
1. THE OECD HARMFUL TAX COMPETITION
PROJECT – BACKGROUND 

In 1996 the OECD launched a project on harmful tax com-
petition that is aimed at eliminating unfair competition
among countries as a result of tax provisions. The OECD
limited the project to geographically mobile activities,
such as financial and other service activities, including the
provision of intangible assets. The analysis of the adverse
effect of tax incentives designed to attract investment in
plant, building and equipment has been postponed.1 The
report identified two separate types of regimes that are
deemed to be harmful, namely tax havens2 and preferential
tax regimes.3

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 question-
able features, but they were not evaluated at this stage as to
their actual harmfulness.4 The OECD has offered its assist-
ance in the process of doing away with harmful provi-
sions.5

Furthermore, in 2000 the OECD issued a list of 35 so-
called tax havens.6 The thus denoted countries were given
the possibility of making a political commitment to trans-
parency and the effective exchange of information. Until
now, only five countries – namely Andorra, the Principal-
ity of Liechtenstein, Liberia, the Principality of Monaco
and the Republic of the Marshall Islands – have shown no
signs of cooperation and were therefore put on the list of
uncooperative tax havens.7 These countries are now facing
possible defensive measures, which have been recom-
mended to the Member countries so as to induce the listed
tax havens to cooperate. Instead of acting unilaterally, for
purposes of increased effectiveness the Member countries
may coordinate their defensive measures, while preserv-
ing their sovereign right to decide which actions to take.8

The proposed defensive measures, as revised in the 2004
progress report, are as follows:9

– the use of provisions having the effect of disallowing
any deduction, exemption, credit or other allowances
in relation to all substantial payments made to persons
located in countries or jurisdictions engaged in harm-
ful tax practices except where the taxpayer is able to

establish satisfactorily that such payments do not
exceed an arm’s length amount and correspond to
bona fide transactions;

– the use of thin capitalization provisions restricting the
deduction of interest payments to persons located in
jurisdictions engaged in harmful tax practices;

– the use of legislative or administrative provisions hav-
ing the effect of requiring any resident who makes a
substantial payment to a person located in a country or
jurisdiction engaged in a harmful tax practice, enters
into a transaction with such a person, or owns any
interest in such a person to report that payment, trans-
action or ownership to the tax authorities, such
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
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have an interest and which would otherwise be subject
to substantially lower or deferred taxes;

– the denial of the exemption method or modification 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
implement systems to verify that the amounts claimed
actually constitute creditable taxes;

– the use of legislative provisions ensuring that with-
holding taxes at a minimum rate apply to all payments
of dividends, interest and royalties made to beneficial
owners benefiting from harmful tax practices;

– the use of provisions for special audit and enforcement
programmes to coordinate enforcement activities
involving entities and transactions relating to countries
and jurisdictions engaged in harmful tax practices; and

– terminating, limiting and not entering into tax treaties.
Participating countries could adopt, and make public,
a policy of not entering into tax treaties with countries
and jurisdictions involved in harmful tax practices.
Those that are parties to treaties with such countries
and jurisdictions may wish to take appropriate meas-
ures to ensure that these treaties are limited or termi-
nated. Alternatively, participating countries could con-
sider that all existing or proposed treaties with a
country or jurisdiction engaging in harmful tax prac-
tices contain a limitation of benefits clause which
would prevent the benefits of the treaty from being
claimed by third-country residents who had no real
connection with the country or jurisdiction. With
respect to terminating an existing treaty, it is recog-
nized that such action has important implications that
go beyond the revenue impact of the treaty.

The list of possible defensive measures is not exhaustive
or exclusive. Still, the above-mentioned measures are seen
as being appropriate as well as the best means to neutralize
harmful effects of such “unfair” tax regimes.10

Uncooperative tax havens have to face severe economic
and political disadvantages. It has yet to be discussed to
what extent these measures might violate the most-
favoured-nation (MFN) obligation under the GATT11 or
GATS.12 The treatment of uncooperative tax havens differs
from that of cooperative ones, Member countries with
preferential tax regimes, or any third country.

2. MOST-FAVOURED-NATION OBLIGATION
UNDER GATT AND GATS

The GATT and GATS are multilateral trade agreements.
The GATT is applicable to the supply of goods, whereas
the GATS deals with cross-border trade in services except
for those services supplied through the exercise of govern-
mental authority. Legal definitions for the terms “goods”
or “services” are not provided for in the agreements. 

Under both agreements the Member countries are bound
by an MFN obligation. Art. I of the GATT provides that: 

with respect to customs duties and charges of any kind
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 in
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 and
unconditionally to the like product originating in or destined
for the territories of all other contracting parties.13

According to Art. II of the GATS “each member country
shall immediately and unconditionally accord to services
and service suppliers of any other member country treat-
ment no less favourable than that it accords to like services
and service suppliers of any other country.”14

Art. II of the GATS is clearly applicable to direct taxation,
since it provides that neither the supply of services nor the
service suppliers themselves may be treated less
favourably. Whether this conclusion can also be drawn
with regard to Art. I of the GATT is disputed. The historic
assumption of the draftsmen was that Art. I of the GATT
does not deal with taxes on income, but on goods. I tend to
hold that, although direct taxes are generally levied on
income, they can nevertheless be, to a certain extent,
defined as taxes on goods. As soon as demand exceeds
supply, the entrepreneur has the power to at least partly
shift his tax burden on to the consumers by increasing his
prices to earn the desired income after taxes. Of course,
the extent of this effect depends also on the level competi-
tiveness within the market.15

This point of view is still harshly criticized by academics
who prefer a narrow interpretation of the term “taxes on
goods”.16 But WTO panels have already demonstrated
their willingness to consider direct taxes for specific WTO
obligations.17 Also, tax authorities apparently assume that
the scope of Art. I of the GATT comprises direct taxes.
Otherwise they would not explicitly include MFN treat-
ment under the GATT in the non-discrimination obligation
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in tax treaties.18 For purposes of the following analysis it is
therefore assumed that direct taxes fall within the scope of
Art. I of the GATT.19

Both agreements provide for certain exceptions, e.g. for
customs unions and free trade areas,20 government pro-
curement,21 or in order to facilitate exchanges limited to
contiguous frontier zones.22 Developing countries may
receive preferential treatment.23 The MFN obligation may
temporarily be suspended if there are extraordinary cir-
cumstances, such as a state of emergency,24 internal secu-
rity,25 ordre public,26 or the equilibrium of the balance of
trade and payment.27 Preferences in respect of import
duties and charges in force between specific territories at
the time of signing the GATT may also be adhered to.28 In
addition, the GATS provides an MFN exception for dis-
crimination covered by tax treaties.29 Countries were also
given the possibility to maintain measures inconsistent
with the MFN principle provided that the Member coun-
tries had included these measures in a list of exceptions
upon acceptance of the GATS.30

3. POSSIBLE VIOLATION OF THE MOST-
FAVOURED-NATION PRINCIPLE IN WTO LAW
BY DEFENSIVE MEASURES

The defensive measures listed in the 2000 report31 have
been criticized for being, in part, inconsistent with the
MFN principle of the GATT and the GATS.32 In its 2004
Progress Report the OECD has partly revised, amended
and substantiated the list of recommended defensive
measures. It needs to be examined whether the OECD
took this criticism into account and withdrew non-compat-
ible defensive measures. Although Andorra, Liberia,
Monaco and the Marshall Islands are not members of the
WTO, Liechtenstein is. If the OECD decides to take
adverse action against this country, Liechtenstein may use
the procedures offered by WTO law to combat this treat-
ment. Liechtenstein would have to separately address each
country participating in this coordinated action.33 But even
countries34 that have committed themselves to the pro-
gramme of the OECD face adverse action if they do not
satisfactorily fulfil the demands of the OECD countries.35

As long as defensive measures are only announced as
being impending, it is questionable whether there is a basis
for a WTO consultation. GATT jurisprudence is ambigu-
ous in that respect.36

Possible defensive measures may affect the supply of
goods or services, depending on how the participating
countries shape their sanctions. Nowhere do the OECD
reports state that the participating countries must exclu-
sively aim their defensive measures at financial or banking
services. The respective country may freely decide – after
consultations – which measure best serves to neutralize
detrimental effects, as long as the measure is proportion-
ate.37 The disallowance of deductions or exemptions, the
levy of withholding taxes or the taxation of certain income
may also be imposed with regard to the supply of goods.

Except for the last-mentioned sanction, the proposed
defensive measures are very likely to violate the MFN
obligations under the GATT and GATS. They constitute

either a tax or administrative measure based upon all or
selected transactions, or a tax or administrative measure
that would penalize the income of a taxpayer trading in
goods and services.38 As this does not affect similar trans-
actions with third countries, they can at first glance be
classified as discriminatory. The last sanction with regard
to terminating, limiting or not entering into tax treaties is a
political one and therefore – although the consequence
may be a higher tax burden for the individual – does not
violate GATT/GATS obligations. Member countries are
not obliged to maintain tax treaties with other states. The
other proposed defensive measures possibly violating the
MFN principle may fall under an exception or may be jus-
tified. This will be examined in the following section.

4. EXCEPTIONS

4.1. Possible violation of GATT

Art. XX(d) of the GATT allows an exception for any mea-
sure “necessary to secure compliance with laws or regula-
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tions which are not inconsistent with the provisions of this
Agreement, including those relating to [...] the prevention
of deceptive practices.”39 The meaning of the prevention
of specific practices has been interpreted strictly by pan-
els. Only enforcement measures rather than punitive
measures are covered.40 In this light the OECD defensive
measures may hardly be subsumed under Art. XX(d) of
the GATT since they constitute punitive measures for
cases when tax havens are unwilling to cooperate.41 Other
suitable exceptions cannot be found in the GATT.

4.2. Possible violation of GATS

Under Art. II.2 of the GATS, states are allowed to maintain
a measure inconsistent with the MFN principle provided
that such a measure was listed in the Annex to Art. II of the
GATS. The United States filed a broad exemption for all
direct tax measures influencing service supplies of all sec-
tors at the federal level and, with some limitations, also for
sub-federal tax measures.42 Within its individual or
corporate income tax law the United States may therefore
treat any third state differently from other states. Defen-
sive measures taken by the United States within the harm-
ful tax competition project and directed at service supplies
or service suppliers are therefore not enforceable under
WTO law.43

Other countries have made sector-specific restrictions.44

Although these are not full direct tax carve-outs, they may
still have repercussions, depending on which restrictions
were announced and what limitations exist thereto.45 It is
therefore possible that one OECD member could argue
that the defensive measure taken falls under its “personal”
exceptions, as announced, whereas the same measure is
seen as being inconsistent with Art. II of the GATS by
another Member country. Regarding insurance services
the Understanding on Commitments on Financial Services
may also provide for exceptions.

Like Art. XX(d) of the GATT, Art. XIV(c) of the GATS
allows measures “necessary to secure compliance with
laws or regulations which are not inconsistent with the
provisions of this agreement, including those relating to i)
the prevention of deceptive and fraudulent practices [...].”
Although the aim of the OECD’s harmful tax competition
project is to increase transparency and the effective
exchange of information and to abolish the discrimination
between onshore and offshore activities, these goals can-
not be subsumed under this exception. Art. XIV(c) of the
GATS refers to commercial fraud rather than any civil tax
matters and is therefore not in line with the mission of the
OECD.46 In addition, it can be argued that the term “pre-
vention” will be interpreted similarly to the equivalent
GATT provision although no case law exists in this
respect.

Art. XIV(e) of the GATS provides for a carve-out for any
discrimination of residents of third countries if this differ-
ent treatment is subject to a tax treaty or a similar treaty. If
any adverse action against service supplies or service sup-
pliers is implemented through a tax treaty, it thus cannot be
combated. This exception again is subject to the condition

that these measures may not lead to arbitrary and unjusti-
fiable discrimination, which might easily be the case if
adverse actions in a tax treaty are only taken against a sin-
gle country.47 Especially the first and fifth adverse actions,
which deal with the credit of foreign taxes and the exemp-
tion of income earned abroad, may fall under this excep-
tion as long as they are executed via a tax treaty. Unilateral
measures are not subject to this exception and, thus, the
MFN principle still has to be adhered to.

5. SUMMARY

OECD members are well advised to abstain from exten-
sive discriminatory taxes and administrative measures.
Concerned tax havens will keep an eye on possible sanc-
tions taken by the members. As long as both sides are par-
ties to the WTO Agreement these defensive measures may
be combated in respect of possible inconsistency with
WTO law. There is a good chance that a WTO panel would
declare such defensive measures in conflict with the MFN
under the GATT and/or GATS as most of them do not fall
under an exception. It has been established that possible
exceptions regarding the supply of services are more
numerous than those under GATT law. This is due to the
fact that the negotiating governments were more cautious
when drafting the GATS, as the supply of services was
seen as a more sensitive business area. Only the imple-
mentation of several exceptions to leading principles
eventually led to the conclusion of the agreement.

Final conclusions cannot be drawn. For one, the measures
are hardly actionable at the moment as they need to be
implemented first. Secondly, only a demonstrative list of
possible defensive measures exists, and there is no guaran-
tee that only these will be used in exactly the way they are
defined. It will also make a difference which countries will
participate in a coordinated proceeding, as only WTO
member countries can be addressed by a WTO panel. The
United States, for example, has completely opted out of
any responsibility with regard to discrimination caused by
direct tax matters in service supplies. Another disadvan-
tage for the claimant is that the respective country will
have to denounce each participating country separately.

The only conclusion to be drawn is that the OECD has not
considered the criticism concerning its proposed defensive
measures.
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