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activity." 140 Again, the rationale for taxing a foreign sovereign's income
from commercial activities is that a foreign government acting in a
commercial capacity is a competitor to a U.S. resident taxpayer engaged
in the same commercial activity. Providing a tax exemption to the
foreign government would give that foreign government an unjustified
competitive advantage. In addition, since the foreign government is not
engaging in governmental activities related to its sovereign
responsibilities, the rationale of sovereign immunity should not apply.
Tax policy considerations that compete with the principle of sovereign
immunity argue in favor of ensuring the competitiveness of resident
taxpayers in the commercial arena, at least to the extent this can be
affected by federal taxation. However, despite this tax policy goal, as I
have already explained, the Code and the Regulations go on to except
investment activity from the definition of commercial activity. x41

Therefore, foreign government investors receive a tax-based competitive
advantage as compared with their non-government foreign counterparts,
and their U.S. resident counterparts, in the arena of investing.

If the rationale for excluding commercial activities from the tax
exemption provided to foreign governments is that commercial activities
are not governmental activities, it is difficult to see how "investing" is
properly categorized as a non-commercial (and therefore governmental)
activity. Excluding investing from the definition of commercial activity
means that foreign governments receive a tax exemption for income
earned from investing, which seems to be primarily a non-governmental
activity.142

By contrast (and here is where the rule seems importantly too
narrow), income earned by a foreign government that is earned from a
governmental activity, but where that activity is not investment-related

140. See § 892(a)(2)(A).
141. See Treas Reg. § 1.892-4T(c)(1).
142. One can imagine that this exemption for investing, when it was drafted in 1917,

applied in very specific cases, radically different from its current application to SWFs.
Imagine, for instance, that the government of France opens a new consulate in the
United States. France will likely open bank accounts to support its consulate, and may
even have certificates of deposit or a money market account in order to keep up with
inflation. The exemption provided by § 892 protects any income France earns on these
accounts from U.S. taxation. However, this example conceives of "investing" as a
radically different thing than the current version of investing by SWFs, which more
closely resembles the classic private equity model, and likely involves significantly
higher dollar amounts accruing annually to the investors..
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will be ineligible for the exemption.14
' This unintended consequence

violates the policy rationale for providing the exemption in the first
place. Sovereign immunity justifies exempting income earned by
foreign governments in the performance of governmental activities.
Whether that income comes in the form of investment income, or in
another form altogether should be irrelevant to the provision of the
exemption.

The unintended taxation of the non-commercial, non-investment
income of foreign governments arises because of the structure of the
statute. Section 892(a)(1) states that income from investing or earned as
interest on bank deposits is exempt from tax. Then Section 892(a)(2)
says that if the income referred to in § 892(a)(1) is income from a
commercial activity then it is not exempt. 144 The Treasury Regulations
go on to define commercial activity.145 But pause here for a moment.
The only exemption offered in § 892 is to income earned by investment
activity. 146 There is no statutory tax exemption for income of a foreign
government earned while engaging in governmental activities unless
that income is investment income.1 47

Imagine how this tax rule might apply in the case of a foreign
government participating in a cultural festival in the United States. The
foreign government may earn some income from its participation in the
festival, perhaps from the sale of tickets, t-shirts or souvenirs. The
Treasury Regulations under § 892 explicitly state that participation in
cultural events is not commercial activity for the purposes of § 892.148

However, does this mean that the income earned by this foreign
government is therefore exempt from U.S. taxation? Not under the
current statute. In order to qualify for the exemption provided by § 892,
the income earned by the foreign government must be income from
investment.149 This imagined income from a cultural festival is clearly
not income from "investment in the United States in stocks, bonds, or

143. See § 892(a)(1). Only income from investments and interest on deposits are
exempted under § 892.
144. § 892(a)(1)-(2).
145. Treas. Reg. §1.892-4T(b).
146. § 892(a)(1).
147. Id.
148. Treas. Reg. §1.892-4T(c)(2).
149. § 892(a)(1).
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other domestic securities ...or ... financial instruments held in the
execution of governmental financial or monetary policy, or ... interest
on deposits in banks in the United States . .. " which is the language
authorizing a tax exemption for foreign governments.150 Therefore, this
income would not benefit from the § 892 exemption, and would, in fact,
be subject to tax in the United States.

This example illustrates the way in which the structure of Section
892 violates the policy behind providing the foreign sovereign tax
exemption. The Treasury Department identified participation in cultural
events as the kind of governmental activity that it had in mind when it
listed such activity as an exception from "commercial activity" in the
Treasury Regulations. 151 But the current statutory structure ends up
taxing income earned from that activity, rather than providing an
exemption. A better model would provide a clear exemption for income
earned by engaging in governmental activities, and then make an
exception for commercial activities, rather than identifying income from
investment as the only income for which the exemption will be
provided.

V1. ACTIVE/PASSIvE DISTINCTION IN THE TAx CODE

The distinction between commercial and non-commercial activity
in the context of the income earned by foreign governments in the
United States has parallels in other sections of the Code. Indeed, many
Code sections make a distinction for tax purposes between income that
is earned actively and income that is earned passively.152 For instance,
not-for-profit entities that qualify for a tax-exemption under § 501(c)(3)
may earn income that is unrelated to their tax-exempt purpose on a tax-

150. d.
151. Treas. Reg. § 1.892-4T(c)(2) ("Cultural Events - Performances and exhibitions

within or outside the United States of amateur athletic events and events devoted to the
promotion of the arts by cultural organizations are not commercial activities").

152. See, e.g., § 864(b)(2)(A)(ii) (stating that trading in securities or commodities
for a taxpayer's own account does not rise to the level of a trade or business for U.S. tax
purposes), and § 512(a)-(b) (defining "unrelated business taxable income" in the area of
tax-exempt organizations, and then exempting from the definition of "unrelated
business taxable income" "all dividends, interest, payments with respect to securities
loans ... amounts received or accrued as consideration for entering into agreements to
make loans, and annuities, and all deductions directly connected with such income").
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free basis, as long as it is passive investment income.153 However, any
income that a non-profit actively earns from engaging in a trade or
business unrelated to its exempt purpose is taxed at corporate rates,
rather than qualifying for exemption from federal income tax. 154 The
typical justification for this treatment follows the same lines as the
argument for taxing foreign governments on their income from
commercial activity. If a non-profit entity were exempt from tax on its
income from a commercial activity (so called "unrelated business
taxable income" or "UBTI"), then it would have a competitive
advantage compared with for-profit entities in the same field. If the
activity in question is unrelated to the exempt purpose of the non-profit,
then that advantage is unjustified.155 However, if the income is earned
through passive investments, then the non-profit is exempt from tax on
the income that it earns. 156

The argument for allowing non-profit entities to earn tax-free
investment income centers on their tax-exempt status. Generally
speaking, if the entity is not-for-profit and has a charitable purpose, then
its income should be exempt from tax, unless there is a clear reason to
tax the income in question. The reason to tax unrelated business income
is to avoid providing the entity with an unfair competitive advantage.
There is no such competitive advantage with regard to investment
income, therefore there is no need to impose tax on it. We can, as a
policy matter, accept the tax-free nature of the non-profit's investment
income because the income will further the charitable purposes of the
non-profit.

This may be a convincing argument with respect to non-profits, as
Congress and the IRS have made explicit decisions to exempt those
entities from tax, and have identified the charitable purposes that justify

153. See, e.g., § 512(b)(1).
154. See § 511 (imposing tax on the unrelated business income of charitable

organizations), § 512(a) (defining unrelated business taxable income).
155. For a discussion of the rationale for instituting a tax on the unrelated business

income of charitable organizations, see Treas. Reg. 1.513-1(b) ("The primary objective
of adoption of the unrelated business income tax was to eliminate a source of unfair
competition by placing the unrelated business activities of certain exempt organizations
upon the same tax basis as the nonexempt business endeavors with which they
compete.").
156. Supra note 152.
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their general tax-exemption. This charitable purpose rationale can then
justify exempting the investment income of a non-profit from tax.
However, there is no clear parallel to the charitable purpose of a non-
profit entity in the case of a foreign government. Congress has not
clearly identified foreign governments as deserving of a tax exemption,
and therefore the investment income earned by a foreign government
should be treated more like the investment income of a private entity
than like the investment income of a non-profit.

International tax provides another example of the active/passive
distinction in the income tax world. In determining whether or not a
foreign individual has effectively connected income ("ECI") for U.S. tax
purposes, the Code looks to whether the taxpayer was actively engaged
in the business, or was "merely" trading or investing.1 7 In this case,
trading or investing on their own do not constitute a trade or business for
U.S. income tax purposes, so income generated by trading or investing
will not be treated as ECI for a foreign investor. If a nonresident
taxpayer does have ECI, that income is taxed at the rates in effect under
§ 1, making the nonresident taxpayer equivalent to the resident taxpayer,
for federal tax purposes. The rationale for taxing ECI at resident tax
rates again stems from a desire not to give tax preferences to foreign
businesses that will advantage the foreign businesses as compared with
their domestic counterparts. However, the tax preference given to
trading and investment income cannot be justified on these same
grounds. On the contrary, exempting investment income or income
earned by trading for one's own account from the definition of ECI, and
thereby exempting it from the tax rates imposed by § 1, can give a
significant competitive advantage to non-U.S. investors. Therefore, the
same rationale that justifies exempting the investment income of non-
profit entities from tax does not apply in this context.

While it is true that this active/passive distinction is present
throughout the Code, in the sections mentioned above, as well as others,

157. § 871(b) imposes a tax on income earned by a non-resident in a trade or
business. "A nonresident alien individual engaged in trade or business within the United
States during the taxable year shall be taxable as provided in section 1 [establishing
resident tax rates] .... ." § 871(b)(1). "Trade or business" is defined in § 864, which
states that "the term 'trade or business within the United States' . . does not include ..

(2) ... [t]rading in... stocks or securities through a resident broker, commission agent,
custodian, or other independent agent . . . [or] trading in stocks or securities for the
taxpayer's own account, whether by the taxpayer or his employees or through a resident
broker, commission agent, custodian, or other agent .... " § 864(b)(2)(A)(i)-(ii).
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a larger discussion of this distinction and its ramifications is outside of
the scope of this Article. Given the changing nature of the economy, and
the increasing presence of passive investors, it may be time to re-
evaluate the tax preferences available for passive investment income.
Amending the active/passive distinction (in the form of the
commercial/investing distinction) for foreign governments and SWFs
does not necessitate a full re-evaluation of the active/passive distinction
in other parts of the Code. The language describing "commercial" in the
context of § 892 can easily accommodate investment activity, without
implicating the definition of "active" or "passive" in other Code
sections. This narrow focus is part of what makes the foreign sovereign
tax exemption so ripe for change. Any alteration of the law can be done
narrowly, without necessarily implicating other Code sections, where
Congress is not yet prepared to change the law.

VII. TAX EXEMPTION AS NEGOTIATION TOOL

An additional problem with the current form of the foreign
sovereign tax exemption is the universality of the statutory structure.
Since the United States offers a statutory tax exemption to all foreign
sovereigns who invest in the United States, there remains no negotiation
tool to ensure that the United States and its controlled entities and
integral parts receive the same treatment in other countries. 58 Under
current law, the United States offers a foreign sovereign tax exemption
to a number of countries that do not offer the same exemption in return.
A country need not have negotiated a tax treaty with the United States in
order to benefit from the foreign sovereign tax exemption. Since it is
provided as a statutory matter, even countries with whom the United
States has never signed a tax treaty are beneficiaries of the provision.
Many of these countries do not have statutory foreign sovereign tax

158. One might argue that we do not always need to receive reciprocal treatment in
order to make a policy decision. In other words, if the policy is good, the United States
should offer it as a statutory matter, regardless of whether other countries provide the
same benefits to the United States. This may be true in other circumstances where there
are good policy justifications for the rule, but, as I have argued in this Article, there is
no good justification for the foreign sovereign tax exemption, so, at a minimum, the
United States should be getting something in return when it offers this subsidy to
foreign govermnents investing in the U.S.
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exemptions, and therefore the United States does not have the benefit of
an exemption on income it earns in those countries. As a practical
matter, since the United States does not currently have a federal SWF,
there may be less pressure at the national level to seek such an
exemption. However, there are U.S. entities that could benefit from a
provision paralleling the current provision in Section 892. For instance,
the Alaska Permanent Fund and CALPERS are both entities that would
qualify for the benefits of a foreign equivalent of Section 892. "9

Arguably, some good things do come out of the statutory provision
of the foreign sovereign tax exemption. The United States primarily
signs tax treaties with wealthier and more politically powerful nations. 160

A country with whom the United States has not yet signed a tax treaty
might need the revenue it can generate by investing and earning income
in the United States. That country might benefit tremendously, and
possibly quite justifiably, from the exemption provided statutorily to
foreign sovereigns by Section 892. However, the revenue lost through
the unjustified provision of the exemption to the richest countries
investing the largest amounts in the United States far outweighs the
possible social justice gains at the margins. If the U.S. government
elects to engage in international relief work, it will be much more
effective to engage in the subsidies of foreign governments directly than
to do so through the statutory provision of a tax exemption to all foreign
governments investing and earning income in the United States.

As a foreign policy matter, there is no clear reason why the United
States should offer tax benefits to foreign governments (and their
integral parts and controlled entities) when these benefits are not
available to the United States in return. Indeed, the fact that the
exemption is offered as a statutory matter means that the United States
also provides a tax exemption (and thereby financial support) to
countries that it might not wish to support. 16' There is no good policy
reason, neither foreign policy or tax policy, for providing such benefits
while receiving nothing in return.

159. For a discussion of the U.S. entities that would qualify as Sovereign Wealth
Funds, see Fleischer, supra note 1.

160. See, e.g., note 49 for the list of countries with whom the United States has
signed a tax treaty.

161. It is suiprising, for instance, to think that at the same moment that we were at
war with Iraq and Afghanistan, our Code was providing an exemption from tax on any
income those governments might have earned in the United States.
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CONCLUSION

I have argued that the current tax treatment of SWFs, as an
extension of the foreign governments that own them, is both unfair and
incomplete. The current model is unfair, because it offers to SWFs an
unjustified additional tax exemption beyond that offered to foreign
private corporate investors. The lack of clear legislative intent
authorizing such a tax preference makes this violation of horizontal
equity indefensible. In addition to this inequity, the current statutory
model is incomplete, as it does not actually achieve the underlying
Congressional goals related to sovereign immunity. The principle of
sovereign immunity aims to exclude foreign sovereigns from U.S.
jurisdiction, including its taxing jurisdiction, when those sovereigns are
engaged in governmental activities. However, the structure of the
foreign sovereign tax exemption statute allows a foreign government to
earn income from its governmental activities which, if that income is not
income from investments, will be subject to tax in the United States.
Therefore, the current statutory model fails on both counts.

In this Article I have proposed that Congress amend Section 892 to
ensure that all income earned by a foreign government engaging in
governmental activities will be exempt from tax in the United States.
Simultaneously, Congress should remove the provision exempting
foreign sovereigns (and, by extension, SWFs) from U.S. tax on
investment income, and instead offer such exemptions, when they are
desirable, through negotiation as a treaty provision. This change would
allow the exemption to be more narrowly tailored to satisfy the goals of
its original enactment, and would also ensure that the United States
receives comparable tax treatment in return.
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