be at a tax-induced competitiveness disadvantage
relative to US investors. Below, I consider investments in three
broad classes of assets: corporate equities, real estate, and
active businesses.
Corporate Equities. The United States has a classic corporate
income tax. US corporations pay tax to the US government on
their worldwide income and receive a foreign tax credit for taxes
paid to foreign governments on foreign source income.114 In
addition, the owner of the corporation might also be subject to
taxation. If the owner is a US citizen or resident, then that
investor will generally be subject to tax at 15 percent. Dividends
from US corporations are subject to tax at a reduced rate of 15
percent.115 Any gain upon sale or exchange is capital. Such gain
is long-term if held for longer than one year and is subject to a
maximum tax rate of 15 percent. Of course, such gains are
deferred until sale, which reduces their EMTR. Thus, at most, the
EMTR on corporate equities for US residents is 15 percent.
It is now possible to calculate the after-tax return retained by
US investors in corporate equities compared to the return they
retain from holding the benchmark asset. US investors retain at
least 85 percent of the return from holding corporate equities, but
they retain only 65 percent of the return from holding taxable debt.
Thus, US investors in equities retain at least 31 percent more of
the before-tax rate of return when they invest in equities instead of
in the benchmark asset.116 That is to say, the retention ratio for
US investors in corporate equities is at least 1.31.117
Consider foreign investors in equities. First look at SWFs.
SWFs are exempt from US taxation on US equities by virtue of
Section 892. They pay no tax on capital gains and no tax on
dividends from holding US equities. They also do not pay any tax
114

Foreign corporations pay tax to the US government on their US source
income. I.R.C. §§ 881 (West Supp. 2008), 882 (2006).
115
I.R.C. §1(h)(1) (2006).
116
The additional 31 percent is calculated as follows: 31% = (85% - 65%)/65%.
117
US nonprofits are exempt from taxation on dividends and capital gains.
Thus, because they pay no tax on interest, their retention ratio is 1.
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on interest from investments in debt securities. Thus, SWFs have
a retention ratio of 1.
The tax treatment of private investors is more complex. Such
investors pay no US tax on capital gains from the sale of US
securities. The United States treats such income as foreign
source income and so excludes it from the US tax base. The
taxation of dividends is more complicated. Dividends paid to
foreign investors are generally subject to the withholding tax. That
withholding tax is assessed at 30 percent on gross income unless
reduced by treaty. Of course, a treaty only applies if the investor
is a resident of the foreign country that is a party to that treaty,
and the United States principally has tax treaties only with other
high-tax countries. Nonetheless, in many cases, it is possible for
a passive foreign investor in US equities to avoid paying tax on
dividends by not directly holding US equities. Because
derivatives, such as swaps, are deemed to generate income
where the investor resides, total return swaps can be used to
avoid directly holding US equities and therefore to avoid paying
any tax on dividends from US securities.118 Thus, as an
approximation, foreign investors are untaxed on dividends from
portfolio investments, but they pay withholding tax on dividends
from strategic investments – substantial and direct investments.
To summarize, some foreign investors might pay tax on US
securities, but many such investors are likely to pay no tax, at
least when they are passive investors. Assume then that US
investors pay tax at 15 percent on equities – the highest possible
EMTR – and that foreign investors pay tax at 0 percent on equities
– the lowest possible EMTR. Foreign investors, then, enjoy a
lower tax rate and so might be thought to enjoy a tax-induced
advantage in acquiring such assets and would value them higher
than US investors. That, however, would be wrong. As
compared with taxation of the benchmark asset, US investors
keep 31 percent more when they invest in private equities instead
of the benchmark asset. That is to say, for US investors, their
retention ratio is 1.31. In contrast, foreign investors keep the
same amount, 100 percent, on both. That is to say, their retention
ratio is 1. Thus, in spite of being taxed more heavily, US investors
enjoy a tax-induced advantage in the competition for equities.119
These results are summarized below.

118
119

JCT, Derivatives, supra note [50].
Foreign disadvantage increases as withholding tax rate increases.
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Table 1
Retention Ratios for Investments in Corporate Equity
Territorial Taxation
Debt is the Benchmark Asset
Investor
Portfolio Investments
Strategic
Investments
US
1.31
1.31
SWFs
1
1
Private Foreign
1
.7 – 1

The argument has been made that Congress should repeal the
exemption in Section 892 as it applies to SWFs, which would
subject SWFs to tax on the same terms as foreign private
corporate investors. To the extent that the reason for such a
proposed change is to eliminate any tax-induced advantage
SWFs have relative to US investors in acquiring US equities, that
change is unnecessary. SWFs are not tax-advantaged, but are
instead tax-disadvantaged, relative to US owners in the market for
US equities.
As for the relative tax treatments of SWFs and private foreign
investors, the two groups of investors are likely on par at least for
portfolio investments. That is because private portfolio investors
likely pay no tax. Thus, a likely effect of repealing the dividend
exclusion in Section 892 is to induce SWFs to shift from holding
shares of US companies to holding derivatives on such shares.
However, when it comes to making strategic investments in US
companies, SWFs have a tax-induced advantage over private
foreign investors in making noncontrolling investments. And that
advantage increases with the dividend payment and the dividend
withholding tax rate. Repealing the exclusion in Section 892 as it
applies to dividends will place SWFs on par with private foreign
investors from their country of residence. SWFs, however, will not
be on par with SWFs from other countries. Investors from
countries which are subject to lower US withholding tax rates will
have an advantage over those from countries subject to higher US
withholding tax rates. That advantage is greater, the large the
difference in withholding tax rates and the larger is the dividend
payment.120
As Table I clearly illustrates, US investors enjoy a large
advantage over foreign investors, both SWFs and private
120

This is the example considered by Fleischer and is the basis for his claim
that SWFs are tax advantaged relative to private foreign investors. Fleischer,
supra note [5], at 28 n. 91.
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investors, in acquiring US equities. That advantage comes from a
surprising place. It comes from the generous tax treatment of
foreign investors in the benchmark asset – debt – as compared
with the harsher tax treatment of US investors in that same asset.
That is to say, even though foreign investors in equities are
generally taxed less heavily than are US investors, that difference
by itself does not provide foreign investors with a tax-induced
advantage over US investors. Because foreign investors are
taxed less heavily than are US investors on the income from debt
instruments, the tax system raises the hurdle rate for foreign
investors on alternative assets, such as corporate equities, turning
an apparent tax-induced advantage into a disadvantage.
Real Estate. US investors in real estate are taxed at ordinary
tax rates on operating income and on long-term capital gain rates
on appreciation. Given generous depreciation deductions, it is
probably a reasonable approximation to assume that all income
from real estate is taxed as long-term capital gain. If we assume
an EMTR of 15 percent for investments in real estate, which
makes no allowance for the time value of money, then US
investors retain 85 percent of the before-tax return on real estate.
Therefore, US investors retain 31 percent more when they invest
in real estate than when they invest in the benchmark asset – a
retention ratio of 1.31.121
Foreign investors in US real estate are subject to FIRPTA.122
Prior to its enactment, foreign investors could avoid paying tax on
their gains from owning US real estate by holding their real estate
through a corporation and selling their interest in the corporation –
instead of selling the real estate itself. That raises the question
whether FIRPTA was needed in order to level the playing field
between US and foreign investors in US real estate. In order to
answer that question, I first determine whether foreign investors
enjoyed a tax-induced advantage relative to US investors without
FIRPTA.
Before the enactment of FIRPTA, foreign investors in US real
estate (both private investors and SWFs) were able to avoid
paying tax on the appreciation in value of their US real estate.
Thus, without FIRPTA, the EMTR on real estate was 0 for foreign
121

The retention ratio is calculated as 1.31 = .85 / .65. US nonprofits are
exempt from taxation in the income from both bonds and real estate. Thus,
they have a retention ratio of 1 when they invest in real estate.
122
US investors are not subject to FIRPTA because they are taxed directly on
their gains from the sale of real estate. That is true whether they sell the real
estate itself or sell an interest in an entity that holds the real estate.
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investors. Since the EMTR on the benchmark asset is also 0,
foreign investors were taxed the same on real estate as on debt.
That implies a retention ratio for US real estate (before the
enactment of FIRPTA) of 1.
Although foreign investors were taxed at a lower rate on US
real estate than were domestic US investors before the enactment
of FIRPTA, foreign investors did not enjoy a tax-induced
advantage relative to domestic investors. Instead, before
FIRPTA, foreign investors were at a tax-induced disadvantage
relative to US investors in acquiring US real estate. As with
equities, the reason is the lower US tax rate imposed on foreign
investors in US debt – the benchmark asset – relative to the
higher tax rate imposed on US investors. US investors have a
retention ratio of 1.31 in real estate. Before FIRPTA, foreign
investors had a retention ratio of 1.
Of course, the effect of FIRPTA is to raise the EMTR paid by
foreign investors in US real estate.123 Given an EMTR of 15
percent, the retention ratio when FIRPTA applies is .85. It, thus,
follows that FIRPTA did not level the playing field, but further
disadvantaged foreign investors relative to US investors. These
results are summarized below in Table 2.
Table 2
Retention Ratios for Investments in Real Estate
Territorial Taxation
Debt is the Benchmark Asset
Investor
Without FIRPTA
With FIRPTA
US
1.31
1.31
SWFs
1
.85
Private Foreign
1
.85

It, therefore, follows that if Congress wants to level the playing
field between SWFs and US investors, there is no need to extend
FIRPTA so that it covers more real estate transactions. Even
without FIRPTA, SWFs are tax-disadvantaged relative to US
investors. SWFs do, however, enjoy a tax-induced advantage
relative to private foreign investors where FIRPTA covers private
foreign investors, but not SWFs. Thus, for a noncontrolling
investment in a USRPHC, the retention ratio is 1 for a SWF, but it
is .85 for a private foreign investor.124 Hence, if Congress wants
123

That is of course only for investments that are taxed by virtue of FIRPTA.
As described above, some real estate investments escape tax under FIRPTA.
124
I am not aware of any data on how much investment occurs in this category.
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to place SWFs on par with private foreign investors, FIRPTA
should apply either to both groups of investors or to neither, but
not to one group and not the other.125
Direct Investments. As described above, from the perspective
of ownership neutrality, what differentiates foreign direct
investment from foreign indirect investment is the possibility of
foreign direct investors stripping earnings out of US corporations,
thereby avoiding both corporate and investor level taxes on those
stripped earnings. In contrast with a foreign direct investor, a US
investor is likely to have less opportunity to strip out earnings and
so the US investor will pay tax at both the corporate and the
investor level on some of the income that is taxed when the
corporation is controlled by a US investor.126 Accordingly,
because foreign investors likely have more opportunity to avoid
corporate level tax, the comparison of retained earnings with
direct investments cannot start at the investor level, but instead
must begin before the corporation pays corporate taxes.127 (Note
that if US and private foreign investors are equally effective in
stripping out earnings from US subsidiary corporations, then the
analysis is as above for strategic investments in equities except
that both SWFs and private foreign investors pay the dividend
withholding tax. Thus, both would be disadvantaged relative to
US investors.)
Start with the US investor, such an investor pays tax at the
corporate rate, generally 35 percent, on the corporation’s income.
The after-corporate-tax return is subsequently taxed at the
personal level. The statutory tax rate is 15 percent, although
there is often the benefit of deferral. If we ignore the effect of
deferral, then the investor level tax has an EMTR of 15 percent.
Accordingly, the total EMTR from an equity investment by a US
investor in a US corporation is 44.75 percent,128 which implies that
55.25 percent of the before-tax return is retained by the
investor.129 In comparison, the US investor retains 65 percent of
125

Under current law, for a noncontrolling interest in a USRPHC, FIRPTA
applies to SWFs, but not to private foreign investors.
126
The income from debt, which is usually provided by a third party, is taxed to
the holder of that debt and so is effectively stripped out of the corporation.
127
When the competing investment is a portfolio or strategic investment, then
the investment will not affect the tax paid by the US corporation. Accordingly,
for the purpose of calculating the relative tax burdens on alternative
investments, the corporate level tax on both investments can be ignored. In
contrast, because here one of the variables is the total amount of corporate tax
paid, that tax must be explicitly incorporated into the analysis.
128
The EMTR is calculated as follows: 44.75% = 35% + (1-.35%) x 15%.
129
The calculation might be different if the potential US investor is a
corporation. In that case, whether there is a “dividend trap” for retained
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the return from investing in debt. Thus, such an investor retains
15 percent less, or 85 percent as much, of an equity investment in
a corporation as on an investment in the benchmark asset.130
Consider the foreign investor.131 For a private investor, the
proportion of the pretax return that such an investor retains on an
investment in a US corporation depends upon three variables.
The first variable is the proportion of income that the investor
receives in capital gain versus dividends. Capital gains are
exempt from tax; dividends are generally subject to the
withholding tax. The second variable is the withholding tax rate
on dividends. That rate can be as high as 30 percent or as low as
15 percent (with a few exceptions). The third variable is the
proportion of the corporation’s earnings that the investor can strip
out of the US corporation, and which thereby escapes tax.132
The product of the first two variables is the investor-level
EMTR on the corporation’s reported after-tax earnings. That
amount has already been reduced by the corporate tax, which is
assumed to be assessed at 35 percent. Thus, the foreign direct
investor’s EMTR on reported corporate earnings is the sum of 35
percent and the product of 65 percent (the after-corporate-tax
amount) and the investor-level EMTR. To calculate the foreign
direct investor’s EMTR on the corporation’s income as reported by
the US investor, the foreign investor’s after-tax amount must be
multiplied by the relative proportions of income reported.
For example, if the return is received half as capital gain and
half as dividends, and if the withholding tax on dividends is 15
percent, then the investor level EMTR is 7.5 percent. Given a
corporate tax rate of 35 percent, the EMTR on reported capital
income is 39.88 percent.133 Assuming then that 25 percent of the
corporation’s income is stripped out by the foreign direct investor
(as a percentage of the taxable income reported by the US
investor), then the foreign direct investor’s total EMTR on the
income reported by the US investor is 29.91 percent.134

earnings can affect the analysis. See Knoll, Taxes and Competitiveness, supra
note [11].
130
Because of the UBIT, the retention ratio for nonprofits is .65.
131
Such an investor retains 100 percent of an investment in the benchmark
asset.
132
The amount stripped is measured relative to a baseline of the amount taxed
when the investor is a US taxpayer.
133
This is calculated as 39.88% = 35% + (1-35%) x 7.5%.
134
This is calculated as 29.91% = 75% x 39.88%.
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Although the foreign direct investor’s EMTR is below the US
investor’s EMTR, the foreign direct investor does not enjoy a taxinduced advantage over the US investor in acquiring the US
corporation. That is because the retention ratio for the foreign
direct investor is below the retention ratio for the US investor. The
former is 70.71 percent and the latter is 85 percent.135
In order for the foreign direct investor to value the corporation
more than an equally efficient US investor, the foreign investor
must strip out a larger portion of the corporation’s earnings than
the US investor. More generally, for any investor-level EMTR,
whether the foreign direct investor values the asset more than the
competing US investor depends upon how much income the
foreign direct investor can strip out.
Accordingly, Table 3 below calculates the minimum portion of
the corporation’s earnings (relative to the earnings upon which the
competing US investor would be taxed) that the foreign investor
must be able to strip out of the US corporation free of taxation in
order for the foreign investor to value the US corporation as much
as an equally efficient US investor.
Table 3
Minimum Portion of Corporate Earnings Stripped Out
For Foreign Investor to Value Corporation as Much as Competing
US Investor
Debt is the Benchmark Asset
Foreign
Capital
EMTR
Minimum
Portion

0%

5%

10%

15%

20%

25%

30%

57.14%

60.78%

63.86%

66.48%

68.75%

70.73%

72.48%

As Table 3 makes clear, in order for a foreign investor to value a
US corporation as much as a US investor that foreign investor
must be able to strip out substantially more than half of the
earnings of the US corporation. If it cannot do that, then it will be
at a tax-induced disadvantage in the competition to acquire such
assets.
Because SWFs are taxed the same as private foreign
investors on direct investments, Table 3 can also be used to
calculate how much of the US corporation’s earnings must be
stripped out for a SWF to value the US corporation as much as a
135

This is calculated as .85 = 55.25% / 65%.
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competing US investor. With direct investments, SWFs and
private foreign investors from the same country are on par. It is,
thus, very clear that private investors and SWFs are both at a tax
disadvantage relative to US investors when acquiring active
businesses in the United States unless those foreign investors
can strip out large amounts of earnings.
The analysis above assumed that the private investor was not
a corporation, but was an investor or a group of investors who
would pool funds to make the equity portion of any investment.
The competition for many corporate assets is likely to occur
among other corporations. The distinguishing tax characteristic of
corporate investors is that corporations raise funds from investors
and the investors are taxed not as investors in the underlying
assets, but as investors in the corporation. Thus, for the
corporate investor, the question becomes is the rate of return on
the asset to be acquired sufficient to cover the corporation’s cost
of capital for that asset.
That analysis is complicated by the assumption that debt
rather than equity is the benchmark asset. Assuming taxable US
investors are indifferent between debt and equity at the margin,
then because the retention ratio for US investors’ investments in
equity is 1.31, it follows the cost of equity to US corporations –
their hurdle rate for investments in US corporations – is 76
percent of the rate of return on debt.136 Thus, given a 35 percent
tax rate on corporate income, the hurdle rate for such investments
is 117 percent of the return on debt.137
Consider the foreign investor. If the marginal equity
investment comes from the world market, and such equity is
untaxed at the investor level (that is to say, the equity investment
produces only capital gains and no dividends), then the risk
adjusted rate of return on that equity is the same as that on debt.
Thus, given a 35 percent tax rate on corporate income, the hurdle
rate for such investments is 154 percent of the return on debt.138
It follows that if foreign and domestic private firms are competing
for a specific US asset, then the US firms have a tax-induced
advantage over their foreign competitors.139 As for SWFs, which
do not raise capital, but instead invest their own funds, their hurdle
136

This is calculated as follows: 76% = 1/1.31.
This is calculated as follows: 117% = .76/(1-.35).
138
This is calculated as follows: 154% = 1/(1-.35).
139
The calculations above assume that both foreign and domestic private
investors pay tax on the same amount of income. That is to say, the
calculations assume that neither can strip out more income than the other.
137
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rate for such an investment is also 154 percent of the return on
debt.140 They are, thus, on par with private foreign investors and
disadvantaged relative to US investors.
The above analysis assumes that the marginal source of funds
to US corporations is US equity capital, not foreign equity capital,
and that the marginal source of funds to foreign corporations is
foreign capital. The above analysis also assumes that US
corporations are at an advantage in raising funds from US
investors. If that is not true, so that the cost of funds for US
investments is the same for both US and foreign investors, then
debt is no longer the benchmark asset. Accordingly, in the next
Part, I look at the possibility of treating portfolio equity investments
as the benchmark asset.
B. Passive Investment in Equity is the Benchmark Asset
The discussion above assumed that debt instruments are the
benchmark asset. That assumption is consistent with most of the
literature, which has long assumed that debt instruments are the
benchmark asset.141 Foreign investment, however, has gotten
very large, and it has spread into many sectors of the economy.
In this section, I assume that the benchmark asset is passive,
portfolio investments in corporate equity. The analysis in this
section is, thus, speculative. It is also more tentative, less
precise, and does not produce as many clear results as the last
section. There are two principal reasons for that increased
fuzziness. First, the tax treatment of US and foreign investors in
corporate equities is generally closer than their tax treatment of
debt. It was the much higher tax rate faced by US investors in
debt that drove the strong results in the last section. Second,
there is more variation in the tax treatment of corporate equities
than of debt, especially for foreign investors.
Benchmark Asset: Portfolio Investments in Corporate
Equities. US investors are assumed to be taxed at 15 percent on
corporate equities. In actuality, the EMTR is somewhat lower
because of deferral.142 In this section, I will continue to ignore the
value of deferral and assume an EMTR of 15 percent.

140

This is calculated as the relative retention ratio for equity [1] divided by one
minus the corporation’s tax rate [1.54 = 1/(1 - .35)].
141
See, e.g., Scholes et al., supra note [101], passim.
142
For some investors, it is also lower because they can invest through
qualified accounts. Such funds, however, are not likely the marginal funds
invested in equities.
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For SWFs, the EMTR for investments in corporate equities is
0. For other foreign investors, it might be 0, but it could be higher.
Assuming that portfolio investments in US corporate equities are
the marginal investment for foreign investors, there is good reason
to believe that the EMTR is likely to be 0. For a foreign investor
who wants to hold a diversified portfolio and is not looking to make
strategic investments in specific firms, it should be easy to invest
through a derivative and thereby avoid the US withholding tax on
dividends. Thus, in the rest of this section, I assume that private
foreign investors pay no tax on portfolio investments in US
equities.
Debt Instruments. Because debt instruments are no longer the
benchmark asset, it is possible to ask which investors will place
the most value on debt and thus gravitate towards holding it. US
investors are taxed at 35 percent on debt and at most at 15
percent on equity investments. Thus, US investors, at most,
retain 24 percent less of the return on debt investments than on
equity investments,143 which implies a retention ratio of 76
percent.144 As for foreign investors, private investors and SWFs
are both untaxed on their holdings of US debt instruments. They,
therefore, retain the full before-tax return on their investments in
US equities and debt, which implies a retention ratio of one.
Thus, foreign investors have a tax-induced advantage over US
investors in acquiring taxable debt.145 These results are
presented in Table 4.
Table 4
Retention Ratios for Investments in Debt
Territorial Taxation
Portfolio Investment in Equity is the Benchmark Asset
Investor
US
.76
SWFs
1
Private Foreign
1

Strategic Investments in Corporate Equities. As described
above, investments in US equities can be divided into portfolio
investments and strategic investments. Strategic investments are
made in the company itself. They are not made through
derivatives. Thus, a strategic investor will receive any dividends
143

This is calculated as -24% = (65% - 85%)/85%.
This is calculated as 65% / 85%.
145
US nonprofits are untaxed on both equity and debt investments and so have
a retention ratio of one for debt instruments.
144
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paid by the company. Such dividends are taxable when paid to
private foreign investors, but are exempt from taxation when paid
to SWFs. Once again, whether one party has a tax advantage
over another party in acquiring an asset depends upon the parties’
relative retention ratios.
Start with the domestic investors. US investors pay tax at 15
percent on all dividends and long-term capital gains, which is the
same with portfolio investments.146 Thus, assuming a portfolio
investment in US equities is the benchmark asset, the retention
ratio for strategic investments in US equities by the US investor is
1. Because SWFs pay no tax on dividends, they retain 100
percent of the before-tax return, which is the same percentage of
the return they retain with portfolio investments.147 It, thus, follows
that tax considerations neither advantage nor disadvantage SWFs
relative to US investors in making strategic investments in US
equities.148
In contrast, private foreign investors making strategic
investments in US equities are tax disadvantaged relative to both
US investors and SWFs because of the US withholding tax on
dividends. The EMTR on such investments ranges from 0 percent
to 30 percent, which means that the investors retain between 70
percent and 100 percent of the return from holding portfolio equity.
Because they return 100 percent of the return from portfolio
investments in US equities, their retention ratio can be as high as
1 only if the EMTR is 0. That, in turn, requires that the US
corporation pays no dividends. Accordingly, because the dividend
withholding tax is never 0, foreign private investors are
disadvantaged relative to US investors whenever the corporation
pays a dividend. Moreover, that disadvantage is greater, the
higher the withholding tax and the higher the dividend rate. These
results are presented in Table 5.
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The retention ratio (85%/85%) is therefore 1.
The retention ratio (100%/100%) is therefore 1.
148
Because of the time value of money, the EMTR on the income from holding
equity will differ from the company to company for a US investor. For a SWF,
the EMTR is always 0. Thus, there will be some investments, especially those
paying high dividends, where SWFs have some advantage and others,
especially no and low dividend stocks, where US investors have an advantage.
Thus, Fleischer observes that the spate of recent investments by SWFs in
financial services were mostly in companies paying large dividends.
147
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Table 5
Retention Ratios for Strategic Investments in Equity
Territorial Taxation
Portfolio Investment in Equity is the Benchmark Asset
Investor
US
1
SWFs
1
Private Foreign
.7 – 1

It follows from Table 5 that repealing the dividend exemption in
Section 892 would disadvantage SWFs relative to US investors in
making strategic investments in US equities. At the same time,
repealing that exemption would put SWFs on par with private
foreign investors from the same country. However, SWFs and
private foreign investors from different countries would not
generally be competing on a level playing field unless they were
subject to the same US withholding tax rate.
Real Estate. US investors are taxed at the investor level on
roughly the same terms on real estate as they are on corporate
equities. As a rough approximation, US investors pay tax at longterm capital gain rates upon sale on both classes of assets.
Because US investors retain 85 percent of the before-tax return
with both classes of assets, their retention ratio for real estate
investments is 1.149
As before, in order to examine the impact of FIRPTA on the
competitiveness of foreign investors, I first look at the situation
without FIRPTA and then I introduce FIRPTA. Without FIRPTA,
SWFs would be taxed the same on real estate as they are taxed
on the benchmark asset. In both situations, SWFs would be
exempt from tax, which yields a retention ratio of 1. In that case,
SWFs would be roughly on par with their US counterparts
inasmuch as both would be taxed roughly the same on real estate
as on corporate equities. Thus, without FIRPTA, SWFs would be
neither tax-advantaged nor tax-disadvantaged relative to US
investors in acquiring real estate. It, thus, follows, that to the
extent that FIRPTA affects SWFs, SWFs are at a tax-induced
disadvantage relative to US investors in acquiring real estate.
As for private foreign investors, without FIRPTA, such
investors would escape tax on real estate. They would, thus, be
taxed the same on real estate as on portfolio investments in US
149

US nonprofits also have a retention ratio of 1.
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equities and so they would have a retention ratio of 1. Thus, such
investors would be on par with US investors and SWFs without
FIRPTA. Relative to US investors, private foreign investors are at
a tax-induced disadvantage where FIRPTA applies because
FIRPTA reduces the retention ratio to .85 for such investors.
Private foreign investors are, however, on par with SWFs to the
extent that FIRPTA applies to both private foreign investors and
SWFs or to neither. These results are presented in Table 6.
Table 6
Retention Ratios for Investments in Real Estate
Territorial Taxation
Portfolio Investment in Equity is the Benchmark Asset
Investor
Without FIRPTA
With FIRPTA
US
1
1
SWFs
1
.85
Private Foreign
1
.85

Direct Investments. When the benchmark asset consists of
portfolio investments in corporate equity, then a domestic investor
in a US corporation (taxed at 15 percent at the investor level) will
retain 65 percent as much (receive 35 percent less) when
investing in the corporation instead of in the benchmark asset.
How much of that return the foreign direct investor retains relative
to portfolio investments in corporate equities, which are untaxed to
such an investor, depends upon several variables. These include
the allocation of income between dividends and capital gains, the
EMTRs on dividends and capital gains, and the proportion of
income stripped out of the corporation. Accordingly, Table 7
below calculates as a function of the investor-level EMTR on
foreign capital the minimum portion of the corporation’s earnings
the foreign investor must strip out free of taxation in order for the
foreign investor to value the corporation as much as an equally
efficient US investor.150
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The amount stripped out is measured relative to the amount upon which the
competing US investor would be taxed.
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Table 7
Minimum Portion of Corporate Earnings Stripped Out
For Foreign Investor to Value Corporation as Much as Competing
US Investor
Debt is the Benchmark Asset
Foreign
Capital
EMTR
Minimum
Portion

0%

5%

10%

15%

20%

25%

30%

0%

8.5%

15.66%

21.79%

27.08%

31.71%

35.78%

As Table 7 makes clear, the amount of US earnings that a
foreign investor must be able to strip out of a US corporation so
that investor values the corporation as much as an equally
efficient US investor increases with the tax rate on the foreign
investor and varies with that tax rate. Moreover, these minimum
amounts are much smaller than the amounts in Table 4. The key
assumption that produces the difference between Tables 4 and 7
is that the US investor is taxed more heavily on the benchmark in
Table 4 (debt, taxed at 35 percent) than in Table 7 (equity, taxed
at 15 percent) relative to the foreign investor (untaxed in either
case).
As Table 7 makes plain, if equity is the benchmark asset, then
tax considerations favor US investors over private foreign
investors in making direct investments in US trades or businesses
when the US company pays any dividends. If, however, the
foreign private investors can strip earnings out of their US
subsidiaries and away from taxation, then it might have an
advantage over its US competitors. Tax considerations also place
US investors in a tax advantaged position relative to SWFs
assuming that the US company pays any dividends. If, however,
SWFs can strip earnings out of their US subsidiaries, they might
have an advantage over US investors.
C. Summary
The analysis in this Part estimates how taxation affects the
competitiveness of SWFs, private foreign investors and US
investors relative to one another. If debt is the benchmark asset,
which is the standard assumption in the literature, then US
investors have a large tax-induced advantage over SWFs in all of
the other asset classes – portfolio investments in equity, strategic
investments in equity, controlling investments in equity and real
estate. If, however, a portfolio investment in equity is the
benchmark asset, then the US advantage is much smaller for
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direct investments in US equities and controlling investments in
US real estate and the two groups of investors are on par for
strategic investments in US equities and noncontrolling
investments in US real estate.
The analysis in this Part also estimates how taxation affects
the competitiveness of SWFs relative to private foreign investors.
When private foreign investors are taxed under a territorial tax
regime, then SWFs enjoy a tax-induced advantage over private
foreign investors when Section 892 provides SWFs with an
exemption that is not available (by virtue of another provision) to
private foreign investors. Thus, SWFs have an advantage over
private foreign investors in making strategic, but noncontrolling
equity investments and in acquiring noncontrolling interests in US
real estate. With other investments – debt, portfolio investments
in equity, controlling investments in US corporations or US real
estate – SWFs and private foreign investors are on par.151

VI. TAXES AND THE COMPETITIVENESS OF SWFS: WORLDWIDE
TAXATION
In the last Part, I examined how taxation affects the
competitiveness of SWFs relative to private foreign investors and
US investors in an environment where foreign capital comes from
countries that tax their residents on a territorial basis. In this Part,
I extend the analysis to include capital from countries that tax
income on a worldwide basis.152 Whether foreign capital is taxed
on a territorial or worldwide basis does not affect how competing
US investors are taxed, nor does it affect how SWFs are taxed
because the residence country’s tax collector and the SWF are
two parts of the same party. Thus, the analysis in this section
focuses on private foreign investors. Those results are linked up
with the results from the last Part to describe the relative positions
in which various investors find themselves when private foreign
capital invested in the United States is taxed on a worldwide
basis.153
151

That SWFs and private foreign investors are on par when they are taxed the
same, but not otherwise, is essentially the conclusion reached by Fleischer,
who proposes to equalize their tax treatments.
152
Some countries tax active income on a territorial basis and passive income
on a worldwide basis.
153
In Tax Sparing, supra note [11], I discuss how tax incentives can affect
competitiveness when the potential foreign investor’s country of residence
employs worldwide taxation. In that essay, my emphasis was on how the
country of residence could design a tax system so that its companies are not
disadvantaged by source country tax incentives. In this essay, my focus is on
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An investor from a country with a worldwide tax system is
taxed at home on its worldwide income. In order to mitigate the
effects of double taxation, that investor receives a foreign tax
credit for the taxes paid abroad on foreign source income. As the
foreign tax credit usually operates the investor reports foreign
source income on its home country tax return. The investor is
then assessed a tentative tax liability by applying its home country
tax rate to its foreign source income. The investor also receives a
foreign tax credit for taxes paid to the source country government
on that income. If the foreign tax credit is less than the investor’s
tentative tax liability, the credit reduces the liability by the full
amount of the tax paid and the investor pays the remaining tax
liability. In that case, source country taxation does not increase
the investor’s total tax payment, but merely substitutes foreign
taxes for domestic taxes.154 From the perspective of the investor,
foreign source income is taxed at the investor’s domestic tax
rate.155
The situation is more complex if the tax paid in the source
country exceeds the investor’s tentative tax liability to the country
of residence on that income. One possibility, which the investor
will generally prefer, is that the country of residence provides the
investor with a credit for the full amount of tax paid to the source
country. If the full amount of tax paid to the source country always
generates a tax benefit, then the source country provides an
unlimited foreign tax credit. In that case, the investor always pays
tax at the tax rate set by the country of residence regardless of the
country where the income is earned. A second possibility is that
the country of residence limits the investor’s foreign tax credit to
the tentative tax liability, with any additional credit permanently
lost. In that case, the investor pays tax on income earned in the
source country at the source country tax rate. Some countries,
such as the United States, take an intermediate position, where
the foreign tax credit can sometimes be used to offset income
beyond the tentative tax liability and other times cannot.
Obviously, when the source country tax rate exceeds the
residence country tax rate, how taxes will affect ownership will
the design of the source country tax system. I examine the competitive effects
of differential taxation when the potential foreign investor’s country of residence
employs territorial taxation.
154
Again, I continue to ignore timing considerations.
155
Of course, the investor is taxed at home only if the country of residence
taxes the worldwide income if its residents and that tax is enforced effectively.
The latter is not to be taken for granted. See Michael Graetz & Itai Grinberg,
Taxing International Portfolio Income, 56 NYU INT’L. TAX L. REV. 537, 578-79
(2003).
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depend upon whether such excess credits generate a tax benefit.
That ambiguity will make the results in this Part less precise than
those in the last Part.156
A. Taxable Debt is the Benchmark Asset
As with territorial taxation, the analysis in this Part is split into
two sections depending upon whether debt or equity is the
benchmark asset. In this section, I make the standard assumption
that debt is the benchmark asset.
Benchmark Asset: Debt Instruments. A private foreign
investor who holds US debt pays no withholding tax (or generally
any other tax) on that debt to the United States. Thus, the only
tax imposed on the income from such an investment is imposed
by the investor’s country of residence.
Equity Investments. A private foreign investor who makes
portfolio investments in US equities can generally avoid paying
any US tax on those investments by holding derivatives instead of
holding equities directly. In that case, the only tax is assessed by
the source country. Under those circumstances, whether private
foreign investors have a tax-induced advantage over US investors
and SWFs will depend upon the tax rate imposed by the foreign
investor’s country of residence.157
The private foreign investor’s retention ratio is the ratio of one
minus that investor’s home country EMTR on equity and one
minus the investor’s home country EMTR on debt. If the home
country EMTR on equity is less than the home country EMTR on
debt, then the private foreign investor has an advantage over
SWFs, and conversely.158 However, for the private investor to
have an advantage over US investors, the EMTR on equity must
be much lower than the EMTR on debt.159
As described above, equity investments can be divided into
portfolio and strategic investments. The latter requires holding the
stock and entails exposure to the withholding tax. As long as the
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The analysis in this Part assumes that the private foreign investor’s country
of residence taxes the benchmark asset on the same basis whether that asset
is a domestic or foreign asset. The analysis can be more complicated if the
country of residence taxes domestic and foreign investments differently.
157
I assume the foreign investor’s country of residence does not provide an
indirect tax credit for taxes paid by the US subsidiary to the US government.
158
That is because for SWFs, the retention ratio is 1.
159
That is because for US investors, the retention ratio is 1.31.
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withholding tax rate is less than the home country tax rate, the
withholding tax has no impact on the investor’s tax liability.160
Real Estate. The stylized view of investments in real estate
that I have been using assumes that such an investment produces
no income over its lifetime only long-term capital gain upon sale.
That income, however, might be subject to tax as long-term
capital gain by virtue of FIRPTA. For individuals, that tax rate is
15 percent, and for corporations, that tax rate is 35 percent. If the
country of residence’s tax rate is higher than the rate imposed by
the US as source country, then only the residence country tax
rates will be binding. Thus, residence country tax rates will
determine the private foreign investor’s retention ratio for US real
estate investments.
In order for private foreign investors to have an advantage
over SWFs when FIRPTA applies to neither, the country of
residence tax rate on real estate investments must be less than
that country’s tax rate on debt.161 It must be much lower than the
rate on debt for private foreign investors to have an advantage
over US investors.
However, when FIRPTA applies to both SWFs and private
foreign investors, then the latter will have a tax advantage over
the former assuming the latter is subject to tax at home at the
same rate on both the benchmark asset and on real estate. That
is because the US tax has no impact on private foreign investors’
total tax liabilities to the extent that the US tax generates a usable
tax credit at home.
Regardless of the relative positions of SWFs and private
foreign investors, private foreign investors are likely to be
disadvantaged relative to US investors. In order for a private
foreign investor to compete on par with US investors, the home
country tax rate on real estate must be substantially below that on
debt.162
Direct Investments. The discussion of direct investments with
territorial taxation is divided into two sections depending upon
whether the capital comes through a separately taxed corporation
160

However, for nonprofit foreign investors, which are exempt from tax, the
withholding tax is binding. For such investors, the retention ratio is .85. They
are disadvantaged relative to SWFs and US investors.
161
That is because the retention ratio for SWFs is 1 when FIRPTA does not
apply.
162
That is because the retention ratio for US investors in real estate is 1.31.
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or not. When the investment comes directly from investors,
worldwide taxation offsets the withholding tax to the extent of the
home country tax rate. Also, presumably with worldwide taxation
the private foreign investor cannot avoid taxation on income that
would be taxed to the US investor by stripping earnings out of the
US corporation. In that case, the analysis is as above for equity
investments.
Conversely, when the private foreign investor is a conduit
subject to worldwide taxation, home country taxation generates a
toll charge on investment that flows through such corporations.
That toll charge is larger the greater is the amount by which the
home country tax rate exceeds the source country tax rate. That
effect tends to reduce the value of US assets to foreign
corporations.163
B. Portfolio Investments in US Equities is the Benchmark Asset
In this section, I make the alternative assumption that the
benchmark asset is a portfolio investment in US equity. This is
not the usual assumption in such analyzes, but over time it might
become a more accurate description and thus the better
assumption to use.
Benchmark Asset: Portfolio Investments in US equities. A
foreign investor who makes portfolio investments in US equity can
make such investments indirectly and avoid US withholding tax.
Thus, for such an investor, the only tax on the income from the
investment is imposed by the investor’s country of residence.
Debt Instruments. Because interest on most debt obligations
held by foreigners are not taxed by the United States, the only tax
on such income is whatever tax is imposed by the investor’s
country of residence. Thus, whether private foreign investors
enjoy a tax advantage in holding US debt instruments depends
upon the relative tax rates on US debt and equity imposed by the
country of residence.164 Thus, if the private foreign investor’s
country of residence imposes tax at the same rate on investments
in US debt and equity (including equity investments held through
derivatives), the private foreign investor will be on par with SWFs
in acquiring equity.165 For private foreign investors, the retention
ratio will be as high as 1 only if equity investments are not taxed
163

See Knoll, Taxes and Competitiveness, supra note [11].
For US investors, the retention ratio is 0.76. For US nonprofits, the retention
ratio is 1.
165
For SWFs, the retention ratio is 1.
164
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more heavily than are debt investments.166 Private foreign
investors, however, will have a substantial advantage over US
investors unless their home country taxes the income from debt
much more heavily than the income from equity.
Strategic Equity Investments. A foreign investor who makes
portfolio investments in US equities can generally avoid paying
any US tax on those investments by holding derivatives instead of
holding equities directly. However, a private foreign investor who
makes strategic investments and directly holds shares of a US
corporation must pay withholding tax on the dividends received. If
the investor is taxed at a higher rate in the country of residence
than the US withholding tax rate, then the withholding tax has no
impact on the investor’s total tax liability. In that case, the
retention ratio is 1 assuming the investor’s country of residence
taxes portfolio and strategic investment in the same manner.167
Under these circumstances, the dividend withholding tax
imposed on private foreign investors, but not SWFs, does not
disadvantage private foreign investors relative to SWFs.168
Accordingly, repealing the dividend withholding tax on private
foreign investors would not provide them with an advantage
relative to SWFs. That is because reduction in the US withholding
tax would be captured by the treasury of the investor’s country of
residence. However, repealing Section 892, and subjecting SWFs
to dividend withholding tax, would disadvantage SWFs relative to
private foreign investors.169 The reason, of course, is that the
dividend withholding tax is not a tax on private foreign investors
from countries with a worldwide tax system, but it would be a tax
on SWFs (if it were to be applied to them).
Real Estate. Private foreign investors who invest in US real
estate pay no US tax when FIRPTA does not apply; such
investors are taxed on their gains at long-term capital gains rates
166

For foreign nonprofits, assuming that they are untaxed at home, the
retention ratio is 1.
167
In that case, private foreign investors are on par with US investors.
168
SWFs, which are not taxed on either portfolio or strategic equity
investments, have a retention ratio of 1.
169
This is the situation examined by Desai and Dharmapala, who make the
point that repealing I.R.C. § 892 (2006) will disadvantage SWFs relative to
private foreign investors with respect to strategic investments in equities. See
Desai & Dharmapala, supra note [10]. However, when the competition is not
between SWFs and taxable private investors, but is instead between SWFs and
nonprofit investors, then the results are reversed. The retention ratio on direct
investments for foreign nonprofits is .85 because they are subject to
withholding. Repealing I.R.C. § 892 (2006) would place SWFs on par with
foreign nonprofits with respect to strategic equity investments.
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when FIRPTA does apply. Assuming residence country tax rates
on real estate exceed 15 percent, whether FIRPTA applies or not
has no impact on private foreign investors’ total tax liabilities. In
that case, the private foreign investor’s retention ratio for
investments in real estate depends only upon the EMTRs on
equity and real estate in the investor’s country of residence.
Accordingly, if private foreign investors are taxed at home at the
same rate on both equity and real estate, 170 then private foreign
investors will be on par with US investors.171 They will also be on
par with SWFs when FIRPTA does not apply to SWFs, and they
will have an advantage over SWFs when FIRPTA does apply to
SWFs.172
Direct Investments. When the investment comes directly from
investors, worldwide taxation tends to reduce the impact of source
country withholding taxes because such taxes generate foreign
tax credits. Thus, the analysis is as above for equity
investments.173 However, when the investment comes through a
separately taxed corporation, any residence country tax in excess
of source country withholding operates as a toll charge that
reduces the competitiveness of private foreign investors.
C. Summary
US investors and SWFs are not directly affected by whether
foreign capital is taxed on a territorial basis or on a worldwide
basis. They are, however, affected indirectly, but only through the
direct affect on private foreign investors. In general, source
country taxes imposed on foreign private investors do not
increase the total tax paid by private foreign investors to the
extent that they generate a full tax credit in the investor’s country
of residence. In such circumstances, the competitive position of
private foreign investors relative to US investors and SWFs
depends on source country taxes imposed on domestic investors
and SWFs and residence country taxes imposed on private
foreign investors. In these circumstances, increasing source
country taxes on all investors in an alternative asset will reduce
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For foreign nonprofits, the retention ratio is .85 where FIRPTA applies, which
is broader than for SWFs.
171
For US investors, the retention ratio is 1.
172
For SWFs, the retention ratio is 1 when FIRPTA does not apply, and it is .85
when it does apply.
173
This assumes that private foreign investors are no more effective than US
investors in stripping out earnings.

44

the competitiveness of SWFs and domestic investors relative to
private foreign investors.174

VII. TOWARDS A NEUTRAL TAX SYSTEM FOR SWFS AND PRIVATE
FOREIGN INVESTORS
For many years, the avowed policy of the United States has
been one of neutrality towards foreign investment. The United
States has long taken the position that foreign investment should
be neither encouraged nor discouraged by government policy.
Instead, US economic policy has sought to be even-handed
between foreign and domestic investment. In the simple world of
the economics textbook, where all assets are taxed in the same
way, it is easy to assess whether a tax system encourages or
discourages foreign investment and to discern which investors are
encouraged or discouraged by taxation.
However, in the more complex world in which we live, where
not all assets are taxed the same and where the tax treatment of
assets varies across investors, discerning whether an investor is
tax-advantaged or tax-disadvantaged relative to another investor
(often an investor from a different country) with respect to a
specific asset is a more complex task. Similarly, designing a tax
system that is neutral between private foreign investors and SWFs
is not straightforward. That task is made harder (and might be
impossible) because investment capital comes from many
different countries with different tax systems. Some private
foreign investors come from countries with territorial tax systems,
whereas other investors come from countries with worldwide tax
systems.
As described above, private foreign investors from countries
that exempt foreign source income from tax are at a disadvantage
relative to SWFs when the former are taxed by the United States,
but the latter are not. Thus, for strategic, but not controlling
investments in US equities and noncontrolling investments in US
real estate (not made through REITs), private foreign investors
are at a disadvantage relative to SWFs. In such circumstances,
there is a level-playing field argument for repealing the exemption
in Section 892 and taxing SWFs on the same terms as foreign
private investors. Expanding the US dividend withholding tax and
174

Similarly, source country taxes imposed on SWFs – regardless of whether
they are also imposed on private foreign investors – will disadvantage SWFs
relative to private foreign investors when the private foreign investor’s home
country taxes both investments at the same EMTR.
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FIRPTA to cover SWFs on the same terms as private foreign
investors will eliminate the tax advantage the former enjoy over
the latter.
However, for private foreign investors that are taxed at home
on foreign source income at rates above the rates assessed by
the United States on such income, the US tax has no impact on
the total tax paid by the private foreign investor. In such
circumstances, competition between private foreign investors
depends upon the tax rates assessed by the home countries of
the private foreign investors. Because relative tax rates across
assets can differ between countries private foreign investors are
not all on par with one another. In such a case, SWFs and private
foreign investors can all be as competitive with respect to each
asset.
When private foreign investors are taxed on a worldwide basis,
the argument for increasing taxes on SWFs so that SWFs and
private foreign investors are taxed the same is much weaker.
Increasing the US tax burden on SWFs (even if only to the level
imposed on private foreign investors) will increase their total tax
burden and therefore reduce their competitiveness relative to
private foreign investors from worldwide jurisdictions. Those
private foreign investors, however, are not adversely affected by
US taxes because those taxes are credited by the investor’s home
country. Thus, the impact on competitiveness of raising taxes on
SWFs depends upon whether the private foreign investors with
which they compete come from jurisdictions with territorial or
worldwide tax systems.
On the one hand, equalizing the tax treatments of SWFs and
private foreign investors by increasing US taxes on SWFs up to
the level imposed on private foreign investors will tend to level the
playing field between SWFs and private foreign investors from
territorial jurisdictions by eliminating a tax advantage enjoyed by
SWFs. On the other hand, equalizing taxation in such a manner
will tend to provide private foreign investors from worldwide
jurisdictions with a tax advantage relative to SWFs. It, thus, might
appear that the United States faces a dilemma if it wants its
inbound tax system to be neutral between private foreign
investors and SWFs.175 There is, however, a solution that will
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Although such a system would promote neutrality, the United States might
not want to provide unilaterally such a generous treatment for foreign
investment. Instead, the United States might want to extend such benefits
through treaties or only to other countries that follow certain international tax
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promote neutrality between SWFs and both groups of private
foreign investors. The solution is for the United States to equalize
the tax treatment of SWFs and private foreign investors by
reducing the taxes it imposes on the latter so as to bring the level
of taxes on private foreign investors down to that on SWFs. Such
a reform would promote neutrality because US taxes on SWFs
increase the total taxes paid by private foreign investors from
territorial jurisdictions, but often have no impact on the total taxes
paid by private foreign investors from worldwide jurisdictions.176
Continuing along that line, the closest the United States can
come to establishing a tax system that is neutral between SWFs
and private foreign investors from both territorial and worldwide
jurisdictions is likely to be by eliminating US withholding taxes and
FIRPTA. That will place private foreign investors from territorial
countries on par with SWFs. That will also place private foreign
investors from worldwide countries that impose tax at the same
rate on all foreign investments on par with private foreign
investments from territorial countries and SWFs. Such a system
would not ensure neutrality across foreign investors because
private foreign investors from countries that tax different
investments at different rates will not be on par with one another.
There is, however, little that the United States can do to ensure
neutrality across private foreign investors from foreign countries
that employ worldwide taxation and tax different investments
differently.177
Conversely, if the United States is not looking to level the
playing field, but instead to discourage investment from SWFs
relative to investment from private foreign investors, this essay
also shows how to proceed. Raising taxes on SWFs alone will
discourage investment by SWFs relative to investment from
private foreign investors from both territorial and worldwide
norms and adopt best practices for SWFs. I thank Victor Fleischer for this
observation.
176
This would also tend to reduce the tax disadvantage both SWFs and private
foreign investors face relative to US investors.
177
Commentators have identified a trend in international taxation whereby
countries are moving towards taxing active income where that income arises
and passive income on a worldwide basis. See, e.g., Reuven S. Avi-Yonah,
The Structure of International Taxation: A Proposal for Simplification, 74 TEX.
L. REV. 1301, 1306 (1996); Graetz & Grinberg, supra note [155], at 547-49.
Such a tax system is likely to be competitively neutral when active income is
taxed to separately taxed corporations and that income is not credited by the
investor’s country of residence and passive income is taxed by the investor’s
country of residence. The US dividend withholding tax and FIRPTA cut against
this trend. They, thus, tend to interfere with such neutrality. See Knoll,
Business Taxes and International Competitiveness, supra note [11].
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countries. In addition, raising taxes on both SWFs and private
investors will discourage investment by SWFs and private foreign
investors from territorial countries relative to investment from
private foreign investors from worldwide countries where the
increased US taxes are fully offset by foreign tax credits.

VIII. CONCLUSION
The large size, rapid growth, numerous high-profile
investments, and lack of transparency of SWFs have put them
into the headlines.178 The principal concern that commentators
and policymakers raise with SWFs is that the foreign governments
that own these funds might use them to pursue national goals that
are detrimental to the interests of the United States and that
private foreign investors would not pursue (because private
foreign investors lack the interest or the power or because they
would not be willing to make the economic sacrifice). That
challenge, which is taken seriously by many policymakers and
commentators, is not a tax issue. It does, however, have a tax
dimension. Some commentators have suggested that SWFs have
a tax-induced advantage over other capital providers in making
investments in the United States and elsewhere. That is to say,
there is a concern that the US tax system provides SWFs with a
tax-induced advantage relative to US investors and private foreign
investors in acquiring US assets. If that is so, the tax system
exacerbates the risk to the United States from SWFs.
As this essay demonstrates, there is no single and simple
answer to the question do taxes provide SWFs with a competitive
advantage when they invest in the United States. The answer to
that question depends upon to whom the comparison is being
made, what is the asset in question, the nature of the equilibrium
in the market, and in some cases even the tax laws of other
countries. Although the answer depends on the context, some
patterns do emerge.
Relative to private investors from the United States, SWFs do
not have an advantage in the competition to acquire real estate,
equities and corporate assets. Instead, under the usual
assumption, that debt is the benchmark asset, US investors have
178

SWFs were pushed from the headlines by the recent financial crisis. Given
the series of high-profile investments recently made by SWFs in financial
institutions, they might play a large role in the wake of the current financial
crisis and soon find themselves to be even larger players in the market for
financial services.
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a large advantage over SWFs in acquiring all of these assets.
Moreover, that advantage exists, in spite of the lower taxes paid
by SWFs on virtually all of these assets. As described above, the
reason for that advantage is the much heavier tax burden US
investors face when buying debt (taxation at ordinary rates of up
to 35 percent) than is faced by SWFs (exemption). If, however,
the benchmark asset is portfolio investments in equity, then US
investors are still not at a disadvantage relative to SWFs, but are
instead on par with SWFs for some investments (strategic, but
noncontrolling equity investments and noncontrolling real estate
investments) and somewhat advantaged on other investments
(controlling equity investments and controlling real estate
investments).
Relative to private foreign investors, whether SWFs have a
tax-induced advantage depends upon whether the private foreign
investor is taxed in its country of residence on foreign source
income. If the country of residence has a territorial tax system,
then the only tax paid by residents who invest abroad is the tax
imposed by the host jurisdiction. In that case, because SWFs
and private foreign investors are both untaxed on the benchmark
asset (whether it is debt or portfolio investments in equity), the
relative competitiveness of the two groups of investors with
respect to other investments can be discerned by directly
comparing their taxation under US law. Thus, relative to private
foreign investors, SWFs are tax-advantaged for strategic equity
investments and noncontrolling investments in US real estate (not
through a REIT). Otherwise, both groups of foreign investors are
on par.
It is less clear whether SWFs have a tax-induced advantage
over private foreign investors when the private foreign investors
are taxed at home on their worldwide income and receive foreign
tax credits for any taxes paid to the source country. With a
worldwide tax system, the country of residence taxes its residents
on their foreign source income at full home country rates and
provides a foreign tax credit for taxes paid in the source
jurisdiction. As long as the home country tax rate exceeds the tax
rate in the source country, the source country tax has no marginal
impact on the total tax paid by the private foreign investor. In
effect, the private foreign investor pays tax at the home country
tax rate on investments made abroad. Thus, whether a private
foreign investor has a tax advantage relative to SWFs (or US
investors) depends in part upon relative tax rates on different
classes of assets in the private foreign investor’s country of
residence. It is, thus, possible for either private foreign investors
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or SWFs to have a tax-induced advantage over the other.
Moreover, private foreign investors can have a tax-induced
advantage over SWFs even when the United States taxes private
foreign investors more heavily than it taxes SWFs.
The analysis above also shows how the US inbound tax
regime can be designed to place SWFs and private foreign
investors on par with one another or to provide private foreign
investors with an advantage over SWFs in the competition to
acquire specific assets. If policymakers want to minimize the
impact of tax considerations on competition between SWFs and
private foreign investors, then the best they can do is to eliminate
US taxes on foreign investments by repealing dividend
withholding taxes and FIRPTA.179 Conversely, if policymakers
want to discourage investment from SWFs relative to that from
private foreign investors, they can expand the coverage of
dividend withholding taxes and FIRPTA as they apply to SWFs
and raise the tax rates on SWFs.180
Furthermore, although this essay focuses on how taxes impact
the competitiveness of SWFs investing in the United States, the
methods used and the tools developed and applied in this essay
are not so limited. As the discussion of FIRPTA demonstrates,
the same techniques can be used to assess how various tax
provisions affect the competitiveness of domestic and foreign
competitors relative to one another. Also, exercises similar to the
exercises conducted in this essay for the United States can be
conducted for other countries.
In the coming years, the governments of the United States and
other countries will have to make some difficult policy decisions
about SWFs. A thorough understanding of the complex and often
counterintuitive ways in which taxes affect competitiveness should
be part of any serious policy discussion about SWFs. This essay
has helped to pave the way, but much more work remains to be
done.
179

Equating the tax treatments of SWFs and private foreign investors by
increasing the tax burden on SWFs will tend to place SWFs on par with private
foreign investors from territorial countries, but it will tend to disadvantage SWFs
relative to private foreign investors from worldwide countries.
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In addition, if policymakers want to discourage SWFs relative to private
foreign investors from countries that tax their residents on their worldwide
income, they can expand dividend withholding taxes and FIRPTA to cover
SWFs, increase the coverage of withholding taxes and FIRPTA as they apply to
both SWFs and private foreign investors, or raise tax rates on both SWFs and
private foreign investors (so long as the private foreign investors will receive a
foreign tax credit for the full amount of tax paid).
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Appendices
Appendix I
In this appendix, I develop a model to assess the competitiveness of two
different investors who compete for a specific asset. The model explicitly allows
for differential taxation of the benchmark asset.

The Model

Definitions:
Denote different investors by superscript i: 1, 2, 3, . . .. Investor 1 is from the
source country; investors 2, 3, . . . are foreign investors.
Denote different assets by subscript j: a, b, c, . . .. The benchmark asset is
denoted by b; the alternative asset is denoted by a; other assets are denoted by
other letters.
Denote by Rj the before-tax rate of return on asset j. The before-tax rate of
return on every asset is the same for all investors.
Denote by rij the after-tax rate of return on asset j for investor i. The after-tax
rate of return on as asset will vary across investors with the investor’s tax rate.
Denote by tij the effective marginal tax rate (EMTR) on asset j for investor i.
Denote by Hij the before-tax rate of return investor i must earn on asset j. If
H j is below Rj, then investor i has a tax-induced advantage in the competition to
acquire asset j, and conversely.
i

Derivation
The benchmark asset is an asset in which all investors can invest excess
cash and are willing to do so. Thus, the after-tax return that any investor earns
on the benchmark asset represents the after-tax return it can earn on excess
funds. The after-tax return any investor earns on the benchmark asset can be
written as:
rij = Rj (1-tij).

(1)

That after-tax rate of return is, thus, the after-tax rate of return that such an
investor will look to earn on any investment.
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Consider an alternative asset, a. Assume investor 1 sets the market rate of
return for investment a. That is to say,
r 1a = r 1b.

(2)

Expressed in terms of before-tax rates of return and tax rates, this equality
implies:
Ra (1-t1a) = Rb (1-t1b).

(3)

The minimum acceptable rate of return investor 2 must earn on asset a must
provide that investor with the same after-tax rate of return as an investment in the
benchmark asset. (That is to say, r2a = r2b.) Thus, in order for investor 2 to be
willing to invest in asset a, the minimum before-tax rate of return on asset a, H2a,
is given by the following formula:
H2a (1-t2a) = Rb (1-t2b).

(4)

Equation (4) gives the hurdle rate for investor 2 to purchase asset a as a
function of investor 2’s tax rates on both assets and the return on the benchmark
asset, Rb. Equation (3) gives the before-tax rate of return on the benchmark
asset, Rb, as a function of the before-tax rate of return on the alternative asset,
Ra, and investor 1’s tax rates on both assets. Thus, rewriting equation (3) to
solve for Rb and substituting that rewritten version of equation (3) into equation
(4) for Rb yields the following expression for investor 2’s before-tax hurdle rate on
asset a:
H2a = Ra x (1-t1a) / (1-t1b).
(1-t2a) / (1-t2b)

(5)

Equation (5) expresses the hurdle rate for investor 2 in asset a as a function
of investor 1’s hurdle rate for that asset (which is also the market rate of return on
that asset) and the 4 tax rates. In words, equation (5) says that investor 2
requires a lower rate of return on the alternative asset than does investor 1 when
investor 2 is taxed relatively less heavily than investor 1 on the alternative asset
compared with how they are taxed on the benchmark asset.
We can interpret the impact taxation has on competitiveness by the ratio, H2a
/ Ra. A ratio of less than one means that investor 1 enjoys a tax-induced
advantage, whereas a ratio of greater than one means that investor 1 has a taxinduced disadvantage.
A special case occurs when the alternative asset is a constant perpetuity. In
that case, the maximum bid price of investor 2 relative to that of investor 1 is
given by the ratio H2a / Ra

52

Appendix II
In this Appendix, I derive the equations for the minimum amount of earnings
that a foreign direct investor in a US corporation must strip out of the US
corporation untaxed at either the corporate or investor level in order for a foreign
investor to value the corporation as must as an equally efficient US investor.
Definitions:
The definitions from Appendix I are still in use.
Denote different taxes by tk. Specifically, let
t1 be the domestic investor tax rate on debt instruments in the source
country (country 1); and
tc be the corporate tax rate in the source country;
t1cg be the domestic investor tax rate on corporate investments in the
source country;
t2cg be the foreign investor tax rate on corporate investments in the source
country.
Denote the ratio of the amount retained by investor i from an investment in
the alternative asset relative to the amount retained by that same investor from
an investment in the benchmark asset by Riab.
Denote the portion of the income earned by the corporation that is the
alternative investment and is taxed when the corporation is owned by domestic
investors and that is stripped out when the corporation is owned by foreign
investors by p. The minimum value of p for which the corporation is worth the
same to both domestic and foreign investors is denoted by p’.

Debt as Benchmark
When debt is the benchmark asset, an investor from the source country will
retain (1-t) of the return from investing in a debt instrument. That same investor
will retain (1-t1) (1-t1cg) from an investment in corporate equity. Accordingly, for
such an investor, the ratio, R1ab, of the amount retained from an equity
investment in a corporation as compared with the amount retained from a debt
instrument is given by the following equation:
R1ab = (1-tc) (1-t1cg) /(1- t1).
For a foreign investor, that investor will retain the entire return on the portion
stripped out, p, and will pay both corporate and investor level tax on the portion,
1-p, that is not stripped out. Because the foreign investor is untaxed on the
benchmark asset, the denominator in the ratio is 1. Thus, for a foreign investor,
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the ratio, R2ab, of the amount retained from an equity investment in a corporation
as compared with the amount retained from a debt instrument is given by the
following equation:
R2ab = p + (1-p)(1-t2) (1-t2cg).
In order to find the minimum value for p at which both investors will place the
same value on the corporation set R1ab equal to R2ab and solve for p. Doing so,
yields the following expression:
p’ = [(1-tc) (1-t1cg) /(1- t1)] – [(1-tc) (1-t2cg)].
[1 - (1-tc) (1-t2cg)]
If the foreign investor can strip out more of the earnings from the corporation than
p’, then the foreign investor will value the corporation more than an equally
efficient domestic investor. In that case, the foreign investor has a tax-induced
advantage over the domestic investor in acquiring the corporation. If the foreign
investor cannot strip out as much as p’, then the domestic investor will have a
tax-induced advantage.

Equity as Benchmark
When a passive investment in equity is the benchmark asset, an investor
from the source country will retain (1- t1cg) of the return from such an investment.
That same investor will retain (1-t1) (1-t1cg) from an investment in corporate
equity. Accordingly, for such an investor, the ratio, R1ab, of the amount retained
from an equity investment in a corporation as compared with the amount retained
from a debt instrument is given by the following equation:
R1ab = (1- t1).
For a foreign investor, that investor will retain the same share of the beforetax return as above and it is still untaxed on the benchmark asset. Thus, for a
foreign investor, the ratio R2ab is as given above. Accordingly, setting set R1ab
equal to R2ab and solving for p yields the following expression:
p’ =

[(1-tc) t2cg]
.
[1 - (1-tc) (1-t2cg)]
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