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Foreword
Stephen E, Shay”

The chapters in this volume examine a series of topics relating to the
intersection of tax, law and development. The topics examine, among
other matters, the relation of tax incentives in developing countries to tax
competition, international tax relations, regional integration and trad-
itional tax policy paradigms; tax expenditure reporting and fiscal feder-
alism in emerging economy contexts; a broader and people-focused
conception of tax equily; the expanding institutional role of NGOs in tax
policy discussions; and how expanding international tax ccoperation can
benefit developing countries. The issues considered expand the limited
scope of legal academy discussions of tax, law and development' and
challenge us to adopt a more inclusive approach to thinking about how
tax systems can be made more effective to improve the lives of global
citizens who live in developing countries.?

The timeliness of this work is evidenced by the increasing recognition
of ‘revenue mobilization’ as an important factor in sustainable develop-
ment. At the turn of this century, the nations of the world adopted
Millennium Development Goals (MDGs), incliding trying to eradicate

Prior contributions are cited in the chapters in this volume.

The 2012 World Bank updaie on poverly in the developing world reports
that in 2008 1.29 billion people lived on less than US$1.25 a day and 2.47 billion
people lived on less than US$2.00 a day {in 2005 prices). World Bank
Development Research Group Briefing Note, ‘An update to the World Bank’s
estimates of consumplion poverty in the developing world’, at http://site
resources. worldbank.org/INTPOVCALNET/Resources/Global _Poverty_Update_
2012_02-29-12.pdf (last accessed @ July 2012). Anthony Infanti’s Chapter 9
reminds us that per capita income is not the only measure of human wellbeing,
and points us to other measures that achieve a more people-centered policy
focus. Anthony Infanti, Irernaiion Equity and Human Developmen, at p 209 in
this volume,

*  Professor of Practice, Harvard Law Schooi
1

vifi
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poverty and achieve sustainable and inclusive growth and developnient.?
In 2002 representatives from 109 countries assembled under UN auspices
in Monterrey, Mexico, to address the challenges of financing achievement
of the MDGs adopted just two years before, Acknowledging that there
would be a dramatic shortfall in resources required to achieve MDGs, the
resulting Monterrey Consensus set out a multi-part plan to address the
resource needs, including mobilizing domestic fizancial resources for
development.*

Not incidentally, in the face of post-9/11 market declines, Monterrey
had the effect of placing a greater burden of meeting MDGs on
developing countries. In general terms, it was anticipated that developing
countries would have (o increase their revenue performance (measured by
tax—GDP ratio) by as much as 4 percent of GDP to be able to achieve
MDGs.® More recently, the United Nations has set an objective that
countries mobilize 20 percent of their GDP in tax revenues in order to
achieve the MDGs 6

The 2008 global {inancial crisis and associated recession significantly
reduced donor country resources for development aid. In its 2010 Seoul,
South Korea meeting, the G-20 leaders added a revenue mobilization
work stream 1o the agenda of the G-20 Development Working Group and
tasked the Intermational Monetary Fund (IMF), the Organisation for
Economic Co-operation and Development (OECD), the United Nations
and the World Bank with collaborating on a project plan that would
identify actions supporting more effective 1ax systems in developing
countries.

The resulting joint report included recommendations on: key capacity
constraints faced by developing countries in their tax systems; helping
tax multinational enterprises (MNEs) through effective transfer pricing
rules; establishing measures to track progress in tax administrations’

* Millennium Declaration, General Assemnbly Resolution 55/2 {18 Septem-

ber 2000). The Monterrey Consensus formulation in 2002 states: ‘Our goal is to
eradicate poverty, achieve sustained ¢conomic growth and promote susiainable
development as we advance to a fully inclusive and eguitable global economic
system.’ United Nalions, Report of the International Conference on Financing for
Development, AICONF.198/11, para.l.

* Ibid. paras 4, 15.

* United Nations, frvesting in Developpient (New York: United Nations,
2005) 245. The IMF has pared back expectations to a more realistic objective of
increasing revenue mobilization by a range of 2 to 4 percent of GDP. IMF Fiscal
Alfairs Dept, Revenue Mobilizarion in Developing Countries (8 March 2011).

¢ United Nations, What Will It Take to Achieve the Millennium Development
Goals? An International Assessment (UNDP, June 2010y 26,
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capacity improvements; and developing a knowledge management plat-
form to support tax capacity of developing countries.” The topics and
recommendations in the joint report to the G-20 Development Working
Group did not address the impact of developed country tax policies on
developing countries’ revenue mobilization, such as fostering internation
tax competition, continuing residence country revenue bias n inier-
national tax treaties and tolerating tax avoidance by MNEs.® The devel-
oped economies have remained steadfast in supporting national tax
sovereignty and maintaining residence country treaty benefits for foreign
direct investment (FDI).

The contribution of tax competition between developed countries Lo
developed countries’ fiscal shortfalls through erosion of business income
taxes has not been fully acknowtedged.® The pattern in recent years has
been for developed countries to support their local champion MNEs by
matching other countries’ tax incentive mechanisms and shifting the cost
to domestic taxpayers. Prime examples are the recent actions of the
United Kingdom and Japan to finance lower corporate tax rates in
material part with increases in consumption taxes.

Internaiion corporate tax competition reduces fiscal flexibility to an
even greater extent in developing than in developed countries as the
corporate tax remains an important component of developing country tax

7 Supporting the Development of More Effective Tax Svstems: A Report by
the IME, OECD, UN and World Bank to the G-20 Development Working Group
(2011), available at www.imf orgiexternal/np/g20/pdi/110311.pdf (last accessed 9
July 2012).

¥ One sentence in the Report hinted tantalizingly at the issues that plague
developed and developing countries alike: ‘Perhaps most fundamentally, one
theme is that pressures on revenue from trade liberalisation, regional integralion
and tax competition mean that, absent greater huernational policy coordination,
the search for additional revenue will likely focus on relatively immobile bases —
most obviously labour, consumption, and real estate’ (emphasis in original).
Supporring the Development of More Effective Tax Systems: A Report by the IMF,
OFECD, UN and World Bank o the G-20 Developmeit Working Group, supra
note 7, at 18,

* The US Treasury, however, has reported evidence of substantial income
shifting to lower tax countries, including cvidence from company ax data of
operating margin increases corrclated inversely with effective tax rates, Testi-
mony of Stephen E. Shay, Deputy Assistant Secretary International Tax Affairs,
US Department of Treasury, House Ways and Means Commitee, Hearing on
Transfer Pricing Issues (22 July 2010), hup://democrats.waysandmeans.house.
govimedia/pdi/111/2010Mui22_Shay_Testimony.pdf (last accessed 9 July 2012).
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revenue, In this volume, Yariv Brauner addresses the pressure on devel-
oping countries 1o provide 1ax incentives to attract FDI, questioning the
benefit of tax incentives for development and growth. He tellingly
identifies the linkage of incentives to fax competition.’® Lisa Phillips
examines the use of tax expenditure analysis by India to examine the
efficiency of incentives.!' The chapters in this volume do not prescribe
one answer for developing countries, but enccurage examination of
individual context and circumstances. Developed economies do not
provide an unblemished model and their prescriptions require scrutiny.
Notwithstanding the new emphasis on revenue mobilizaiion, there has
been little change in the longstanding approach of bilateral income tax
treaties, including the United Nations model convention, to require
sacrifice of source country taxation in favor of the residence country.
There is an important need for rethinking as to whether these weaties
make sense for lower- and lower-middle income developing countries.!?
Evidence on whether bilateral tax treaties increase FDI in developing
countries is mixed, but an important guestion for future research is
whether treaties in their current form justify the revenue loss.!'* The
argument that a double tax treaty provides an important signal (o
investors that the rule of law and tax system stability wili be observed
may be addressed by alternative measures that do not sacrifice tax
revenue 1o the same extent. It might be possible, for example, to fashion

'® Sec¢ Yartv Brauner, Chapter 2.

' See Lisu Philipps, Chapter 8.

12 The World Bank divides countries into low income, US$995 or less: lower
middle income, US$996-3,945; upper middle income, US$$3,946-12,195: and
high income, $12,196 or more (using 2009 gross natiomal income (GNI) per
capita), See Supporting the Developmient of More Effective Tax Systems: A
Report by the IMF, OECD, UN and World Bank to the G-20 Development
Working Group (20113 52, available at www.itnf.org/external/np/g20/pdif
110311 pdf (Jast accessed 2 July 2012).

¥ See Hterature summaiy in Fabian Barthel, Matthias Busse and Eric
Neumayer, ‘The Impact of Double Taxation Treatics on Foreign Direct Invest-
ment: Evidence from Large Dyadic Pane! Data’ (2010) 28 Conmemporary
Ecqnonf:’& Policy 366. From a revenue perspective, it does nol make sense for a
capital importing developing country w enter into u trealy with a low-tax country
that is a merc conduit for investment by a treaty shopping intermediary, As a
more subtle sxample, Tracey Gutuza's Chapter 4 on the South African adoption
of a headquarters regime, which is principally a vehiele [or treaty shopping using
the South African treaty network, poses similar issues. It is questionable whether
2 headquarters company described in the chapter should be altowed treaty
benefits by South Africa’s treaty partners.
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treaties limited to arm’s length transfer pricing, mutual agreement and
information exchange provisions.

Develcped countries also have turned a blind eye to the publicly
reported activities of their own MNEs that vse tax havens and low tax
treaty countries to strip income from the home country and other taxing
countries and thereby earn ‘homeless income’ {or ‘stateless income’).!*
The difficulties developed countries have protecting their tax bases are
multiplied for developing couniries with limited iax administration
resources. Revenue mobilization should include work on anti-abuse
approaches that can be impiemented by developing couniries as well as
ideas for coordinating tax policies among developed and developing
countries 1o combat homeless income. Transfer pricing is an important
cross-border rax issue, bul a corporate income tax sysiem should be
structured to limit its reliance on transfer pricing to protect its revenue
base. The current approaches to transfer pricing are not sufficiently
robust to protect a revenue base against the incentives of material rate
differentials.

An effective tax system is critical for development. The developed
countries, and increasingly the emerging economies as well, are con-
flicted in assisting developing countries because addressing many of the
issues in developing countries’ revenue mobilization will result in tax-
ation of local champion MNEs or statg-owned enterprises, Not surpris-
ingly, in light of its membership, the G-20 does not probe the linkage
between developed countries’ tax policies allowing tax competition and
their impact on developing countries” ability to mobilize revenue.

There is an imporant need for independent academic scholarship like
that in this volume that takes into account the differing perspectives of
developing countries and does not look for ‘one size fits all® theories or
prescriptions. As Richard Bird has chserved:

What this complex and changing world needs is not some non-existent
‘universal fix® but rather a sort of fiscal medicine kit containing a variety of
remedics and treatments that may help us cope with the wide variety of fiscal
problems and needs thal arise a1 dilferent times and often in differens ways in
different developing countries. '

M See, e.g., Bret Wells and Cym Lowell, “Tax Base Erosion and Homeless
Income: Collection sl Source is the Lynchpin® (forthcoming in Tax Law Review?),
Edward D. Kicinbard, ‘Staeless Income’ (2011) 11 Fla. Law Rev. 699,

¥ Richard M. Bird, Taxation and Development: Whar Have We Learned from
Fifty Years of Research?, international Center for Public Policy Working Puper
12-02 (January 2012), available at htipr//ideas.repec.ora/playsfispwpsipaper
1202.huml (last accessed 16 July 2012).
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The diverse group of legul scholars from six continents who have
contributed to this volume critically address issves from perspeclives not
restricted to traditional tax policy conceptions and paradigms. As a result,
this volume is rich with insights on new and old issues ar the intersection
of tax, law and development.
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5. Tax sparing: a reconsideration of the
reconsideration

Luis Eduardo Schoueri

I. INTRODUCTION

Tax sparing has traditionally been included in the debate conceming tax
and development. Such a traditional approach derives from ideas based
on the existence of an ‘internaticnal tax law of development’ providing
for the rules for the ‘proper solidariiy between developed and less
developed states’,!

In such context, it is not surprising thal when, on 23 October 1997, the
OECD Council approved a report issued by the Committee on Fiscal
Affairs on “Tax Sparing: A Reconsideration’ (‘OECD Report’), the aim
was to reflect member countries’ more reluctant position vis-i-vis the
adoption of tax sparing,

The purpose of this chapter is to examing the main issues presented in
the OECD Report, in order to investigate whether the arguments pre-
sented therein can be deemed (o be strong enough to convince countries
10 reject negofiating tax treatics with tax sparing clauses,

After having defined ‘tax sparing’ and ‘matching credit’ (in section II),
this chapter reviews the main arguments presented in the OECD Report
and offers some reasons to show their lack of consistency (section IIE),
Finally, the idea itself that tax sparing and matching credit are mechan-
isms appropriate only fo tax (reaties between developed and developing
countries will be challenged, since the author argues that there are good
reasons for applying these mechanisms in all tax treaties, under the
assumption that each contracting state should respect the other conlract-
ing state’s sovereign decision as to how to exercise their tax policy

' See Manuel Pires, Da dupla triburagdo jiridica imernacional sobre o
rendimento {Lisbon: Centro de Eswudos Fiscais, 1984} 517-18.
' QECD, Tax Sparing. A Reconsideration (Paris: OECD, 1998).
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(section 1V). This chapter concludes that the OECD tax sparing
{re)consideration has taken a paternalistic approach (assuming that tax
sparing is only a subsidy from developed countries to developing
countries), which leads to a misleading focus by the OECD on whether
this mechanism is effective (o assist developing countries. Rather, the
author argues that tax sparing should be seen as an element of treaty
negotiation that aims to respect each contracting state’s tax policies and it
is on this basis that its adoption should be encouraged.

[I. TAX SPARING AND MATCHING CREDIT

The debate between the two basic international tax principles of territori-
ality and worldwide taxation is a never-ending debate. In tax maters,
territoriality may be understood, in general terms, as the principle
whereby a state is only allowed to tax facts that have a nexus with its
territory, ie., income arising {rom sources located within its territory
(*pure territoriality ). To the contrary, by adopting the worldwide taxation
principle, a state may tax the income derived from both internal and
foreign sources. There are certainly several arguments on both sides?
Some authors suggest that there is a general consensus for the latter, at
least in respect of passive income, in a so-called ‘international tax
regime’ 4 However, the mere fact that no country is prepared to exempt
non-residents from source taxation shows that a complete consensus, and
a definitive and uniform solution for double taxation, is not to be found
in the near future. Unilateral and bilateral measures to avoid this
phenomenon will continue to be the focus of international tax lawyers.
In respect of a territorial approach, although several countries are
prepared (o exempt some foreign business income (for example, adoption
of a participation exemption seems 1o be a trend in developed countries,
at least in Europe), this does not mean that territoriality has been
recognized. On the contrary: even European countries will generally
adopt & worldwide taxaticn system and provide unilateral exemptions for
only some items of income, Several countries, including the United
States, take the approach of taxing their residents on a worldwide basis

¥ See Klaus Vogel, *World-wide vs. Source Taxation of Income: A Review
and Reevaluation of Arguments’ in Influence of Tax Differcntials on International
Competitiveness (Amsterdam: Kluwer, 1989) 117-66.

4 See Reuven S, Avi-Yonah, faternational Tay as Dnernationgd Law: An
Analysis of the International Tax Regime {Cambridge: Cambridge University
Press, 2007).
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and avoid doubie taxation by means of the foreign tax credit system,
whereby taxation in the source country will be offset against taxes due to
the resident country.

The main argument for worldwide taxation with a foreign tax credit
system is capital export neutrality: tax systems should be neutral, ie.,
economic efficiency would be achieved if taxpayers would decide where
10 invest globally, independent of tax concerns; morcover, the ability-to-
pay principle would require residents and non-residents to have the same
tzxation. However, this argument is not definitive, since the competing
principles of capital import neutrality and the (objective) ability-to-pay
principle® also play a role in supporting the approach of taxation at
source. As one may know, the concept of capital import neutrality is
based in the source principle, ie., local investors shounld have the same
treatment that foreign investors are entitled to, and the latter should be
cqually taxed, no maiter where they are resident.® This can only be
achieved if the state of residence limits its taxation to the income derived
from sources in its territory and if the source state grants equal treatment
to all investors.

Moreover, the mere fact that countries limit foreign tax credit, e.g., to
the amount of tax due in the country of residence, shows that taxpayers
investing abroad will always be subject 1o the highest taxation, i.e., where
the residence country’s rate is higher, then the taxpayer is subject to
paying the difference to his/her residence country; if the source country’s
rate is higher, than he/she will not be reimbursed for the over-taxation.

When countries enter into tax ireatics, on the other hand, they may be
prepared to agree on the exemption method,” whereby foreign source
income is not taxed in the residence country. On the other hand, they will
insist on the credit method, similar to their own domestic provisions.

The exemption method applied by the residence state leaves to the
source staie the decision whether or not to tax. In contrast, the credit
method neutralizes any such decision of the source state (at least, where
the residence staie’s tax rate is higher). Upon application of the credit

S Sec Klaus Vogel, "Tributagio da renda mundial’ in Cadernos de Direite

Tributdriv e Finan¢as Prblicas (870 Paulo: Revista dos Tribunais, 1994) vol. 7,
133-43.

& The ideas regarding “capital export neutrality’ and ‘capital import neutrai-
ity” were first developed by Richard Musgrave. Sce Richard Musgrave, ‘Criteria
for Foreign Tax Credit’ in Taxation and Operations Abroad (Tax Institute
Symposiwm, 1960) 84.

7 The United States rejects the exemption method based on the savings
clause which they expect to include in all their treaties.
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method, the residence state will tax its residents on the woridwide basis,
but will grant a {limited) credit equivalent to the amount paid to the
source state. This means that the residence state’s tax has a residual
effect, the extent of which depends on the source state’s taxation. The
more the latter taxes at source, the less will be the (residual} tax due to
the residence state. Such a method implies a conflict of interest, since the
residence state’s taxation will increase if the source state reduces its own
right to tax. On the other hand, the source state will be encouraged to fax
non-residents at the highest level possible, since any decrease in its rate
will not benefit the taxpayer, but will rather increase the residence state’s
{residual) taxation.

1t is in this context that we come to the idea of tax sparing. This
mechanism intends to ensure that the residence state’s taxation will nor
increase even if a unilateral decision is made by the source state not to
tax (or not to tax fully) non-residents, so that this benefit granted by the
source state (reduced taxation} will directly benefit taxpayers and not the
residence state.

Tax sparing can a2im at assuring that treaty benefits will be maintained,
or it may be intendsd to maintain unilateral tax exemptions. Although
both phenomena are quite similar, it is commaon in literature® to refer 1o
the first case as ‘matching credit’, reserving the expression ‘tax sparing’
1w a more restricted case. Since this chapter examines both cases,
mechanisms referring to unilateral measures will hereinafter be referred
to as ‘tax sparing semsu siricte’.

Matching credit is a mechanism whereby, if the source state deter-
mines not to tax non-residents at more than seme level fixed upon
between the two contracting states, the residence state agrees {0 grant a
foreign tax eredit which will correspond to a fixed amount, usually
higher than the maximum taxation in the source state. In other words, the
credit granted by the residence state does not depend upen the amount
paid to the source state. On the contrary, although the scurce state is
constrained by the treaty to tax up to a certain limit, the residence state’s
credit is determined by the same treaty on an independent (usually
higher) level.

Several Brazilian treaties have included matching credit provisions,
especially those signed in the 1970s; examples may be found in the

¥ See Klaus Vogel, in Klaus Vogel and Moris Lehner, Doppelbestener-
ungsabkommen der Bundesrepublik Dewtschiand auf dem Gebiet der Stenern
vom Einkommen und Vermigen (5th edn, Miinchen: Verlag C. H. Beck, 2008)
Art. 23 Rz, 194-5,
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treaties concluded with Austria, Denmark, France, ltaly, Luxembourg and
Sweden, 2ll of them signed in the 1970s and still in foree.

Brazil only commenced to enter upon negotiation of tax treaties in the
1960s. The reigning tax ideology at that time in Brazil (and in Latin
America more generally) was that the source state shouid have the
exclusive right to tax income derived from its economy, This can be seen
from the fact that the Brazilian regular tax rate on non-residents was 25
percent of the gross amount remitted abroad {in some cases, remittances
would be subject to additional taxatior). From this point of view, double
taxation would derive from some kind of intrusion of the residence state
in the source state’s resources. It was considered that the source state
should not agree to reduce its taxation, since this could imply a
recognition of the residence state’s right to tax the same income.

In 1964, there was a change in the Brazilian international tax policy.
which was not due to a different tax ideology, but rather to the economic
poticy of the military regime which entered into power. The new policy
was that the development of the Brazilian economy would depend upon
attracting foreign investment, and that international taxation could be
used as a teo] for such purpose. From this time onwards, Brazil would be
prepared o reconsider its 25 perceat taxation at source, in treaty
negotiations, provided that any reduction would accrue to the benefit of
the foreign investors and not the foreign country’s fisc. So, Brazilizn
negotiators would pot agree to reduce Brazilian taxation, if the oniy
effect of such a reduction would be to increase the residence state’s
(marginal) taxation. Brazil would not be prepared to reduce its taxation
from 25 percent to, say, 15 percent, if there would be no benefit to the
taxpayer. If one keeps in mind that Brazil understoed that it had the
exclusive (or at least primary) right to tax income from its sources, there
would be no reason to reduce its tax (and thus reduce the credit that the
residence state shouid grant).

The maiching credit mechanism was therefore designed to ensure that
although the source state would limit its right to tax, the residence state
would continue granting credits as if there were no such limitation.
Generally speaking, in specific treaty provisions, Brazil would reduce its
taxation at source 1o (e.g.) 15 percent, but the residence state would grant
a credit of (e.g.) 25 percent. This would generate an immediate benefit
for taxpayers derived from the treaty, since they would earn at least 10
percent free of taxation. The benefit could be even greater, since the
source state could (unilaterally) decide not to tax at the full 15 percent
rate: in any case, the residence state would grant 2 credit as if the source
state had imposed a 25 percent tax.
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This mechanism could be analysed as a benefit granted by the
residence state to the source state (investment aid to developing econ-
omies). However, it is Interesting to see that, from the source staie’s
perspective, there is no such favor perceived, Accordingly, in the example
above, Brazil would claim that before the tax treaty entered info force,
Brazil would tax non-residents on 2 25 percent level, and the residence
state would only tax such income if its internal rate would be higher; in
other words, the residence state’s possibility to tax would have begun at
the 23 percent rate. A matching credit mechanism, therefore, would not
change the residence state’s position, It would continue to tax the same
amount (i.., the amount above 25 percent). Brazil could argue, therefore,
that the matching credit mechanism is neutral for residence states, and
that it should not be considered a benefit granted to the source state, If
one keeps in mind that the reigning ideology was that the source state
would be the one entitled to tax, then such argument shouid be taken into
account.

Tax sparing semsy siricto, on the other hand, aims at unilateral
measures taken by the source state. While matching credit considers the
case when the source state’s ability to tax is limited by the treaty, i.e.,
when both countries agreed upon a limitation of raxation in the source
stale, tax sparing sensw séricto has a different approach: in principle, the
source state would tax up to a determined level and by treaty (or
unilaterally) the residence state would grant a foreign tax credit for said
taxation. However, where the source state decides not to tax its non-
resident up to the limit which was granted to it by the treaty, the
residence state must respect such decision and grant a credit equivalent to
the maximum amount the source state could have taxed.

As one can see, the matching credit mechanism derives directly from a
decision of the contracting states upon signing a ireaty: both states agree
that the source state should limit its tax to a certain amount, but they also
agree that the residence state’s credit will (usually) be higher than said
limit. In other words, taxpayers are granted a benefit which is independ-
ent from countries’ iater decisions. The matching credit is therefore
independent from unilateral measures. Tax sparing sensi stricto, on the
other hand, only benefits taxpayers if the source state unilaterally decides
o reduce its taxes (reduction independent from any treaty provision), i.e.,
if the source state decides to grant a benefit to non-residents, which
implies a taxation helow the level allowed by the treaty.

One can also refer 10 matching credit in cases where there is no
difference between the maximum taxation at source and the credit
granted by the residence state, provided such credit is fixed by the treaty
independent from any investigation about which was the real taxation at




112 Tax, law and development

source. In other words, the matching credit mechanism contemplates a
fixed credit by the residence state, which will always be granted upon
remittances from the source state. So, the matching credit method is also
pragmatic, since the contracting states {or taxpayers affected) do not need
to provide any evidence concerning the level of taxation at source, which
is irrelevant for purposes of determining the credit to be granted by the
residence state,

III. OECD REPORT: REASONS FOR
RECONSIDERATION

The OECD Report starts by addressing the changes in the global
economic framework, As stated by the Report, the traditional assumption
that all OECD members are major exporters of capital while the
non-members are major importers of capital can now be gquestioned.
Further, the globalization and liberalization of financial markets have
‘blurred & number of traditional distinctions which underlie existing
international tax arrangements’.?

Taking into account the differences between the current global context
and the one of four decades before, when the first tax sparing provisions
were negotiated (and especially the alleged considerable improvement in
the economy of developing couniries in this @ime), the OECD Report
states that ‘the new global environment has encouraged, and in some
cases even compelled, countries to re-examine established tax structures
and the policies upon which waxation arrangements are based' 0 The
Report then suggests that these new structures and policies would
comprise fax sparing arrangements. To this effect, the OECD Report
suggests a reconsideration of tax sparing provisions. The OECD proposes
that tax sparing is no longer good policy, based on a number of
arguments. [n contrast, it is interesting to observe that the United Nations
still observes that ‘it is of primary importance to developing countries to
ensure that the tax incentive measures shall not be made ineffective by
taxation in the capital-exporting countries using the foreign tax credit
system’ by means of the adoption of tax sparing clauses in their tax
treaties."!

? See OECD Report, supra note 2, at 9-10.

o thid. 12.

""" See United Nations Model Double Taxation Convention between Devel-
opcd and Developing Countries, United Nations, New York, 2001, at 265.
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The OECD Report states that a re-evaluation of the benefits of tax
sparing is underway within both members and non-member countries of
the QOrganisation. This statement, itself, must be put to the test. In an
interesting analysis intended to verify the tax treaty practice since the
publication of the OECD Repori, Victor Thurenyi himseifl an officer
with the IMF) concluded that tax sparing provisions may be found in
about one-third of tax treaties signed from 2000 until 2003.'2 Moreover,
as Thuronyi verified in this research, half of the tax treaties with tax
sparing provisicns involved OECD member countries. Such a circum-
stance may be encugh for one to debate to what extent the alleged
‘re-gvaluation’ regarding the granting of tax sparing weould be underway
both in and cutside the OECD area,

The main argument of the OECD Report against tax sparing is the
alleged view of most QECD member countries that tax sparing is not an
effective way to promote foreign investments or to promote national
economic growth, This view is reinforced, states the OECD, by a
so-called ‘overall disappointing experience of most Member countries
and many economies in transition with the use of tax incentives’, as well
as the ‘ample opportunities for tax planning and tax avoidance’.’* From
this point of view, therefore, negotiating tax sparing provisions is an
‘iflustration of good intentions leading to bad results’, as their adverse
consequences would outweigh their benefits.'s

According to the QECD Report, the primary rationale for granting tax
sparing has been the prometion of economic development in developing
countries ~ the alleged development experienced by said countries in the
last years would justify the reluctance of OECD Members in granting tax
sparing in new or renegotiated tax treaties. Deeming tax sparing to be an
instrument of foreign aid, the OECD Report also criticizes the mechan-
ism on the basis that it lacks transparency when compared to direct aid,
as the latter can establish, ‘in relatively precise terms’, the recipient, the
amount and the anticipated use of the foreign aid.'

One should note at this point that there is no empirical evidence of
‘bad results’ from tax sparing. On the contrary, the continued use of tax

12 See Victor Thuronyi, ‘Recent Treaty Practice on Tax Sparing’ (2003) 29(3)
Tax Notes fmiernational 301.

13 See OECD Report, supra note 2, at 12.

™ Sce Kim Brooks, 'Tax Sparing: A Necded I[ncentive for Foreign Invest-
ment in Low-Income Countries or an Unnecessary Revenue Sacrifice? (2009) 34
Queen’s Law Journal 508.

1% See OECD Report, supra note 2, 22.
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sparing provisions in many countries’ ireaty policies suggests that nego-
tiating parties consider that there may be good results from these
provisions. It is, furthermore, not clear who should be entitled to evaluate
whether results are good or bad. One might suggest that the contracting
states involved in treaty negotiation should be deemed to be able o
decide whether ar not to provide for tax sparing.

A second reason for reconsidering tax sparing proposed by the QECD
Report is based on the free-rider effect. The argument is that there is a
misconception (presumably, by the contracting states) of the views of
foreign investors, which would not depend ar even be influenced by tax
sparing provisions in taking investment decisions.'® According to the
OECD Report, muliinational enterprises would base their investment
decisions on a wide range of factors, linked to political, market and
infrastructural conditions of the host country, with taxation being only
one issue in a whele set of factors which are taken into account. If this is
the case, any increase in foreign investment would be independent of the
existence of fax sparing provisions, as they would be irrelevant to the
multinational enterprises’ investment decisions.'” Thus, tax sparing pro-
visions would not be justified in face of the supposed inappropriateness
of the mechanism as a 1o0l for economic development.'®

If one were to take this argument seriously, however, one would need
to know what is the overall effect of tax treaties on foreign investrent
decisions. There does not seem to be much research about this, and such
research tends to be inconclusive, since one is comparing effective data
{i.e., the amount of investments in a country) with prospective {wishful)
information.

Showing the lack of a uniform couclusion on the matter, Barthel,
Busse and Neumayer, after the analysis of several studies concerning
the influence of tax treaties on foreign investments, concluded that while
the researchers who use bilateral FDI data fail to find a positive effect of
the wreaties on FDI, the studies that use aggregate FDI data in a large and
representative sample reach the opposite conclusion, ie., tax treaties
increasing the FDE'® Thus, it is not surprising that the said authors, in
spite of concluding that tax treaties increase the bilateral FDI stock

S ibid. 12,

7 See Morvan Meirelles, “Tax Sparing Credits in Tax Treaties: The Future
and the Effect on EC Law’ in Euwropean Tuxation (IBFD, May 2009) 263,

"  See OECD Report, supre note 2, at 23.

1?  Bee Fabiun Barthel, Matthias Busse and Eric Neumayer, “The Impact of
Double Taxation Treaties on Foreign Direct Investments: Evidence from Large
Dyadic Panel Data’ in (2010) 28(3) Comtemporary Economic Policy 366.
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between 27 percent and 31 perceat, allow that the debate is still open, ‘as
the empirical evidence of existing studies is anything but conclusive’ 20

As an example of how this information cannot be considered reliable,
one should take the Brazil-Germany Tax Treaty, revoked recently?' If
one compares the level of German investment in Brazil five years before
the said treaty revocation and five years thercafter, one would be
surprised to see that the level of German investment has increased in this
time,?? This could lead one to a surprising (and wrong!) conclusion that
the treaty was an obstacle to German investment in Brazil. Such a naive
understanding would ignore the fact that the worldwide economy
increased in such period, and especially that the Brazilian economy has
been attracting increased investments threughout the period. To obtain a
full picture of German investment, one would also have to include
German investments made through third countries, The author therefore
argues that this is not an easy analysis and that the free-rider argument
shouid not be considered for a reconsideration.

Third, the OECD Report refers to some developing countries’ concerns
as to “whether the price of obtaining tax sparing is too high given the
limited benefits of such provisions’,?* taking into account that residence
countries require a lower taxation at source as a condition for agreeing
with tax sparing. The argument is correct concerning the lower taxation
at source. However, one should take into consideration that the QECD
itself has always advocated that treaties should provide for lower taxation
at source (except for cases where taxation on a residence basis would be
very difficult and low taxation at source would increase harmful tax
competition). Indeed, the level of taxation at source seems to be one of
the most relevant differences between the OECD and UN approaches. An
example may be fourd in the provision concerning royalties: while
Article 12 of the OECD Model Convention provides for the exclusive
right of the residence state t¢ tax royalties, the UN Model Convention
allows their taxation at source.

From such perspective, one may understand Tsilly Dagan’s assertion
that the tax freaties, especially those based on the OECD Model, were
constructed by and for developed countries with mutual interests and

X 1bid. 366.

2! The Tax Treaty signed with Germany in 1975 was revoked by the German
authorities on 7 April 2005.

2 See the reports on the FDI in Brazil published by Brazilian Central Bank,
available at www.bcb.gov.br/?INVED.,

**  See OECD Report, supra note 2, at 13.
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ideology.?* To this effect, Dagan observes that the lax treaties, being
based on a model primarily designed for developed countries, tend to
allocate the revenues to the benefit of the residence state in such a way
that the refusal of developing countries to enter into treaties which have
no mechanisms to assure the improvement in the level of foreign
investment would be justified.2* Thus, before reconsidering tax sparing,
the QOECD should seriously reconsider its view concerning the limitation
of taxation at source, Should the OECD agree that source countries
should be granted a higher amount of taxation, then the OECD’s
argument about tax sparing may be more convincing.

The claim as to an increase in the standards of living in developing
countries, pointed to by the OECD Report as a further reason for the
reconsideration of tax sparing, may also be criticized. To this effect, one
should follow Kim Brooks’ argument, according to which the OECD’s
statements would not match the UN’s conclusions in its 2000 Millennium
Development Goals Report, which points to an ‘ever-increasing inequal-
ity between countries’.?® Something similar can be derived from an
article written by Cristiane Coelho, who peints out that the OECD Report
does not rely on any specific data when listing countries like Russia,
Singapore, China and India as countries which, due to a supposed
¢conomic development, would be able to implement their tax policies
independently of external concessions.?” Coelho’s analysis of countries’
GDP per capita evolution from 1985 to 2005 enables one to conclude
that, due to the enormons gap between countries like the United States
and the United Kingdom, and China and India, it is impuossible to argue
that the latter have the same economic condition as the former, which can
implement their tax policies on their own.2® In any event, the vulnerabil-
ity of developing countries’ economies would still justify the adoption of
tax sparing provisions, since one could not say that the economic growth
alleged by the OECD Report was shared by all developing countries.?®

A fourth argument of the OECD against tax sparing concerns the
allegedly burdensome concessions made by treaty negotiators in
exchange for the obtaining of tax sparing provisions. With regard to this

2+ See Tsilly Dagan, '‘The Tax Treaties Myth' (2000) 32(939) Journal of
Iiternarional Law and Politics 47,

#*  See Dagan, supra note 24, at 51.

% See Brooks, supra note 14, at 528.

2 See Christiane Coelhe, ‘Tax Sparing and Brazil's Tax Treaties’ (2008}
51(8) Tax Netes Imternaiional 690.

28 1hid. 692,

M Ihid. 693,
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argument, Brooks observes that it could be challenged by the mere [act
the OECD Mode! Convention itself deprives the source state of ‘much
needed’ revenue, e.g., by providing for no withholding tax on royalties at
source,®™ As a matter of fact, it is not clear that treaty negotiators would
grant fewer {or smaller) concessions il no tax sparing provision would be
considered, or that such concessions would be smaller than the gains
from such provision. The tax treaty Brazil has signed with Belgium in
1972, for instance, in spite of having a tax sparing clause, provides for
withholding tax rates for dividends, interests and royalties which are
similar to the ones in the treaty signed with South Africa in 2003, which
does not contain such a clause. In summary, one should nat generalize
the idea that treaty negotiators would not be capable of deciding what to
concede.

Fifth, the OECD suggests that there is now a greater awareness
regarding the potential for abuse deriving from tax sparing provisions and
the ineffectiveness of tax incentives in promoling economic develop-
ment.?' However, arguing that a review is necessary due (o the potentizl
for abuse of tax sparing provisions is not cenvincing. If one were 10
consider not including a provision in a treaty because it would be subject
1o abuse, sooner or later no single article of tax treaties would survive. A
more consistent approach to this problem would be to discuss treaty
shopping and treaty abuse in general, adopting clauses which could aveid
both {e.g., limitation on benefits provisions in tax treaties), The mere fact
that there can be abuse is not enough to reject a treaty provision which
would otherwise be interesting to the parties.

Finally, the OECD Report suggests that a tax sparing provision would
have a counterproductive effect as a ol to atract foreign direct
investment, since it would encourage an excessive repatriation of profits
to the residence state.? To this effect, when faced with the existence of a
tax sparing credit on the distributed profits of their subsidiaries, the
foreign investors would be encouraged to return the said profits to the
residence state rather than re-investing them in the source state. This
would only be a valid argument if tax sparing provisions would be time
conditioned. Provided benefits arc the same, investors’ decisions to
repatriate profits should nct be dependent on those provisions.

In conclusion, given the above reasons addressed in its Report, the
QECD recommends that the granting of tax sparing should be considered

3 See Brooks, stpra note 14, at 528,
3 See OECD Report, supra note 2, at 21,
2 Hhid. 22-3.
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by member countries only in regard to countries whose economic level is
considerably below that of the countries within the OECD. Member
countries should, then, employ objective economic criteria o define
couniries eligible for tax sparing.®® At least in the case of the GDP per
capitz criterion, one could argue the absence of reasons for the denial of
lax sparing, as the suggestion that developing countries have achieved a
GDP per capita higher than many OECD member countries is mis-
leading.

IV. RECONSIDERING THE OECD'S
RECONSIDERATION

As one can see from the previous section, the OECD’s reconsideration of
tax sparing is based fundamentally on the idea that tax sparing would be
a mechanism for developed states 10 assist developing states. From an
historical perspective, one should confirm that assumption. In the case of
Brazil, jts first tax treaties were signed with Sweden and Japan because
both countries were prepared to grant tax sparing provisions as pait of
their policy to assist developing countries. This seems to be the view of
treaty negotiators to date. However, matters now have changed for some
countries, as suggested by the OECD Report. The Brazil-Germany treaty
revocation is an example thereof: German authorities would require a
revision of the treaty due to the fact that Brazil would allegedly no longer
be a developing couniry and therefore tax sparing provisions would not
be acceptable,?s

In the previous section, the author has outlined the OECD Reports
arguments for a reconsideration of tax sparing and has identified the
problems or weaknesses in these arguments. Even so, the author accepls
that if tax sparing provisions are considered only as a development
mechanism, it is understandable that the OECD has suggested a recon-
sideration. From the residence state’s perspective, tax treaties aim at
avoiding double taxation. On the basis of capital export neutrality, the
residence state is supposed to reduce its taxes ir an amount equivalent to
the taxes charged in the source state. If taxes are .not collected by the

B Ibid. 42-3,

** See Coclho, sipra note 27, at 693.

** Besides the tax sparing clause, the qualification of income derived from
technical services in Art. 21 (*other income”) by the Brazilizn authoritics and
issues derived from the Brazilian transfer pricing rules should also be pointed cut
as reasons for the revocation of the Tax Treaty with Germany.
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source state, there would be no reason for a credit by the residence siate.
From this point of view, tax sparing appears to offend one of the main
principles of the so-called international tax regime: tax neutrality. As tax
neutrality is recognized as an important principle, this suggests 1!161[ tax
sparing clauses should be avoided. Developed states should instead
choose direct mechanisms to promote state ajd to developing states.

In this section, the author proposes a different way of viewing tax
sparing that enables a reconsideration of the OECD’s recon§iderati0n.
This different approach is based on several arguments: (1) capital export
neutrality is not the only target for international taxation; (2} tax sparing
clauses are not a favor (or aid) granied by the residence siate; and
(3) exemption by the residence state does not increase the scurce staie’s
prerogative.

A. Capital Export Neutrality

The main argument against tax sparing mechanisms seems (o be based on
capital export neutrality. States adopting the credit method argue that
investors should be subject to the same level of taxation in their inbound
and outhound investments. This would avoid a distortion in their deci-
sions and the most efficient allocation of resources would be achieved,
The author argues, however, that there is no international consensus
regarding this perspective. On the contrary, it seems convincing thaii
capital export neutrality does not bring efficiency. Should the tax credit
mechanism work according to its stated aim - i.e,, to neutralize the tax
burden — then the effect of this is not to generate neuirality in investors’
decisions. On the contrary, equalization of tax rates operates as a
mechanism (o convince investors not 1o invest in developing countries
but, instead, to focus their investment on developed countries. To
understand this, first one can make an assumption that there is, in general
terms, some relationship between tax rates and services provided by
states. Although some jurisdictions demand high taxes and do not offer
their taxpayers a corresponding level of services, due to the states’ own
deficiencies, it is generally true that a state will not be able to offer good
services if its taxation is too low. Therefore, one can generally say that if
the jurisdiction charges lower taxes, taxpayers must be prepared io
supplement some services which could otherwise be offered by the state.
Applying this perspective to developed and developing states, one can
consider that developed states will usually impose higher taxes, but on
the other hand, their taxpayers will have a stronger state. Developing
states may have Jower taxes, but one will easily note some deficiencies,
including in infrastructure. In this seenario, neutralizing the tax burden
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would require taxpayers to pay the taxes on the same level, independent
of whether they invest in their own residence state or abroad. This is not
a neutral outcome. Under the same level of taxes, investors wiil prefer to
invest in an environment where infrastructure corresponds to the level of
tax the investor is paying. It does not make sense to invest in a
jurisdiction which offers less infrastructure (unless there are other factors,
such as non-renewable, immobile resources, at play), since investors will
have to pay for services which would otherwise be offered by the state.
In sum, when a developed state adopts capital export neutrality, it invites
its taxpayers to invest locally (or in ancther developed state); investors
will only dare to invest in developing states if their remuneration is high
enough to make such investment attractive in spite of the gap between
{developed state) lax level and (developing state) infrastructure, One
should not be surprised, therefore, if one notes a divergence in the
interest rates derived from investments made in developed states vis-d-vis
those made in developing states,

At an international level,’® capital export neuwtrality is even niore
unacceptable, since it implies keeping relevant resources in developed
states, while developing states need such means for their development.
Furthermore, residence states can tax the income of their resident
taxpayers upon consumption bui source states can only tax the income
upon payment.

Finally, one should note that capital export neutrality is not an aim in
itself, Accordingly, if residence states really consider that taxes should be
neutral, then they would not only tax the {positive) difference between
their taxes and source state taxes: where the laiter would be higher,
residence states should be prepared to reimburse their taxpayers on the
(negative) difference. In reality, no state would reimburse taxes paid to
foreign states. However, this analysis shows that the capital export
neutrality argument of developed states is not applied equally across all
COMntexts.

B, Tax Sparingis Not a Favor Granted by Developed Countries

As already explained, behind the OECD’s reconsideration of iax sparing,
there seems to be a view that tax sparing is a concession granted by
residence countries to multinational investors, to provide a subsidy to
developing states. This is why tax sparing, in the OECD analysis, should

% Sec Vogel, supra note 3,
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only be applicable to tax treaties between developed and developing
countries, and should be seen as an exceptional measure,

This argument has been made by David Rosenbloom and Daniei Hora
de Page, according to whom review of the ‘Brazilian insistence’ as
regards tax sparing would be ‘imperative’, as it would have forbidden
‘serious negotiations’ within the last 4G years.* Under the said authors’
understanding, the Brazilian policy regarding the adoption of tax sparing
clauses would be ‘contradictory” vis-i-vis the position currently occupied
by the country in the international scenario, i.e., tax sparing should only
be granted to developing countries, what would no longer be the
Brazilian case,®®

On the other hand, if one takes into account the fact that tax treaties
share taxing power between two jurisdictions, then one would immedi-
ately recognize thai tax sparing is not a favor granted by the residence
state. Tax (reaties are only negotiated (or applicable) when two juris-
dictions are simultaneously entitled to levy tax on the same event due
from the same taxpayer. Tax treaties apply where double taxation would
otherwise occur. When a country agrees to sign a tax treaty and therefore
agrees to limit its own jurisdiction, it recognizes that its treaty partner
also has jurisdiction in respect of the same event. In other words, by
means of a tax treaty, the two states limit their own taxing jurisdictions,
recognizing their treaty partners’ jurisdiction. Upon signing a tax treaty, a
state accepts that it will not trespass upon some material limits, which are
granted (o its treaty pariner.

Considering an item of income which may be taxed at source up to a
certaig limit, one ¢an see that botii countries have shared their jurisdic-
tion, determining that the source state’s jurisdiction reaches said limit and
the residence state’s jurisdiction begins from that point on. This is very
important to update the discussion concerning tax sparing: cne must keep
in mind that the very same item of incoine would be subject to two
jurisdictions, but they have shared their taxing powers; one jurisdiction is
not supposed to tax beyond its own limits, or it would otherwise tax an
itern of income which was reserved by treaty to the other jurisdiction,
Thus, if the source state taxes foreign residents up to the limit foreseen in
the tax treaty, the residence state will grant a credit eguivalent to such
tax. In other words, the residence state’s jurisdiction begins at the very
same point where the source state’s jurisdiction ceases to exist.

37 Sce H. David Rosenbloom and Daniel Hora do Pago, ‘Consideragles sobre

a negociagio de um trutado para evitar a dupla tributagio da renda com os EUA
i 174 Revista Dialérica de Direite Tribuidric (Sio Paulo: Dialética, 2010) 25,
B Ihid. 18-19.
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When, however, the source state decides not to tax said item of
income, the residence state claims that no credit should be granted. One
can understand that, a5 a matter of practice, the residence state would tax
an amount originally under the jurisdiction of the source state.

In other words, the basic credit mechanism only works as a tool to
share taxing jurisdictions if the source state exercises its taxing power in
a positive way, i.e., if it fully taxes the item of income granted to it. If,
however, the source state decides to exercise its taxing jurisdiction in a
negative way, Le., if it decides not to tax the item of income, then the
residence state claims its right to tax the same item.

As the basic credit mechanism is currently structured, therefore, the
residence state deoes not seem to be prepared o recognize that it has
originally shared tax jurisdiction with its treaty partner. t does not
recognize its (reaty partner’s right to fully exercise its jurisdiction on the
amount reserved te it. The credit method does not work as a mechanism
to share jurisdictions between two equally entitled jurisdictions, On the
contrary, the residence state keeps a “gun to the head” of the source state,
forcing it to tax the amount which was granted to it. The source state’s
sovereign right to exercise its jurisdiction is therefore disregarded: the
residence state believes that taxation by the source state would be a
concession under the treaty, but where the source state decides not to tax,
then the residence state would keep its tax jurisdiction on the full
amount,

The author argues that, from this perspective, one can see that tax
sparing (especially the matching credit approach) is a mechanism aimed
at correcting the distortion in the basic credit mechanism. By means of a
tax sparing clause, the residence state recognizes the source state’s right
to tax or not o fax an item of income which was granted to iis
Jjurisdiction,

Thus, a tax sparing clause (matching credit) is not a favor granted by
the residence state. By means of its adoption, the residence state simply
confirms that it has no 1axing right on an item of income which was
granted io the source state.

C. Exemption by Residence State

When the residence state claims that tax treaties aim to avoid double
taxation and therefore no credit should be granted where the source state
exempls an item of income, one should also ask whether the same
principle should be applied in the opposite case, i.e., if the residence state
exempts an item of Income which would be taxable in the source state.
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By means of tax treaties, source states usually limit their own laxing
power to a level established therein, which tends to be less than the
amonnt which would normally be due from non-residents under domestic
source state tax law. A good explanation for this is that the source state’s
limits are necessary in order to grant a (residual) taxing power to the
residence state.

If one were to apply the same arguments against tax sparing in this
situation, then one would claim that where a residence state does not tax
an item of income, then no limit shovld be applicable to the taxation of
the source state, since there would be no risk of double taxation.

Thus, if a country rejects tax sparing provisions, it should also accept
that the source state’s limitations are only applicable if the residence state
taxes lhe same item of income. In other words, since residence states
usually argue that tax treatics’ sole objective is to avoid double taxation,
then tax treaties should not limit source states’ taxaticn if residence states
do not tax an item of income {or if they tax such item of income up (o a
level lower than the one which would be applied by the source state).
This would imply a complicated reverse credit mechanism, whereby the
source state would be entitled to tax the item of income {or to complete
the taxation) if the residence state would not do so,

Of course, such a mechanism, besides being very complicated, has
never been considered in any known tax treaty. It is only presented here
as an argument to show that the residence state’s claim to tax an amount
reserved to the source state has another side, which should be taken into
account. Although it seems absurd to consider a ‘residual’ tax power of
the source state, the argument is not different from the one employed by
residence states when they ¢laim the prerogative to tax an item of income
reserved by the treaty to the source state.

V. CONCLUSION: TAX SPARING, JURISDICTION AND
TERRITORIALITY

This chapier shows that there has been a misunderstanding when
countries discuss the adoption of tax sparing in their treaties. From a
traditional (residence state) perspective, tax sparing is perceived to be a
concession given by developed states to developing states. Lf this analysis
is correct, then it makes sense to reconsider such a mechanism and its
efficiency, as is proposed in the QECD Report.

However, the author has argued in this chapter that tax sparing
(especially if a 1ax matching provision is adopted)} may be seen, instead,
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as a mechanism of (partial) recognition of territoriality.? That is, by this
mechanism, residence states would recognize source states’ sole juris-
diction over (part of) the income. If source states decide to grant a (ax
incentive, this is to be considered a unilateral sacrifice made by the latter,
which does not affect residence states, since the subject is beyond their
jurisdiction,

It is therefore argued that il is time to reconsider tax sparing, but not in
the sense of the OECD's reconsideration. Instead of simply rejecting tax
sparing provisicns, the author argues that they should be reinvigorated
and expanded to treaties between developed countries as well, Not only
developing, but also developed couatries should be granted the preroga-
tive of deciding their tax policy within the jurisdiction reserved to them
by the treaty. Tax sparing would be a step forward in the direction of the
recognition of each state’s tax jurisdiction. The exercise of said jurisdic-
tion may be cqually done by means of taxing or not faxing an item of
income.

From a practical perspective, it is further argued that matching credit
provisions are more convenient than tax sparing sensu stricto, since the
latter would depend on the analysis of internal legislation of the source
state (usually states list the benefits to be observed). Matching credit
provisions, on the other hand, simply respect the jurisdiction of the
source state, establishing the point where the jurisdiction of the residence
state begins.

¥ See Vogel, supre note 8, Art. 23, Rz 193, 1648,
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