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To What Extent Does
the OECD Harmful Tax Competition Project Violate
the Most-Favoured-Nation Obligations
under WTO Law?

Ines Hofbauer*

1. THE OECD HARMFUL TAX COMPETITION establish satisfactorily that such payments do not

PROJECT — BACKGROUND exceed an arm’s length amount and correspond to
bona fide transactions;

In 1996 the OECD launched a project on harmful tax com+ the use of thin capitalization provisions restricting the

petition that is aimed at eliminating unfair competition  deduction of interest payments to persons located in

among countries as a result of tax provisions. The OECD jurisdictions engaged in harmful tax practices;

limited the project to geographically mobile activities,— the use of legislative or administrative provisions hav-

such as financial and other service activities, including the ing the effect of requiring any resident who makes a

provision of intangible assets. The analysis of the adverse substantial payment to a person located in a country or

effect of tax incentives designed to attract investment in jurisdiction engaged in a harmful tax practice, enters

plant, building and equipment has been postpériduk into a transaction with such a person, or owns any
report identified two separate types of regimes that are interestin such a person to report that payment, trans-
deemed to be harmful, namely tax havemsl preferential action or ownership to the tax authorities, such

tax regimes. requirement being supported by substantial penalties

for inaccurate reporting or non-reporting of such pay-
ments;

the use of legislative provisions allowing the taxation
of residents on amounts corresponding to income that
benefits from harmful tax practices that is earned by
entities established abroad in which these residents

In its 2000 report the OECD listed several preferential tax
regimes among its Member countries as being potentially
harmful. It was observed that these regimes have guestion-
able features, but they were not evaluated at this stage as to
their actual harmfulnegsThe OECD has offered its assist-
ance in the process of doing away with harmful provi-

sions®
. . . *  Assistant Professor, Department of Austrian and International Tax Law,
Furthermore, in 2000 the OECD issued a list of 35 SWienna University of Economics and Business Administration, Vienna.

called tax havensThe thus denoted countries were giveri. OECD, Harmful Tax Competition — An Emerging Global Isa698),
the possibility of making a political commitment to trans-Para. 8. o _ _
parency and the effective exchange of information. UntZ, 2o e B ey the respeciive jrisditon.
.nOW’ Only five cou_ntrle_s — .namely A_nd(_)rra_, the I:)nnmpal'the lack of effective exchange of information, the lack of transparency and th’e
ity of L|eChten5_te|n1 Liberia, the Principality of Monaco apsence of the requirement that the activity be substantial. See note 1, Para. 52.
and the Republlc of the Marshall Islands — have shown 3.  Preferential tax regimes were identified according to four key factors (no or
signs of cooperation and were therefore put on the list low effective tax rates, ring fencing of regimes, lack of transparency, lack of
uncooperative tax haveh3hese countries are now facing §ective exchange of information) and several other factors, such as an artificial
ible defensive measures. which have been reco efinition of the tax base, failure to adhere to international transfer pricing prin-
possi ) ! ~“ciples, existence of secrecy provisions, negotiable tax rate or tax base and other.
mended to the Member countries so as to induce the listsee note 1, Para. 62 et seq.
tax havens to cooperate. Instead of acting unilaterally, f#. ~OECD,Towards Global Tax Co-operation — Report to the 2000 Ministe-
purposes O_f mcreas_ed effectl_veness the Memb_er Countrrgicl)(%ougcn Meig[\fland Recommendations by the Committee on Fiscal Affairs
may coordinate their defensive measures, while preser(5 ). Paras. '

. . . . . : . . Out of the 47 potentially harmful preferential tax regimes, 18 regimes have
ing their sovereign right to decide which actions to fake. peen abolished or are in the process of being abolished and 14 have been

: : : amended in such a way that all potentially harmful features were removed. After
The proposed defensive meas_ures, as revised in the 2 urther consideration 14 were declared not to be harmful. Only the Swiss 50/50
progress report, are as fOIIOWS- ) _ Practice with regard to Financing and Leasing will be subject to further analysis.
— the use of provisions having the effect of disallowin(OECD,The 2004 Progress ReppRara. 11 et seq.
any deduction, exemption, credit or other allowanceé. See note 4, Para. 17.

; ; ; 7. Please visit http://www.oecd.org/document/57/0,2340,en_2649_33745_
:n relago_n to all s_ubstan_tla_l Bay.ments made(jo. pﬁrso'30578809_1_1_1_37427,OO.htmI for an updated list of uncooperative tax
ocated In cquntrles or jurisdictions engage N harMp,yens.

ful tax practices except where the taxpayer is able 8.  see note Progress RepoyiPara. 31 et seq.

9. Id., Para. 30.
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have an interest and which would otherwise be subjetinder both agreements the Member countries are bour

to substantially lower or deferred taxes;
the denial of the exemption method or maodification of
the credit method. Where a country levies no or nom-
inal taxes on most of the income arising therein
because of the existence of harmful tax practices, it
may not be appropriate for such income to receive an
exemption otherwise intended to relieve double taxa-
tion. Member countries that permit foreign tax credits
may wish to modify those rules to prevent the pooling
of income benefiting from harmful tax practices with
other income. In addition, such countries may wish to

by an MFN obligation. Art. | of the GATT provides that:

with respect to customs duties and charges of any kine
imposed on or in connection with importation or exporta-
tion, [...] with respect to the method of levying such duties
and charges, and with respect to all rules and formalities i
connection with importation and exportation, [...] any
advantage, favour, privilege or immunity granted by any
contracting party to any product originating in or destined
for any other country shall be accorded immediately anc
unconditionally to the like product originating in or destined
for the territories of all other contracting partiés.

implement systems to verify that the amounts claimedccording to Art. Il of the GATS “each member country
actually constitute creditable taxes; shall immediately and unconditionally accord to services

— the use of legislative provisions ensuring that withand service suppliers of any other member country trea
holding taxes at a minimum rate apply to all paymentsent no less favourable than that it accords to like service
of dividends, interest and royalties made to beneficiand service suppliers of any other countfy.”

?t‘]"’ ners b?nefltl_ng fro:cn harmf_ull tax dptractécesf rt. Il of the GATS is clearly applicable to direct taxation,
— e uSse ol provisions 1or Special audit and eniorceMey, .o i+ hrovides that neither the supply of services nor th
programmes to coordinate enforcement activitie3g vice " npliers  themselves may be treated  les
involving entities and transactions relating to countrie vourably. Whether this conclusion can also be draw
and jurisdictions engaged in harmful tax practices; an(fiy, reqard to Art. | of the GATT is disputed. The historic
— terminating, limiting and not entering into tax treatiés, s mation of the draftsmen was that Art. | of the GATT
Participating countries could adopt, and make publiGy,oq' ot deal with taxes on income, but on goods. | tend-
a policy of not entering into tax treaties with countries, 4" thay " although direct taxes are generally levied or
and jurisdictions involved in harmful tax practices., .o lthey can nevertheless be. to a certain exter

Those that are parties to treaties with such countrieg. s
and jurisdictions may wish to take appropriate meass, fm:ed %S taxes on gOOth' Ash soon as demalmd excec
ures to ensure that these treaties are limited or termiebPy € entrepreneur has the power to at least part

. S . hift his tax burden on to the consumers by increasing hi
nated. Alternatively, participating countries could con-_ . : :
sider that all existing or proposed treaties with rices to earn the desired income after taxes. Of cours

country or jurisdiction engaging in harmful tax prac-y e extent of this effect depends also on the level compet

tices contain a limitation of benefits clause which' < ¢>> within the market.

would prevent the benefits of the treaty from beingrhis point of view is still harshly criticized by academics
claimed by third-country residents who had no realvho prefer a narrow interpretation of the term “taxes or
connection with the country or jurisdiction. With goods”!® But WTO panels have already demonstratec
respect to terminating an existing treaty, it is recogtheir willingness to consider direct taxes for specific WTO
nized that such action has important implications thaibligations!’ Also, tax authorities apparently assume that
go beyond the revenue impact of the treaty. the scope of Art. | of the GATT comprises direct taxes.

, , . , .Otherwise they would not explicitly include MFN treat-
The list of possible defensive measures is not exhaustl%? - i inat ot
or exclusive. Siill, the above-mentioned measures are seai under the GATT in the non-discrimination obligation

as being appropriate as well as the best means to neutralize

harmful effects of such “unfair” tax regimés. 10. See note Rrogress RepoytPara. 30.
. 11. General Agreement on Tariffs and Trade.
Uncooperative tax havens have to face severe econoriz. General Agreement on Trade in Services.
and political disadvantages. It has yet to be discussed13. For general information, see Berrisch, in PrieR/Berrisch (ed&-
what extent these measures might violate the mosHandbuch(2003), p. 96 et seq.; Lal Dashe World Trade Organisation — A

_ ; ; ; Guide to the Framework for International Trai999), p. 15 et seq.; Jackson,
favoured-nation (MFN) obllgatlon under the GATDr World Trade and the Law of GATI969), p. 249 et seq.; Zins&as GATT und

GATS*The treatment of uncooperative tax havens differgie meistbeginstigung 962).

from that of cooperative ones, Member countries witli4. For general information, see Yi Wang, “Most-Favoured-Nation Treatment
preferential tax regimes, or any third country. under the General Agreement on Trade in Services — And Its Application ir
Financial Services”, 30 (1) JWT 1996, p. 91; Abkeel, “The MFN as it
Applies to Service Trade”, 33 (4) JIWT 1999, p. 103; $é&feber, “Das allge-
meine Dienstleistungsabkommen (GATS)", in Thirer/Kux (e@ATT 94 und

die Welthandelsorganisatiof1996), p. 129; Pitschas, in Priel3/Berrisch (eds.),
WTO-Handbuchp. 511 et seq.

15. FischeiZernin, Internationale Ertragsteuern und Welthandelsordnung

; (1996), p. 18 et seq.; Demdfetewardson, “Border Tax Adjustments under Gatt
The GATT and GATS are multilateral trade agreement‘and EC Law and General Implications for Environmental Taxes”, 28 (4) JWT

The GATT is applicable to the supply of goods, whereaiggs . 5 (at 14 et seq.).

the GATS deals with cross-border trade in services excei6. Dam,The GATT(1970), p. 124 et seq.; A¥onah, “Treating Tax Issues
for those services supphed through the exercise of goverThrough Trade Regimes”, ZBrooklyn Journal of International La001, p.
mental authority. Legal definitions for the terms “goods’1683 (at 1684); Stockmann, “Volkerrechtliche Meistbegiinstigungsklausel unc

« : ” : - Internationales Steuerrecht”, IStR 1999, p. 129 (at 134 et seq). Compare al
or “services” are not provided for in the agreements. "5 of the Havana Charter.

17. Compare e.g. tHelISC, FSCandET]I cases.

2. MOST-FAVOURED-NATION OBLIGATION
UNDER GATT AND GATS
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in tax treaties® For purposes of the following analysis it iseither a tax or administrative measure based upon all or
therefore assumed that direct taxes fall within the scope sélected transactions, or a tax or administrative measure
Art. | of the GATT!® that would penalize the income of a taxpayer trading in
Both agreements provide for certain exceptions, e.g. f ods and servicé&As this does not affect similar trans-

customs unions and free trade af@amovernment pro. actions with third countries, they can at first glance be
curement? or in order to facilitate eganges Iimi?ed toclassified as discriminatory. The last sanction with regard
contiguous frontier zonda. Developing countries may 1O terminating, limiting or not entering into tax treaties is a
receive preferential treatmefitThe MFN obligation may Political one and therefore — although the consequence

temporarily be suspended if there are extraordinary cimaly beéAr.}'.?_/hé&.f_asx bglfder] for trll/? m?;wdual — does not
cumstances, such as a state of emergénaigrnal secu- Y/o/ate. S obligations. Member countries are
rity,25 ordre public?® or the equilibrium of the balance of not obliged to maintain tax treaties with other states. The

trade and paymert. Preferences in respect of importOther proposed defensive measures possibly violating the

: : T o N principle may fall under an exception or may be jus-
?hu;'ﬁfngnoci gig?]ri%(asﬂ']g gf_lc_a_l_brﬁg/;//eaelgosEgc;%%é%%t%lles ified. This will be examined in the following section.
addition, the GATS provides an MFN exception for dis-
crimination covered by tax treati&Countries were also
given the possibility to maintain measures inconsisteftt EXCEPTIONS
with the MFN principle provided that the Member coun- : L
tries had included these measures in a list of exceptiofis- P0ssible violation of GATT

upon acceptance of the GATS. Art. XX(d) of the GATT allows an exception for any mea-

sure “necessary to secure compliance with laws or regula-

3. POSSIBLE VIOLATION OF THE MOST-
FAVOURED-NATION PRINCIPLE IN WTO LAW
BY DEFENSIVE MEASURES 18. Compare Art. 1(3)(b) of the US Model Convention: “Notwithstanding the
provisions of subparagraph 2(b): [...] b) unless the competent authorities deter-

; ; ; mine that a taxation measure is not within the scope of this Convention, the non-
The defensive measures listed in the 2000 rme discrimination obligations of this Convention exclusively shall apply with

been Cr_ItIC_Ized for being, in part, Inconsistent with th(respect to that measure, except for such national treatment or most-favored-
MFN principle of the GATT and the GAT3In its 2004  nation obligations as may apply to trade in goods under the General Agreement
Progress Report the OECD has partly revised, amendon Tariffs and Trade. [...].” Such provisions were concluded between the United
and substantiated the list of recommended defensistates and Ausina Denmark, Estonia, France, Ireland, ltay, Latvia, Lithuania,
measures. It needs to be examined whether the oEcla‘;ﬁ";ufyggvanﬁee';'gvzuggf rica, Sri Lanka, Sweden, Switzerland, Thal-
took this criticism into account and withdrew non-compatig. For a more extensive reasoning and further references, see Hofbauer, “Die
ible defensive measures. Although Andorra, Liberiaabkommensrechtliche Verteilung der Besteuerungsrechte zwischen Ansés-
Monaco and the Marshall Islands are not members of B O o b Besteueringarethte rwisthen Anshe.
X\é-{—/gl‘,Sé_lggtl’I]é%naséilT‘lslts fhil,‘: égﬁnSyEEi[écgteecr:gteesint?nat;'kljsigkeits- und quellenstaat in den DgppeIbesteuerunggsabqu(imprint).
: 20. Art. XXIV.4-10 GATT, Art. V GATS.

the procedures offered by WTO law to combat this trea21. Art. l1.8(a) GATT, XVII GATT, Art. XIll GATS.
ment. Liechtenstein would have to separate%y address ee;g- grt. XXIV-S(f:})DGﬁATT,t_Arlt- Il-g GATSf- ble treatment. reciorodity and
country participating in this coordinated actidBut even . Decision on “LANerentia; and more Tayourabie freatment, leciprocy an
countries’ that have committed themselves to the pron, < Rarticibation of developing countries.”; Art. IV GATS; Art. XIX GATS.
gramme of the OECD face adverse action if they do nos. art. xx1 GATT. '
satisfactorily fulfil the demands of the OECD countfes. 26. Art. XIV GATS.
As long as defensive measures are only announced 27- Art. XIV GATT.
being impending, itis questionable whether there is a bagy AT 20T

. e : . . Art. XIV(e) GATS.
for a WTO consultation. GATT jurisprudence is ambigu-sg At 112 GATS.

ous in that respeét. 31. See note 4, Para. 35.

. . 32. Grynber¢Chilala, “WTO Compatibility of the OECD ‘Defensive Meas-
Possible defensive measures may affect the Supply ures’ against ‘Harmful Tax Competition'Jpurnal of World Investme2001, p.

goods or services, depending on how the participatirsoz; Bartholet, “WTO und Steuern — Interdependenzen von WTO-Grund-
countries shape their sanctions. Nowhere do the OEC(prinzipien und nationalem Steuer- und Abgaberechtthiv fiir Schweiz-
reports state that the participating countries must excllg'ﬁ‘ihe_S At,’\%aberecmoy?ooﬁ No-fefTvp- 3&37 (at 360 etheq.I)_; G“’zs' "a/ET%D

- . . . . - . Defensive Measures against Harmful Tax Competition Legality under
SIVeI.y aim their defens.lve measures at financial QI’ banklrIntertax 2003, p. 390; Almudi Cid/Lopez Barrero/Serrano Anton, “La organi-
services. The respective country may freely decide — aftzacion mundial del comercio como limite a la potestad tributaria de los estados”,
consultations — which measure best serves to neutraliQuincena Fiscap002-1l, p. 9 (at 20 et seq.).
detrimental effects, as long as the measure is proportlogi- ?L' OfECHID members e a'S? mehmbEFS of thf\fN VTVCT)O- bers: Ani §

37 ; ; ; . e following cooperative tax havens are members: Antigua an

ate: The. dlsallpwance of dedUCtIOI’]_S or exempthns’ thBarbuda, Bahrain, Barbados, Belize, Dominica, Grenada, Maldives, Nether-
|eVy of Wlthh0|d|ng taxes or the taxation of certain INCOM{ands Antilles, Panama, St. Lucia, and St. Vincent and the Grenadines. The fol-

may also be imposed with regard to the supply of gOOdSIowing have observer status at the WTO: Andorra, Bahamas, Samoa, Seychelles,

. . T d V. tu.
Except for the last-mentioned sanction, the Proposess  See not 4. Para. 22.

defensive measures are very likely to violate the MFI36. See note 33, Grynbé@hilala p. 507 et seq., at chapter 3.

obligations under the GATT and GATS. They constituta7. See note 5, Progress Report, Para. 29.
38. See note 33, Grynbé@hilala, p. 507 et seq., at chapter 3.
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tions which are not inconsistent with the provisions of thithat these measures may not lead to arbitrary and unjus
Agreement, including those relating to [...] the preventiofiable discrimination, which might easily be the case if
of deceptive practices” The meaning of the prevention adverse actions in a tax treaty are only taken against a si
of specific practices has been interpreted strictly by pagle countryt” Especially the first and fifth adverse actions,
els. Only enforcement measures rather than punitiwehich deal with the credit of foreign taxes and the exemp
measures are cover#dn this light the OECD defensive tion of income earned abroad, may fall under this excep
measures may hardly be subsumed under Art. XX(d) dion as long as they are executed via a tax treaty. Unilater
the GATT since they constitute punitive measures fameasures are not subject to this exception and, thus, tl
cases when tax havens are unwilling to coopét&her MFN principle still has to be adhered to.

suitable exceptions cannot be found in the GATT.

4.2. Possible violation of GATS 5. SUMMARY

Under Art. I1.2 of the GATS, states are allowed to maintai .EC[d). members are well ad\gsec(ij to abstain from exter:
a measure inconsistent with the MFN principle provide@''¢ |scr(|jm|natr<13ry taxes_”alt(n administrative m_%?sure-
that such a measure was listed in the Annex to Art. Il of t c?r?scteazﬂgn tgaxth:\r/r?g; t\)l\g s ?Aipl(?r? egseb%r:hpgiasels grgarl
GATS. The United States filed a broad exemption for alf 215 o€ W1¥O R aroament ihose dgfensive oS rFr);‘
direct tax measures influencing service supplies of all sef.- 9 ;

tors at the federal level and, with some limitations, also fgj¢..combated in respect of possible inconsistency witl
sub-federal tax measur&s.Within its individual or TO law. There is a good chance thata WTO panel woul

- : lare such defensive measures in conflict with the MFI
corporate income tax law the United States may therefo ¢
treat any third state differently from other states. Defer: gg: g‘r? gé-grt%md/ (I)tr r%é-rbsegﬁ gggbﬁl%%ﬂf?aﬂ n%tsfs"’i‘::l
sive measures taken by the United States within the har ceptions. re pardih the supolv of services arep mor
ful tax competition project and directed at service supplie P g 9 PRy

: : merous than those under GATT law. This is due to th
\c;\;_l_sgrl\g\(,:v%supphers are therefore not enforceable und lTjct that the negotiating governments were more cautiou

_ N ~when drafting the GATS, as the supply of services wa:
Other countries have made sector-specific restricftonsseen as a more sensitive business area. Only the imp
Although these are not full direct tax carve-outs, they mayentation of several exceptions to leading principles
still have repercussions, depending on which restrictioressentually led to the conclusion of the agreement.
were announced and what limitations exist thefelbis inal conclusions cannot be drawn. For one, the measur:

therefore possible that one OECD member could arg %e hardly actionable at the moment as they need to k

that the defensive measure taken falls under its “person . ) .
exceptions, as announced, whereas the same rr;leasur gle_mented first. Secondly, only a demonstrative list of
) ; ossible defensive measures exists, and there is no guar:

seen as being inconsistent with Art. Il of the GATS b : .

another Mem%er country. Regarding insurance servickse. that only these will be used in exactly the way they ar

the Understanding on Commitments on Financial Servic&&Tned. It will also make a difference which countries will
articipate in a coordinated proceeding, as only WTC

may also provide for exceptions. member countries can be addressed by a WTO panel. T
Like Art. XX(d) of the GATT, Art. XIV(c) of the GATS United States, for example, has completely opted out ¢
allows measures “necessary to secure compliance wisny responsibility with regard to discrimination caused by
laws or regulations which are not inconsistent with thelirect tax matters in service supplies. Another disadvan
provisions of this agreement, including those relating to tage for the claimant is that the respective country will
the prevention of deceptive and fraudulent practices [...]JRave to denounce each participating country separately.

Although the aim of the OECD’s harmful tax competition.g]e only conclusion to be drawn is that the OECD has nc
iV

roject is to increase transparency and the effect ; S O b ;
gxcjhange of information and t(F)) aboligh the discriminatioﬁns'dered the criticism concerning its proposed defensiv
easures.

between onshore and offshore activities, these goals ¢

not be subsumed under this exception. Art. XIV(c) of the

GATS refers to commercial fraud rather than any civil ta:39. In addition, the applicability of Art. XX(d) of the GATT is subject to the

matters and is therefore not in line with the mission of threstriction that only measures that are applied in a manner which would const

OECD?*¢ In addition. it can be argued that the term upre,tuteameans of arbitrary or unjustifiable discrimination between countries wher
sy - - . the same conditions prevail may fall under this exception; see note 14, Berrisc|

vention” will be interpreted similarly to the equivalent; ™ c; ef seq

GATT provision although no case law exists in this4o. Panel Report “EEC-Regulation on Imported Parts and Components’

respect. L/6657, adopted 16 May 1990, 37/s 195-197, Paras. 5.14-5.18.

. 41. See note 33, Grynbé@hilala 507 et seq., at chapter 3.1I.
Art. XIV(e) of the GATS provides for a carve-out for any42. GATS/EL/90, 15 April 1994.
discrimination of residents of third countries if this differ-43. See note 33, Grynbé@jilala, p. 507 et seq., at chapter 3.1I; See note 32,
ent treatment is subject to a tax treaty or a similar treaty. Ej”hg'r?’”pz- ?S??he GATS and the respective Annex
a’?y ac_jv_erse action against service SUpp“e.S or service SI45: Sor.ne. of these exemptions only IF;lst fora lO-yéar period.
pliers is implemented through a tax treaty, it thus cannot ls.  see note 33, Grynbé@hilala, p. 507 et seq., at chapter 3.11.

combated. This exception again is subject to the conditi47. see note 33, Gross, p. 397.
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