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I.  The Role of Tax Sparing in Facilitating Investment in Low-Income Countries  

One of the problems presented by an increasingly integrated world is whether or not 

one state has an obligation to protect the incentive plans designed and implemented 

by its global “neighbours”.  In international tax, for example, policy makers and 

scholars have entered into vigorous debates about the sensibility of tax incentive 

regimes designed to attract foreign investment, and about the need for other countries 

to preserve the effectiveness of those tax incentives.  While the argument that one 

state ought to preserve the incentives provided by another might be weak where both 

states are high-income, developed, countries, the case for the preservation of tax 

incentives is likely stronger in the context of the development of low-income 

countries.  This paper explores high-income countries’ obligations to recognize and 

preserve the efforts of low-income countries to provide tax incentives. 

 

Low-income countries might decide to attract foreign investment by providing a low-

tax environment.  That environment may be a general one, where a low rate of tax is 

applied to all foreign investment activities in the jurisdiction, or it may be of a more 

targeted nature, for example, tax breaks may be provided for foreign investment in 

particular types of manufacturing activities, or for foreign investment in particular 

types of technology.  However, because the domestic tax regimes of most modern 

high-income states impose a tax on residents’ world-wide income, the effectiveness of 

these low-income country incentive strategies is reduced.   

 

To illustrate, assume a Canadian resident earns $100 of business profits when she 

invests in manufacturing activities in Bangladesh.  Normally, assuming she has 

sufficient presence in Bangladesh, the Canadian resident would be subject to tax on 

her business profits in Bangladesh at its business tax rate.  If Bangladesh’s business 

tax rate is 30%, the Canadian resident would remit $30 to the Bangladesh 
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government.  She would also be subject tax in Canada on her world-wide income 

(which would include the $100 profits from her Bangladesh activities).  If her only 

income is the Bangladesh profits, and assuming that the Canadian tax rate on business 

income is 40%, she would owe $40 to the Canadian government.  In the absence of 

any relieving rules, the Canadian resident would have paid $70 tax on her $100 of 

income ($30 to the Bangladesh government, and $40 to the Canadian government). 

 

However, Canada, like most high-income nations, unilaterally grants a foreign tax 

credit to relieve Canadian residents from double tax.  Therefore, the Canadian resident 

would not actually pay $70 tax.  Instead, the foreign tax credit, if it works perfectly, 

will reduce the Canadian tax liability by the amount of the tax paid to the government 

of Bangladesh – in this illustration, by $30.  Therefore, the Canadian resident would 

pay $30 to the Bangladesh government, and $10 to the Canadian government.  The 

result is that, from a tax perspective, the Canadian resident should be indifferent 

between earning $100 in Canada and $100 in Bangladesh.   

 

Now, assume that Bangladesh provides a five-year no-tax period for foreign 

investment in manufacturing activities.  If a Canadian resident earns $100 from 

investing in manufacturing activities in Bangladesh, she will not be subject to tax in 

Bangladesh as a consequence of this tax holiday; however, because Canada imposes 

tax on her worldwide income, she will be subject to $40 Canadian tax on her $100 

profit.  Therefore, the incentive provision in Bangladesh has simply served as a $30 

transfer from Bangladesh’s fisc to Canada’s, without providing any apparent incentive 

at all to the Canadian investor, who has paid the same amount of tax. 

 

Tax treaties, bilateral agreements between two jurisdictions, provide a mechanism for 

the preservation tax incentives.  In negotiating a tax treaty, two jurisdictions may 

decide that one of them will preserve the tax incentive provided to foreign investors in 

the other jurisdiction.  The common mechanism used to preserve the tax incentive is 

referred to as a tax sparing provision.  Tax sparing provisions preserve the tax 

incentives granted by one jurisdiction (normally a low-income jurisdiction) by 

requiring the other jurisdiction (normally a high-income jurisdiction) to give a tax 

credit for the taxes that would have been paid had the incentive not been granted.  To 

revert to the illustration provided earlier, if Canada and Bangladesh agreed to a tax 
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sparing provision in their tax treaty, Canada would agree to grant its resident a $30 tax 

credit for Bangladesh tax, even though Bangladesh itself did not actually collect that 

$30.  Therefore, Canada would continue to receive the $10 it would have received in 

the no-incentive scenario, and Bangladesh’s attempt to provide a tax incentive for the 

particular type of activities would be preserved.   

 

Tax sparing provisions may take a number of design forms.  In some tax treaties, one 

country guarantees that it will extend its domestic foreign tax credit to notional 

amounts that would have been paid had a tax in fact been imposed in the other 

country.  In other tax treaties, a mechanism sometimes referred to as a ‘matching 

credit’ system is employed.  In those treaties, the tax credit is not connected directly 

to a particular incentive program, but it is limited to a particular type of payment.  So, 

for example, a withholding tax rate may be deemed to be higher than it in fact is.  In 

other words, the high-income country may provide a tax credit for a withholding tax 

rate of 20%, even if the rate imposed by the low-income country is only 10%.  

Whether the tax sparing arrangement is provided for by the grant of a credit for 

notional taxes that would have been paid on the profits earned in a specific activity, or 

by the provision of a higher withholding tax rate than that which is in fact exacted 

should not affect the evaluation of the effectiveness of these kinds of provisions, and 

therefore, both possible mechanisms are captured in this paper by the phrase ‘tax 

sparing’. 

 

Whether or not a particular treaty provision might be characterized as a tax sparing 

provision, is, of course, as contested as the broader question of whether or not a 

particular provision might be considered a tax expenditure.  So, while some 

provisions are widely considered to be tax sparing provisions (for example, where an 

exemption from taxation for particular types of business activities is granted by the 

source state), other types of provisions are more contested.  To provide an illustration 

of the later, under the US tax treaty with Germany, US taxpayers are treated for US 

purposes as though they have paid a 15 percent withholding tax on dividends to the 

German government, even though only a 10 percent withholding tax rate is imposed.  

The role of the 5 percent credit is to act as a proxy for the shareholder/corporate tax 

integration offered under the German domestic tax regimes.  One way of 

characterizing this 5 percent credit, then, is as a tax sparing provision; another way of 
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characterizing the credit is as a proxy for some degree of corporate/shareholder tax 

integration (and not as a tax incentive).1 

 

This paper proceeds in three parts.  In Part II, the history of tax sparing provisions is 

explored.  Although widely used by many high-income countries in their tax treaties 

with low-income countries between the 1970s and 1990s, tax sparing provisions have 

fallen into disfavour in a number of jurisdictions, and their use has been cautioned by 

international agencies, such as the Organization for Economic Cooperation and 

Development.  Part III reviews the arguments for and against the use of tax sparing 

provisions, and argues in favour of their limited use.  Part IV compares the use of tax 

sparing provisions by Australia, Canada, the United Kingdom, and the United States.  

While Australia, Canada, and the United Kingdom have entered into a large number 

of treaties with tax sparing provisions, the United States has consistently refused to 

agree to tax sparing.  The final part offers some concluding comments, including 

some reflections on how countries might employ tax sparing provisions in their future 

treaties. 

 

II.  History of Tax Sparing Provisions 

 

 

III.  The Strong Case Against the Use of Tax Sparing Provisions  

 

Some commentators have argued strongly in favour of tax sparing provisions in tax 

treaties with low-income nations.  Several of those commentators have emphasized 

the importance of these provisions to low-income countries, reporting that their 

inclusion is so important that at least some low-income countries have not concluded 

tax treaties because of the unwillingness of high-income states to agree to tax 

sparing.2  The United States is particularly noteworthy in its refusal to provide for tax 

                                                 
1 See Kathleen Matthews, “Spare the Tax, Spoil the Developing Country:  No Dent in U.S. Tax Treaty 
Policy” (20 July 1990) Tax Notes Today 151-8. 
2 See, for example, Margalioth at 193 (“I therefore propose that FTC countries that are home to 
investors making FDI in developing countries either exempt or apply tax-sparing provisions to income 
generated in developing countries.  This will make FDI more attractive in developing countries offering 
tax incentives for two reasons.  First, it saves the costs that currently are incurred to avoid the home 
country tax.  Second, to the extent that investors pay tax to their home country on foreign-sourced 
income from developing countries, this proposal eliminates the tax and directs the tax incentive 
benefits to the investor.”)  Damian Laurey, “Reexamining U.S. Tax Sparing Policy with Developing 
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sparing.3  Its position on this issue has reportedly resulted in its failure to conclude tax 

treaties with several major low-income countries, including Brazil.4  However, while 

some commentators have argued vehemently in favour of tax sparing provisions, 

others have argued just as vehemently against them.5  In fact, many of the 

international organizations that originally supported the use of tax sparing to preserve 

low-country tax incentives have changed their perspective and now rail against their 

use.  Despite this trend against the use of tax sparing to preserve tax incentives 

thought to spur foreign investment, it seems that among low-income countries tax 

incentives have become increasingly common.6 

 

Tax sparing provisions present conceptually different issues than the debate about 

how tax revenues derived from income with a nexus in more than one jurisdiction 

should be shared.  In determining how to allocate revenue over which two 

jurisdictions might justifiably claim taxing entitlement, it makes sense to consider a 

range of issues, including the inter-nation equity of any particular means of allocating 

the revenue base.  On the other hand, tax sparing involves a consideration of whether 

                                                                                                                                            
Countries:  The Merits of Falling in Line with International Norms” (2000) 20 Va. Tax Rev. 467; Yong 
Suk Oh, “A Critique of U.S. Policy on the Tax Sparing Credit, From the Perspective of Less Developed 
Countries” (1987) 15 Korean J. Comp. L. 38 at 65 (“To borrow a phrase, the United States, in its policy 
against the tax sparing credit, it [sic.] giving up a bird in the hand for only one in the bush.”).  Some 
commentators argue in favour of even more broadly based exemptions for income earned in developing 
nations.  See, for example, Karen Brown, “Missing Africa:  Should U.S. International Tax Rules 
Accommodate Investment in Developing Countries?” (2002) 23 U. Pa. J. Int’l Econ. L. 45 at 51 (“This 
Article proposes what some may view as a radical revision of the U.S. system of taxation of foreign 
source income.  In particular, it advocates a shift to an exemption system in which income derived from 
investment in sub-Saharan nations is free of U.S. income taxation.  This experimental regime would 
expire at the end of a ten- or fifteen-year period.  That period would begin on the effective date of an 
income tax treaty between the United States and the African nation.”) 
3 Although the U.S. was originally open to the idea of granting tax sparing provisions in its tax treaties, 
largely influence by Stanley Surrey, U.S. tax treaty policy quickly changed to one of an outright refusal 
to include tax sparing provisions in its tax treaties.  To date, therefore, no U.S. tax treaties contain tax 
sparing provisions.   
4 Richard Mitchell, “United States-Brazil Bilateral Income Tax Treaty Negotiations” (1997) 21 
Hastings International and Comparative Law Review 209 at 209.  In contrast it is possible that 
Canada’s most generous tax sparing provision is with Brazil.   
5 See, for example, Deborah Toaze, “Tax Sparing:  Good Intentions, Unintended Results” (2001) 49 
Canadian Tax Journal 879 (at ? “Tax sparing started out as a well-intentioned foreign aid tool.  Good 
intentions, however, are rarely sufficient to achieve concrete goals.  There is little evidence to support 
the assertion that tax-sparing aid has resulted in better quality or more economic development than that 
which has been achieved through traditional foreign aid programs.  At the same time, the opportunities 
for unintended tax results have expanded over the years as international financiers have devoted efforts 
to the engineering of new structures to take advantage of arbitrage opportunities.  There seems to be a 
significant discrepancy between the original good intentions and some of the real life consequences of 
tax sparing.”). 
6 Alex Easson, “Tax Incentives for Foreign Direct Investment Part II: Design Considerations” (2001) 
55 International Tax Bulletin 365 at 365. 
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or not the particular incentive is a sensible spending program for the developed nation 

– to this end, the same analysis should be employed as the analysis of whether a 

domestic tax expenditure makes sense. 

 

In other words, it makes sense to consider tax sparing as a form of government 

spending by a developed country.  The developed country has a right, generally 

pursuant to its right to tax the revenue of its residents, to tax the particular activity.  

When a tax sparing provision is agreed to, the developed country forgoes that right to 

tax.  However, this is not a question of revenue allocation, because the developing 

country has also forgone its right to tax the income.  In this case, the developed 

country has a justifiable stake in the sensibility of the tax incentive provision that the 

developing country has enacted because it has foregone revenue not based on some 

principle of inter-nation equity, but rather based presumably on some analysis of the 

economic sensibility of the incentive itself.   

 

A.  The Arguments Against Providing Subsidies to Developing Nations Through 

Tax Sparing 

1.  In Many Cases, Tax Sparing Provisions are Unnecessary to Preserve Tax 

Incentives 

 

Tax sparing provisions play their most significant role in cases where the foreign 

investor is taxed in both their residence and source countries in the year that the 

profits are earned; however, where an investor can defer the taxation of profits in the 

country of residence, possibly indefinitely, the importance of a tax sparing provision 

diminishes, often to the point of irrelevance.  In many countries, for example, in 

Canada, where a resident carries on business in a foreign jurisdiction through a 

corporation resident in that foreign jurisdiction, active business profits of the foreign 

corporation are not at attributed to the ‘home country’ investor on a current basis.  

Therefore, if a low-income country were to exempt the business income of the 

company resident in its jurisdiction from tax, and the company resident in that 

jurisdiction simply reinvested the profits in the foreign jurisdiction, there would be no 
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need for tax sparing.7  The same general result, but on a grander scale, occurs where 

the country of residence adopts a broader-based exemption approach, and does not tax 

income earned in the source country.8  In these cases, the income simply would not be 

subject to tax in two jurisdictions.  Therefore, a tax sparing provision is not required 

to preserve the tax incentive. 

 

2.  Within the Limited Scope of their Application, Tax Sparing Provisions Distort 

Capital Export Neutrality 

 

One of the economic goals of the design of international tax rules is to achieve capital 

export neutrality.  In other words, in the absence of reasons to provide particular 

incentives, in designing international tax rules, countries should seek to provide an 

environment where investment decisions of their residents can be made without tax 

bias in favour of domestic or foreign investment.  This principle is undermined by tax 

sparing provisions, which create an incentive for a high-income country’s residents to 

invest in low-income countries with tax sparing arrangements in order to obtain a 

lower tax cost for their investments.  Therefore, tax sparing provisions violate the 

principle of capital export neutrality.  This violation may be justifiable, however, if 

the incentive created by the tax sparing provision is justifiable. 

 

3.  Tax Sparing Provisions Create Incentives to Repatriate Profits 

 

Where income earned in a low-income country is subject to a tax sparing agreement 

that significantly reduces or eliminates the tax that would otherwise be paid in the 

low-tax jurisdiction, investors have an incentive to immediately repatriate profits.  In 

contrast, if the income were not subject to a tax sparing agreement, but instead were 

simply subject to a lower rate of tax in the low-income country, the investor would 

have an incentive to reinvest the income in the low-income country.  Although the 

efficiency of such a decision might be questioned, as a mechanism for development, 

presumably it makes more sense to encourage reinvestment in stable and on-going 
                                                 
7 As has been pointed out by finance scholars, this is not entirely true.  To the extent that the profits 
reinvested are eventually repatriated, all other factors being equal, the ultimate home tax should be the 
same in present value terms (because the tax on the eventual repatriation should reflect the growth 
profits in the foreign jurisdiction). 
8 As is essentially the case in Canada where, speaking generally, we exempt repatriated profits paid out 
of exempt surplus if we have a tax treaty with the foreign jurisdiction. 



 8

activities in low-income countries rather to provide no incentive for investors, once 

they have invested in a low-income jurisdiction, to continue to reinvest their profits 

there.   

 

4.  Tax Sparing Provisions are Difficult to Target 

 

The only purpose for permitting tax sparing is to encourage foreign investment of a 

particular type into a low-income country.  Therefore, a tax sparing provision only 

makes sense if it encourages investors in the high-income country to invest in the low-

income country, and they would not already have done so.  If the same investors 

would have invested in the low-income country anyway, then all the government has 

done is foregone revenue.  It is impossible, of course, to separate in any satisfactory 

way investments that would occur in the absence of the incentive, from those that 

would, and to target the incentive only to the later.  Therefore, although it is 

impossible to distinguish the investments that are made as a result of tax sparing 

provision from those that would not have been made in its absence, it is inevitable that 

the tax inventive protected by tax sparing will be over-inclusive. 

 

It is also difficult to assess precisely who receives the tax subsidy.  For the subsidy to 

be effective in encouraging new investment, presumably it must be the investors who 

receive it.  However, if instead investors know that the incentive is likely to be passed 

on to consumers of the end products in the form of lower prices for goods and 

services produced in the country, offering the incentive may not have an effect on the 

investors’ decision-making.   

 

5.  Tax Sparing Provisions only Attract the Investment of Taxable Businesses 

 

To the extent that one of the main purposes of tax sparing provisions is to attract as 

many businesses as possible to a particular low-income jurisdiction, tax sparing 

provisions are only effective as an incentive for taxable businesses.  Where a business 

will not be subject to tax – either because it has accumulated losses, is a non-taxed 

entity, or is a start-up business that is unlikely to earn profits for some time – tax 

sparing provisions do not operate as incentives.  A functionally equivalent incentive, 

for example, a direct grant, would, however, operate as an incentive for these firms. 
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6.  Tax Sparing Provisions Are Likely Ineffective at Encouraging Investment  

 

The argument that tax sparing provisions help developing countries increase their 

foreign direct investment assumes that a reduction in taxes payable will encourage 

enterprises to invest in low-income countries.  The literature on the effect of tax 

incentives on business location decisions is mixed, and the effects of tax incentives 

are notoriously hard to measure because, among other issues, there are so many 

independent variables to control for, what constitutes foreign direct investment is 

defined differently, and cross-country comparison are complicated.9 Although 

historically there was little or no evidence that tax incentives actually influence firm 

location decisions, in recent years, there is some evidence that tax rates and incentives 

likely play at least a minor role in the decision of an enterprise to locate its activities 

in a jurisdiction.10   However, in many cases, tax rates and incentives continue to be 

dwarfed by important factors like market size, labour cost, infrastructure quality, 

growth of industrialization, level of foreign investment, and other stability and 

government factors.11  To the extent that tax incentives might influence the location of 

business activities, that is much less likely to be the case where the country is a 

developing country.12  In addition, it is hard to imagine in many cases, particularly 

                                                 
9 See Robert Lipsey, The Location and Characteristics of U.S. Affiliates in Asia (National Bureau of 
Economic Research, Working Paper No. 6876, 1999). 
10 See, for example, the summary provided by Alex Easson, who notes “[r]ecent evidence does suggest 
that tax considerations are an increasingly important factor in investment decisions and … special tax 
incentives have become substantially more effective as instruments for attracting FDI than they were 
10 or 20 years ago” Alex Easson, “Tax Incentives for Foreign Direct Investment Part I:  Recent Trends 
and Countertrends” (July 2001) International Bureau of Fiscal Documentation 266 at 266. 
11 See the summary of relevant factors presented by Paul McDaniel, “The U.S. Tax Treatment of 
Foreign Source Income Earned in Developing Countries:  A Policy Analysis” (2003) 35 Geo. Wash. 
Int’l L. Rev. 265 at 280. 
12 See, for example, David Wheeler & Ashoka Mody, “International Investment Location Decisions:  
The Case of U.S. Firms” (1992) 33 J. Int’l Econ. 57 who state that “[i]n the early phases of 
development, the important variables do seem to involve incentives such as tax breaks.  Investors 
seems to prefer good quality infrastructure to tax incentives, for example, since the latter have limited 
potency…”  For articles on the influence of tax incentives of locational decisions generally see Michael 
J. Boskin & William G. Gale, “The Effects on Tax Policy on the International Location of Investment” 
in The Effects  of Taxation on Capital Accumulation 214 (Martin Feldstein ed., 1999); James R. Hines, 
Jr., “Lessons from Behavioral Responses to International Taxation” (1999) 52 Nat’l Tax J. 305.  W.S. 
Clark, “Tax Incentives for Foreign Direct Investment:  Empirical Evidence on Effects and Alternative 
Policy Options” (2000) 48 Canadian Tax Journal 1139 (“Empirical work using improved data 
measuring FDI offers convincing evidence that host country taxation does indeed affect investment 
flows.  Moreover, recent work finds host country taxation to be an increasingly important factor in 
locational decisions.”)  James R. Hines, Jr., “Tax Sparing and Direct Investment in Developing 
Countries” in International Taxation and Multinational Activity, James R. Hines Jr., ed. (Chicago:  
University of Chicago Press, 2001) at 41 (Hines finds that tax sparing provisions can provide effective 
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cases where there are strong trade protections, or significant subsidy regimes in high-

income countries, for example, in the agricultural area, that some relatively minor tax 

concession would come anywhere near being significant enough to draw investment 

away from high-income countries.13 

 

7.  If Tax Sparing Provisions Do Encourage Additional New Investment, they Likely 

Draw That Investment Away from other Low-Income Countries 

 

While the literature on the effect of tax incentives on business location is useful in the 

low-income country context, it overstates the possible cases where a tax sparing 

provision would make a difference for low-income countries generally.  As noted 

above, in most cases, the effect of tax incentives literature explores the decision of 

where to invest in high-income countries.  Where tax sparing is an issue, the country 

for potential investment is a low-income.  One imagines that in these cases, the 

potential investor is not choosing between investing in, say, France, and investing in 

Bangladesh.14  Presumably the non-tax factors, such as the education of the labour 

force, political stability, economic factors like the inflation rate, and legal protections, 

for example, dwarf the tax differences between jurisdictions.15  Instead, the investor 

who is indifferent between different jurisdictions, and who is considering investing in 

the low-income country in question, is likely deciding between investing in one of 

several low-income countries.  In this case, assuming that taxes do affect investment 
                                                                                                                                            
incentives to investment.  His results “indicate that tax sparing is effective in stimulating FDI.  
Japanese firms locate a much higher fraction of their foreign investment in countries with whom Japan 
has tax sparing agreements than do U.S. firms.  Furthermore, host governments appear to grant 
Japanese firms significant tax reductions that are not available to their U.S. counterparts.  All other 
things being equal, tax sparing agreements are associated with 140-240 percent higher FDI levels and 
23 percent lower tax rates on FDI”) 
13 Paul McDaniel, “The U.S. Tax Treatment of Foreign Source Income Earned in Developing 
Countries:  A Policy Analysis” (2003) 35 Geo. Wash. Int’l L. Rev. 265 at 279 asserts, “It seems 
unlikely that any tax-based incentive for FDI could have any significant impact in the agricultural 
sector in light of the power of the combined subsidy/tariff regimes that developed countries have 
adopted.” 
14 In a study of the decision to invest domestically or abroad, Devereaux and Freeman concluded that 
tax incentives generally do not affect an investor’s decision; however, they also found that once a 
company does decide to invest abroad, tax rates may affect investment location decisions.  See Michael 
Devereaux & Harold Freeman, “The Impact of Tax on Foreign Direct Investment:  Empirical Evidence 
and the Implications for Tax Integration Schemes” (1995) 2 Int’l Tax & Pub. Fin. 86.  See also Mihir 
Desai & James R. Hines Jr., “Foreign Direct Investment in a World of Multiple Taxes” (National 
Bureau of Econ. Research, Working Paper No. 8440, 2001). 
15 Noorbakhsh, Paloni, and Yousseff found that one of the most important determinants of the location 
of foreign direct investment in developing country was the human capital of the developing country.  
See Farhad Noorbakhsh et al., “Human Capital and FDI Flows to Developing Countries:  New 
Empirical Evidence” (2001) 29 World Dev. 1593.   
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location decisions, all the high-income country has managed to do in agreeing to the 

tax sparing provision is divert investment from one low-income country to another, at 

the cost of government revenue to the low-income countries as a group.16     

 

8.  Assuming that Tax Sparing Provisions are Effective at Encouraging Investment, to 

be Worth Employing the Incentive, the Revenue Loss Should be Offset by Positive 

Spillover Effects for the Economy 

 

In order for a tax incentive for investment to make sense, presumably it should result 

in more positive domestic spillover benefits like economic growth, technology 

transfer, and increases in human development than the tax incentive itself costs the 

government in forgone tax revenue and in negative spillover effects like increased 

inequality, environmental degradation, erosion of the tax base, and a decline in the 

competitiveness of local producers.17  Again, quantifying both the spillover effects 

(positive and negative), and measuring the cost of the expenditure is notoriously 

difficult.  The evidence that foreign direct investment actually creates such spillover 

effects is mixed,18 but there is at least some evidence that the cost of the forgone 

                                                 
16 Although tax considerations may not dominate the initial decision to invest abroad, once an 
enterprise has decided to invest in a particular region, tax incentives may affect the decision of where 
within the region to locate the investment.  See Alex Easson, “Tax Incentives for Foreign Direct 
Investment, Part I:  Recent Trends and Countertrends” (2001) 55 Bulletin for International Fiscal 
Documentation 266 at 267.  
17 See te Velde at ?. 
18 See, for example, Gordon Hanson, Should Countries Promote Foreign Direct Investment?  
UNCTAD/GDS/MDPV/G24/9 (G-24 Discussion Paper No. 9, 2001), at hppt://ksghome.harvard.edu/~; 
Dani Rodrik, The New Global Economy and Developing Countries:  Making Openness Work 
(Overseas Dev. Council, Johns Hopkins U. Press, Policy Essay No. 24, 1999) at 37 (“[t]oday’s policy 
literature is filled with extravagant claims about positive spillovers from [FDI but]…the hard evidence 
is sobering.”]; Dirk Willem te Veldae, Policies Towards Foreign Direct Investment in Developing 
Countries: Emerging Best Practices and Outstanding Issues 6-9 (2001) 
http://www.odi.org.uk/IEDG/Meetings/FDI_Conference/DWPaper.pdf ; Farhad Noorbakhsh et al., 
Human Capital and FDI Flows to Developing Countries:  New Empirical Evidence, (2001) 29 World 
Dev. 1593; and Paul R. McDaniel, “The U.S. Treatment of Foreign Source Income Earned in 
Developing Countries:  A Policy Analysis” (2003) 23 Geo. Wash. In’tl L. Rev 265 at 283 (“If…it may 
be possible under specified circumstances for developing countries to affect locational decisions of 
MNCs investing abroad by offering tax incentives, is it a good idea that they do so?  The economic 
evidence does not provide much in the way of a positive answer.”).  Nov concludes “[i]t cannot be 
presumed that the net economic impact of FDI will in all circumstances be positive [in developing 
countries].  I have demonstrated that there are various cost issues that are associated with the granting 
of tax incentives, and that the benefits of FDI for host countries might be insufficient to justify FDI 
promotion policies.  Consequently, countries are advised to refrain from providing tax incentives to 
FDI” at 699-700.   Vito Tanzi and Howell H. Zee, “Tax Policy for Emerging Markets:  Developing 
Countries” (2000) 53 National Tax Journal 299; David Wheeler & Ashoka Mody, “International 
Investment Location Decisions:  The Case of U.S. Firms” (1992) 33 J. Int’l Econ. 57; Robert E. Lipsey, 
‘The Location and Characteristics of U.S. Affiliates in Asia” (National Bureau of Economic Research, 
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revenue may well not be worth the benefit.19  At the very least, our knowledge about 

the relationship between foreign direct investment and human development warrants 

scepticism about straightforward claims that foreign direct investment alone is 

sufficient to raise levels of human development in low-income countries.  Instead, the 

evidence suggests that to be effective, such investment must be coupled with 

infrastructure development, stable political climates, and an educated and healthy 

workforce.20   

 

9.  Time-Limiting Tax Sparing Creates Perverse Incentives 

 

Many advocates for tax sparing argue that their provision should be subject to a sunset 

clause.  The advantage of a time limit is that the tax revenue loss to the jurisdiction is 

restricted.  While this approach may make sense because it provides a limit on the tax 

expenditure provided by the low-income country, it does create a relatively unstable 

and inconsistent environment for investment.  Because the benefit granted is subject 

to a sunset, it may result in enough incentive to encourage investors to enter into the 

market while the provision is in place, but not enough incentive to keep them there 

once the tax incentive disappears.21  In addition, since the income earned that qualifies 

                                                                                                                                            
Working Paper 6876 (1999). But see James R. Hines Jr., Tax Sparing and Direct Investment in 
Developing Countries, Working Paper 6728 (Cambridge, MA:  National Bureau of Economic 
Research, September 1998 (“[a]ll other things being equal, ‘tax sparing’ agreements are associated with 
140% - 240% higher FDI (foreign direct investment) levels and 23% lower tax rates on FDI.” at 3.)  E. 
Borensztein et al, “How Does Foreign Direct Investment Affect Economic Growth?” (1998) 45 J. Int’l 
Econ. 115 (The study finds that foreign direct investment correlates with economic growth and 
technology transfer, provided the country has a minimum level of human development, “our results 
suggest that FDI is in fact an important vehicle for the transfer of technology, contributing to growth in 
larger measure than domestic investment… . There is a strong complimentary effect between FDI and 
human capital… .  Our results are supportive of a crowding-in effect, that is, a one-dollar increase in 
the net inflow of FDI is associated with an increase in total investment in the host country of more than 
one dollar.”  (at 117 – 118))  
19 See, for example, Alex Easson, “Tax Incentives for Foreign Direct Investment, Part I:  Recent Trends 
and Countertrends” (2001) 55 Bull. For Int’l Fiscal Documentation 266 at 272.  Easson reports that in 
Liberia the costs of establishing the infrastructure for an export-processing zone were $15 million, but 
that that expenditure resulted in only 50 jobs and $650,000 investment. 
20 See te Velde at 14 – 17.  See also Yitzhak Hidari, “The Role of Tax Incentives in Attracting Foreign 
Investment in Selected Developing Countries and the Desirable Policy” (1990) 24 Int’l Law 121.  
(Yitzhak concludes that tax incentives do not affect an investor’s decision to invest in a developing 
country, but do affect decisions on reinvestment and repatriation.)  See also E. Borensztein et al., “How 
Does Foreign Direct Investment Affect Economic Growth?” (1998) 45 J. Int’l Econ. 115. 
(Borensztein’s study found that in order to benefit from foreign direct investment, a developing country 
must achieve a minimum level of human capital development). 
21 See the critique of tax holidays levelled by Easson (Part II), supra note? at 371.  (“Most studies have 
concluded that short tax holidays are rarely effective in attracting investment, other than short-term, 
‘footloose’, projects.  Short tax holidays are of the greatest value to short-term investments that can be 
expected to show a quick profit… .  Since [quick profit sectors are] highly mobile, however, it is not 
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for the tax incentive is subject to a lower tax rate for the high-income-country 

investor, the provision of tax sparing encourages investors to repatriate their income, 

and not to reinvest that income in the developing country. 

 

10.  Tax Sparing Provisions Reduce Tax Revenue earned by Low-Income Country 

Governments and Provide Windfalls to High-Income Country Investors 

 

The effect of tax sparing provisions is to reduce the costs of engaging in particular 

activities in a low-income country by reducing the tax payable in that country.  

Assuming the activity would occur in a low-income country in any event, that means 

a reduction in the revenues of low-income country governments, and a transfer of that 

revenue to the investors, who are not likely to be residents of the high-income 

country.22  It seems difficult to justify providing a direct subsidy to (largely 

multinational) enterprises resident in high-income countries that undertake activities 

in low-income countries simply because of the decision to undertake a tax-subsidized 

activity, without regard, for example, to the spillover effects (or lack thereof) to the 

low-income country.  In addition, the revenue loss to low-income countries is 

significant because it erodes the ability of those governments to provide vital public 

infrastructure. 

 

11.  Tax Sparing Provisions Exacerbate Inter-Nation Inequities and Encourage Tax 

Competition Among Developing Countries 

 

Instead of providing incentives for investment that would not have otherwise been 

made, a tax sparing provision may simply lure investment away from another low-

income nation.23  Empirical studies generally suggest that tax incentives do not 

                                                                                                                                            
uncommon for a firm to enjoy a tax holiday in one country and, when it expires, to move its entire 
operation to another country that is willing to give a new holiday.  Consequently, the benefit to the host 
country may be quite limited.  Longer holidays are obviously likely to be a more effective inducement, 
but they increase the cost to the host country in terms of the amount of tax foregone.  The cost cannot 
be estimated in advance, nor is it related in any way to the amount of the investment or to the benefits 
that it is hoped will accrue to the host country.” [footnotes removed]) 
22 But see Margalioth who characterizes this as an indirect grant to developing countries at 193-194.  
(“My proposal transfers revenue from the treasuries of developed countries to their resident 
multinationals making FDI in developing countries.”) 
23 In one study, the authors found that offering tax incentives acted as a signal for a favourable 
investment climate.  See Horst Raff & Kristhna Srinivasan, “Tax Incentives for Import-Substituting 
Foreign Investment:  Does Signaling Play a Role?” (1998) 67 J. Pub. Econ. 167.  This signal may be of 
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influence the decision to invest domestically as opposed to investing abroad, but that 

tax incentives may affect the decision to invest in one foreign jurisdiction as opposed 

to another.24  It is difficult to know why high-income nations would want to 

encourage this kind of inter-developing-nation competition.  In other words, a tax 

sparing provision serves its purpose, at least from the perspective of the high-income 

country, only if it both encourages new investment in the low-income country and that 

investment does not come at the expense of another low-income country. 

 

Even imagining, however, that there are such investments to be made, and that low-

income country tax policy protected by tax treaty provisions might encourage that 

investment, granting one low-income country a tax sparing arrangement for that 

particular incentive may well encourage other low-income countries to seek similar 

tax treaty agreements to provide similar incentives (thereby reducing the advantage 

any one country has).  In other words, allowing for a tax sparing provision with one 

country will undoubtedly lead to calls from other jurisdictions to provide for similar 

arrangements with their jurisdictions;25 and, inevitably discriminates against other 

non-treaty low-income countries.  In fact, it is likely that these non-treaty countries 

are the ones that most require the ability to encourage investment in some fashion 

since presumably they do not have either the political or economic clout to command 

a tax treaty in the first place. 

 

12.  Tax Sparing Provisions May Exacerbate Relations Between Domestic and 

Foreign Investors 

 

Presumably it is difficult for low-income countries to offer tax incentives to foreign 

investors and to deny those same incentives to domestic investors who engage in the 

                                                                                                                                            
value to a particular country, but not in the long run if it results in other countries responding by 
sending the same signal.   
24 See, for example, Michael P. Devereaux & Harold Freeman, “The Impact of Tax on Foreign Direct 
Investment:  Empirical Evidence and the Implications for Tax Integration Schemes” (1995) 2 Int’ Tax 
& Pub. Fin. 86. See also Alex Easson, “Tax Incentives for Foreign Direct Investment, Part I:  Recent 
Trends and Countertrends” (2001) 55 Bull. For Int’l Fiscal Documentation 266 (Easson finds that tax 
incentives do influence the location of foreign direct investment within particular regions). 
25 The possibility that tax sparing provisions create competition among developing countries was 
recognized when the group of experts was considering the design of the UN model convention.  The 
sixth report at 57 provides that “there is the need for developing countries to agree among themselves, 
or at least on a regional basis, as to how far they are willing to go in generating tax incentives.  Such 
agreements might reduce some wasteful competition among the developing countries.” 
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same business activities.  It is possible, then, that tax sparing agreements can 

exacerbate tensions between domestic and foreign investors, creating political 

instability and ill will where the tax incentive is offered only to foreign investors.  In 

addition, they may make it more difficult for domestic enterprises to compete with 

their foreign counterparts, and incentives offered only to foreign investors may 

encourage domestic investors to structure their investments so that they appear to be 

foreign investments.26  To resolve this problem, low-income countries could simply 

grant the same incentives to domestic investors that they have granted to foreign 

investors.  Where they take this approach, however, presumably they lose a valuable 

revenue source since it is likely that domestic investors in many low-income countries 

have fewer opportunities to move their investments abroad, and have chosen to earn 

income in the country despite the presence of the tax.  In addition, some of the target 

efficiency of the provision is lost.  Therefore, the economic justification for extending 

the incentive to foreign investors is not present in the domestic context, and the 

incentive provided will be over-inclusive.  More problematically, there is some 

evidence that foreign direct investment may actually diminish the productivity of 

domestic firms, and may drive domestic firms out of the market.27 

 

13.  Tax Sparing Provisions Create Inequities Between Foreign Investors  

 

Traditional tax policy evaluative criteria require the tax system to treat similarly 

situated taxpayer the same, measuring ‘similarly situated’ by reference to the incomes 

of the taxpayers.  Where two taxpayers with the same incomes are not taxed the same, 

the tax system is said to be inequitable.  Tax sparing provisions create inequities 

between two similarly situated (foreign) investors.  For example, assume investor A 

and B, both residents of the same country, each earn $100 of income from their 

foreign investments.  If investor A invests in country C, with whom investor A’s 

country of residence has a tax sparing provision, and investor B invests in country D, 

                                                 
26 This latter strategy is referred to as “round tripping”.  See Easson (Part II), supra note ? at 367. 
27 Get:  Xiaolun Sun, Foreign Direct Investment and Economic Development, ‘What Do the States 
Need to Do?” (2002) 13 at http://upan1.un.org/intradoc/groups/public/documents/un/unpan006348.pdf 
; Brian Aitken & Anne Harrison, “Do Domestic Firms benefit from Direct Foreign Investment?  
Evidence from Venezuela” (1999) 89 Am. Econ. Rev. 605; J. Gorg and E. Strobl, “Multinational 
Companies and the Development of Firm Start-up Size:  Evidence from Quantile Regressions for 
Ireland (Centre for Research on Globalisation and Labour Marets, Research Paper No. 11, 2000) at 
http://www.nottingham.ac.uk/economics/leverhulme/research_papers/00_11.pdf.   
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a country that has not managed to command a tax sparing provision, investor A will 

be subject to less tax than investor B.  One might reply that the inequity will be 

rectified by the operation of market forces – because of the tax incentive and tax 

sparing provision, more investors will flock to country C, thus reducing the returns 

that can be earned on the investment, so that in fact investor A and B receive the same 

after-tax return.28  It is unlikely, however, that the international market will operate so 

that the non-neutrality of the tax difference will drive out the inequity:  there may be 

only a limited number of investors who are able, for example, to take advantage of a 

particular opportunity protected by a tax sparing provision, and the potential investors 

in the activity may or may not be able to obtain the tax sparing advantage, depending 

on their country of origin.     

 

14.  Tax Sparing Creates Additional Administrative Burdens and Opportunities for 

Abuse 

 

Relieving enterprises that engage in particular types of activities from taxation, when 

other activities are taxed, inevitably creates an incentive to characterize activities as 

those that are tax-free.  Policing the boundaries of tax incentives, like tax sparing 

agreements, inevitably creates administrative burdens both for the low-income 

country bound to forgive tax that would otherwise be payable, and for the high-

income country, who will need to consider whether the enterprise properly qualifies 

for the incentive.  

 

Where the tax sparing provisions are generous, they are undoubtedly open to abuse.  

The OECD outlines four different forms of abuses in its 1998 report.  For example, 

tax sparing provisions may be abused where a foreign affiliate manipulates the 

transfer prices of products and services to maximize the benefit of the tax sparing 

provision; where a third-country investor sets up an enterprise in the country with the 

tax sparing provisions simply to use that jurisdiction as a conduit; where a financial 

institution makes a loan to a foreign investor through another financial institution in a 

low-income country to access a tax-sparing provision (referred to as routing); and 

where governments in low-income countries establish artificially high rates of tax to 

                                                 
28 [cite to Bittker] 
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provide greater tax sparing benefits.29  These various abuses can provide significant 

unintended and unjustifiable tax benefits.  Policing the boundaries of the tax sparing 

provision to enforce its applicability requires sophisticated tax administration activity, 

and is costly. 

 

15.  Tax Sparing Provisions Encourage the Provision of Tax Incentives that Lack 

Transparency 

 

Reportedly, one of the most significant barriers to the development of low-income 

countries is corruption.30  Using tax expenditures as a form of incentive, then, seems 

like a strange choice of subsidy instrument, since tax expenditures are widely 

regarded as lacking the transparency of other spending programs.31  If the goal were 

for high-income countries to subsidize their resident investors to undertake investment 

in low-income countries, it would make more sense to provide those subsidies directly 

as a transfer from the high-income country to the investor – bypassing the opportunity 

for investors to engage in non-transparent behaviour with potentially corrupt officials 

in the developing country. 

 

16.  Unless Tax Sparing is Coupled with Changes to Domestic Tax Rules, the Tax 

System’s Failure to Tax the Subsidy itself Creates Inefficiencies in Tax Design 

 

Direct subsidies and tax subsidies are functional equivalents.  Therefore, the tax 

consequences of receiving a direct subsidy should be identical to the tax consequences 

of receiving a tax subsidy.  However, unless domestic tax regimes are altered, tax 

sparing provides a different tax result than a direct subsidy of the same amount.32  

Assume that investor E receives a $100 direct subsidy to support her business 

activities in a low-income country, she earns $1,000 in her business, and the low-
                                                 
29 OECD report at ?.  For a discussion of these strategies in the context of Canada’s treaty with Brazil, 
see Toaze at ?. 
30 See S. Wei, “Does Corruption Relieve Foreign Investors of the Burden of Taxes and Capital 
Controls?” (World Bank, Policy Research Working Paper 2209, 1999); Zdenek Drabek & Warren 
Payne, “The Impact of Transparency on Foreign Direct Investment (World Trade Organization, Staff 
Working Paper ERAD-99-02, 2001). 
31 This is a common concern with tax expenditure provisions, which is exacerbated where there is 
evidence of significant potential corruption.   
32 A similar point in the context of the operation of the foreign tax credit generally is made eloquently 
by Paul McDaniel.  “The U.S. Tax Treatment of Foreign Source Income Earned in Developing 
Countries:  A Policy Analysis” (2003) 35 Geo. Wash. Int’l L. Rev. 265 at 274 – 275. 
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income country tax rate is 25%.  In most cases, E would be required to include the 

$100 subsidy in her income, and pay $275 in tax to the low-income country on her 

$1,100 in income.  Assuming that the rate of tax in the high-income country is 40%, 

and assuming that the foreign tax credit works perfectly to reduce high-income 

country taxes owing by the amount paid in foreign taxes, E would be required to remit 

an additional $165 to the high-income country where she is resident.   

 

In contrast, if E receives a tax subsidy in the low-income country that reduces her 

taxes owing in that country by $100 (the functional equivalent of a $100 direct grant), 

she will pay only $150 of tax to the foreign government (($1,000 X 25%) - $100).  

Assuming that a tax sparing provision protects the $100 tax subsidy, she will pay 

$150 to her residence state (($1000 X 40%) - $250).  Therefore, when she receives a 

$100 direct subsidy, she remits $275 to the low-income country and $165 to the high-

income country (for a total of $440 in tax).  Where she receives a tax subsidy, 

protected by a tax sparing provision, she remits $150 to each government (for a total 

of $300 in tax).  In other words, after tax she is $40 better off with the tax subsidy 

than she is with the direct grant, even though both subsidies should result in identical 

after-tax consequences.  These tax outcomes could be made uniform with changes to 

the tax credit mechanism,33 but in the absence of such amendments, the adoption of 

tax sparing should not result in differential amounts of the grants. 

 

17.  Negotiating to Obtain Tax Sparing Weakens the Bargaining Position of Low-

Income Countries on Other Important Revenue-Raising Treaty Concessions 

 

To obtain a tax sparing concession, low-income countries often lose their bargaining 

position on other aspects of the tax treaty.  Most often, it is reported that in order to 

obtain a tax sparing provision, low-income countries grant high-income countries 

more favourable withholding tax rates, and higher thresholds for taxation in the 

source country for a permanent establishment.34  This, of course, exacerbates the 

problem of reduced revenue for low-income countries.  Not only are the low-income 

countries giving up tax revenue in the granting of the tax incentive for which they 

                                                 
33 See, for example, the proposal put forward by McDaniel, ibid. at 275-276; and Harry Shannon, “Tax 
Incentives and Tax Sparing” (1994) 2 Intertax 84. 
34 See OECD report, at 19. 
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require a tax sparing provision, but also to obtain that provision they agree to reduce 

withholding tax rates.     

 

B.  The Weak Case for Permitting Tax Sparing 

 

1.  Tax Sparing Changes Foreign Investor Behaviour by Attracting Foreign 

Investment  

 

First, low-income countries argue that tax sparing is essential because it provides 

them with the ability to attract foreign investment.  The threat of tax competition from 

other jurisdictions with lower tax rates, coupled with the evidence discussed above 

that taxes may play an important role in the choices investors make to invest, support 

this argument.  In many ways, this argument is a sensible response to the argument 

against tax sparing provisions that suggests that tax sparing distorts economic 

decision-making and therefore violates capital export neutrality:  Of course tax 

sparing distorts economic decision-making – as a tax expenditure equivalent, it is 

designed to distort economic decision-making.35 

 

However, this argument is not as compelling as it first appears.  Although tax 

competition may be a veritable threat, one imagines that facilitating this competition 

is unwise.  Low-income countries may well prefer to impose higher taxes on activities 

within their borders in the absence of tax competition as a means of raising revenues.  

To the extent that low-income countries facilitate a ‘race to the bottom’ in the tax 

rates and regimes of low-income countries, ironically, they may be facilitating a 

second best set of preferences.  In addition, although there is some evidence that 

supports the assertion that taxes do affect investment location decisions, there is also 

evidence that suggests that a significant factor in investment is the economic rents that 

                                                 
35 This point is noted by Paul McDaniel in his consideration of Karen Brown’s proposal to exempt 
income from African nations from tax in the United States.  McDaniel states “[o]bviously, Professor 
Brown’s proposal would create a bias in favour of developing country investment over U.S. investment 
and a bias in favour of locating FDI in developing countries versus other industrialized countries.  As a 
result, there could be efficiency losses, with resulting adverse effects on worldwide welfare.  These 
biases, of course, are exactly the ones that Professor Brown seeks to create.  If change did not create 
such distortions, the exercise thereof is a waste of time and, perhaps, revenue.  So for those agreeing 
with her objective, arguments that the proposal will result in losses in worldwide welfare may be true, 
but irrelevant.”  Paul McDaniel, “The U.S. Tax Treatment of Foreign Source Income Earned in 
Developing Countries:  A Policy Analysis” (2003) 35 Geo. Wash. Intl’l L. Rev. 265 at 287. 
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might be earned by the investment.36  To the extent that those economic rents are the 

result of a particular (non-tax) location advantage, and to the extent that the tax 

imposed does not completely erode the available rent, investors should invest in the 

jurisdiction despite the tax imposed.  In this case, the low-income country would be 

well served from a revenue-raising perspective to impose the tax, and not to offer tax 

sparing. 

 

Some authors, for example, Karen Brown, have made the more radical suggestion that 

high-income countries should exempt from tax altogether the income their residents 

earn carrying on business in low-income countries, leaving only the low-income 

country taxes to be imposed on that income.37  It makes immanent sense to encourage 

investment in continents like Africa (the location Brown uses as a focus), particularly 

where that investment is likely unduly low because of factors like political 

controversy, and racism.38  However, it is unclear why the tax system should be used 

to deliver this very explicit tax subsidy to high-income country investors.  

Presumably, since this investment initiative would be driven largely by the high-

income country, who would decide (possibly in conjunction with the low-income 

country) which activities to encourage.  For all of the traditional reasons, it would 

make more sense to provide a direct grant to companies willing to engage in the 

business activities in the targeted region.  Most particularly, direct grants as an 

instrument provide comparatively easier mechanisms for monitoring and reporting, 

and avoid the tax evasion problems that an outright tax exemption would create. 

 

2.  Failing to Provide for Tax Sparing in the International Context Erodes the 

Sovereignty of Nations to Design Effective Tax Regimes  

                                                 
36 See, for example, Roger H. Gordon & Jeffrey K. MacKie--Mason, "Why is There Corporate 
Taxation in a Small Open Economy? The Role of Transfer Pricing and Income Shifting" in Martin 
Feldstein, James R. Hines, Jr. & R. Glenn Hubbard, eds., The Effects of Taxation on Multinational 
Corporations (Chicago: University of Chicago Press,  1995) 67 at 70 ("While existing corporate taxes 
do distort capital investment decisions, much of the revenue seems to be collected from the taxation of 
pure profits, which we interpret to represent the return to entrepreneurial ideas and effort"). 
37 Brown, supra note ?.  See also the critique of Brown’s proposal in Paul McDaniel, “The U.S. Tax 
Treatment of Foreign Source Income Earned in Developing Countries:  A Policy Analysis” (2003) 35 
Geo. Wash. In’tl L. Rev. 265. 
38 Brown analyses her proposal as a tax expenditure (see pages 63 – 64 in particular), concluding that it 
is well targeted unlike the U.S.’s earlier exemption for Puerto Rico, for example.  Of course, it might 
be possible to argue that to the extent that underinvestment in sub-Saharan Africa is the result of 
racism, government spending to increase investment is simply rectifying a market imperfection based 
on imperfect information, and therefore is a measure designed to promote economic efficiency. 
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Second, low-income countries might argue that failing to provide an allowance for tax 

sparing in tax treaty agreements curtails their sovereignty by preventing them from 

offering such incentives.39  However, deciding not to support tax sparing provisions in 

a tax treaty will not prevent the use of tax incentives by low-income countries, it will 

just reduce the incentive for enterprises operating in the low-income country to 

repatriate profits to their home jurisdictions.  In fact, it might be argued that taking the 

position that tax sparing provisions are unacceptable in tax treaties enhances the 

independent decision-making capacities of low-income nations because it may make 

it easier for low-income nations to develop more broadly-based incentive policies in 

their tax systems if they choose.  Instead of feeling pressured by high-income 

countries to providing very targeted incentives to non-resident actors, for example, the 

low-income country may be freed to provide a lower tax rate for all domestic and 

international actors without compromising revenue streams. 

 

3.  Failure to Offer Tax Sparing Provisions Results in Relative Disadvantage for a 

High-Income Country’s Investors  

 

One argument in favour of offering tax sparing is simply that to fail to do so 

negatively disadvantages the high-income country’s investors.40  If, for example, 

Canada grants tax sparing in its tax treaty with Brazil, but the U.S. does not, because 

Canadian investors in Brazil obtain the benefit of any Brazilian incentive programs, 

the cost to investing in Brazil will be lower for Canadian investors than for American 

investors, disadvantaging Americans relative to their Canadian counterparts.  This 

argument is undoubtedly true, however, there are always relative (dis)advantages for 

foreign taxpayers arising from their own home jurisdiction’s tax base and rate 

choices.   

 

                                                 
39 See, for example, Yong Suk Oh, “A Critique of U.S. Policy on the Tax Sparing Credit, From the 
Perspective of Less Developed Countries” (1987) 15 Korean J. Comp. L. 38 at 56 – 57. 
40 See R. Alan Short at 177 (“[T]he Canadian foreign tax credit, foreign dividend exemption and non-
resident withholding tax provisions must be regarded as generous.  However, primary reliance on a 
unilateral approach does have its drawbacks in a world where bilateral treaties are becoming the rule.  
As a result, it may be that Canada’s ‘open-door’ approach, however laudable and defensible in 
principle, is not inadequate to protect the competitive position of Canada’s foreign traders and 
investors.”) 
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4.  Failure to Offer Tax Sparing Provisions May Result in the Failure to Conclude 

Tax Treaties 

 

The U.S. experience suggests that in at least some cases the failure to agree to tax 

sparing provisions costs a high-income country the ability to conclude tax treaties 

with low-income countries altogether.41  Where this is the case, tax treaties are not 

entered into, and low-income countries do not get the benefit of reduced barriers to 

international trade and investment.  It might be argued that this consequence (the lack 

of a treaty, and the consequent possible development advantages a tax treaty offers) is 

more significant than whatever possible disadvantage the tax sparing provision itself 

may create.   

 

It is possible that a high-income country’s unwillingness to enter into tax sparing 

agreements affects its ability to conclude tax treaties with at least some low-income 

countries.  However, there are two reasons why this may not be as significant as it 

first appears.  First, it is difficult to discern in which cases it is the failure to provide 

for a tax sparing provision that has held up tax treaty negotiation.  For example, in the 

case of the United States’ negotiations with Brazil, while it is true that tax sparing has 

been a major issue, so has the taxation of fees for technical services.42  In other words, 

a tax sparing provision is just one of a large number of issues that must be negotiated 

between two jurisdictions before a tax treaty agreement can be concluded.  It is likely 

only a small number of cases where the tax sparing provision itself is the deal breaker.  

Second, for at least some countries, it is possible that the circumstances where tax 

sparing is of particular significance are limited.  For example, in the Canadian 

context, because active business profits of a foreign affiliate can be repatriated tax 

free as exempt surplus, tax sparing provisions to exempt this form of income are 

unnecessary.  Instead, it is possibly more important for facilitating foreign investment 

that the low-income country concludes a tax treaty with Canada than that it negotiates 

a tax sparing agreement. 

                                                 
41 Alan Short raised this concern in the Canadian context as early as 1966, the year Canada entered into 
its first tax treaty with a tax sparing provision (the 1966 Canada-Ireland treaty).  See R. Alan Short, 
“Tax Treaties with Developing Countries” (1966) 14 Canadian Tax Journal 161 at 175.   (“If an 
investment incentive is necessary to induce the developing countries to enter into a treaty, and since 
both sparing and exemption provisions are being offered by other developed countries, Canada may 
also have to consider a similar approach.”) 
42 Mitchell at 209.  
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5.  Tax Sparing Provisions Avoid the Paternalism of Other Grant Programs 

 

Perhaps the strongest argument in favour of tax sparing provisions is that they 

potentially avoid the paternalism of other direct grant programs administered by high-

income countries.  In contrast to direct aid or debt relief programs, which are 

renowned for their extensive reporting requirements and specific targets, at least in 

theory tax sparing provisions can be designed, chosen and fully implemented by the 

low-income country without interference by the high-income country.  From a high-

income country perspective, as set out above, this lack of transparency and target-

control may be a disadvantage; however, from the perspective of a low-income 

country, tax treaties may provide one vehicle that can be used that avoids the high-

income-countries’ paternalism.  The weakness of this argument, however, is that it is 

not so much an argument in favour of tax sparing provisions as an appropriate method 

of encouraging particular kinds of investment as it is an argument against the undue 

interference of high-income countries in directing the growth and investment patterns 

of low-income countries. 

 

6.  Tax Sparing Provisions Should be Granted as Compensation for Low-Income 

Countries who Otherwise are Compelled to Adhere to the OECD Model Convention 

in their Tax Treaty Negotiations  

 

It might be argued that tax sparing provisions should be granted as a concession to 

low-income countries in treaty negotiations where they are compelled to accept the 

OECD model tax treaty.43   

 

7.  Tax Sparing Provisions Should be Conceived of as a Mechanism for Preserving a 

Just Allocation of Taxing Powers Between Jurisdictions 

 

One creative (and previously unraised) argument that low-income countries might 

advance is that tax sparing provisions should be embraced as a means of preserving 

                                                 
43 See, for example, the argument advanced by Yong Suk Oh, “A Critique of U.S. Policy on the Tax 
Sparing Credit, From the Perspective of Less Developed Countries” (1987) 15 Korean J. Comp. L. 38 
at 63. 



 24

the taxing powers of low-income nations.  Generally, assuming sufficient economic 

nexus, both the source and the residence state might be seen to have theoretically 

justifiable jurisdiction to tax a particular revenue stream.  Tax treaties (like domestic 

double tax relieving mechanisms) simply allocate the primary taxing jurisdiction to 

one country or the other, generally providing the residual taxing right to the other 

country.  In other words, the source country may be granted the right to impose a 

withholding tax of 15 percent on the gross revenue of a royalty payment, while the 

residence state is granted the right to tax any difference between that 15 percent 

withholding tax and its domestic tax rate.   

 

Another way of conceptualizing the relationship between two nations, each of which 

has a legitimate claim to tax the revenue associated with a particular activity, is to 

understand that each country has a right to tax the revenue in proportion to its degree 

of economic connection.  In other words, where the source state is the main provider 

of economic protections and the economic market for the income, then the source 

state has, say, the jurisdiction to impose 75% of the taxes to be levied on that income, 

while the residence state, who has an economic connection to the producer of the 

income itself, has a 25% jurisdiction to impose the tax.  Under this model, if the 

source state waived its right to impose 75% of the tax, the residence state would still 

only be able to impose 25% of the tax.  This approach to determining the just 

allocation of taxing rights between two states with competing stakes in its taxation 

would mean that the residence state would not be justified in collecting the remaining 

75% of the tax simply because the source state waived its right to tax. 

 

While this approach to conceptualizing the sharing of tax revenues is different from 

the standard debates about whether the source or residence jurisdiction should have 

the primary right to tax income with more than one jurisdictional connection, it would 

require a dramatic rethinking of the current tax system and would raise questions 

significantly beyond the scope of the tax sparing provision. 

 

IV.  The Use of Tax Sparing Provisions:  A Comparison of Australia, Canada, the 

United Kingdom, and the United States  
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V.  Conclusions 

 

 

 


