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Abstract

This thesis explores the ill-defined and oft-underestimated relationship
between the World Trade Organization (WTO) and taxation, By adopting
a two-pronged approach, the work will (i) examine the extent to which the
WTO legal framework exerts influence upon domestic tax law and inter-
national tax policy, and will (i1) question whether it is appropriate for the
WTO to play a regulatory role in the field of taxation, and whether this role
should be expanded or curtailed.

The thesis presents an examination of the historical development of interna-
tional trade law and international tax law, and reveals that these two separate
areas of law are closely linked in terms of their underlying principles and
historical evolution. The work then goes on to offer a doctrinal analysis of
the tax content found in the WTO legal texts and highlights ambiguities
therein. Analysis focuses on the General Agreement on Tariffs and Trade
1994 (GATT), the Agreement on Subsidies and Countervailing Measures
(SCM Agreement) and the General Agreement on Trade in Services (GATS).
Throughout the analysis, attention is placed on the income tax litigation
between the European Union and the United States (the Domestic Interna-
tional Sales Corporation and the Foreign Sales Corporation tax breaks), and
on future possible tax conflicts.

It is found that the WTO plays a crucial role in regulating taxation matters,
but that the rules pertaining to taxation are often unmanageably ambiguous,
and this may result in unforeseen conflicts with domestic and international
tax policy. Four recommendations are offered to resolve this legal ambiguity:
a reappraisal of the direct-indirect tax distinction, the clarification of legal
texts, the establishment of a WTO Committee on Trade and Taxation, and
the development of institutional linkages and dialogue between the WTO and
the traditional international tax institutions, the Organisation for Economic
Co-operation and Development (OECD) and the United Nations (UN).

Xi



Acknowledgements

[ would like to convey my appreciation to all who gave their time and exper-
tise in making this thesis possible. Foremost, I would like to express my
sincere indebtedness to my supervisor, Professor Philip Baker, for his sup-
port and astute advice. I would also like to pay thanks to the late Jeff Price
who first illuminated my interest in the subject of tax law during my studies
at King’s College London.

I gained much insight into the subject matter of my thesis during participa-
tion in an International Fiscal Association (IFA) Congress seminar. [ would
like to thank IFA for inviting me to participate, and panellists Howard Lieb-
man and Michael Lennard for their insightful comments, and assistance with
a publication on the seminar proceedings.

I would like to express my gratitude to the Institute of Austrian and Interna-
tional Tax in Vienna for awarding me a Marie Curie Fellowship, and enabling
me to make use of their tax library. I would also like to express my thanks
to Jan-Anno Schuur (OECD, Paris) and Remi Dubuisson (UN, New York)
for their assistance while researching archive materials.

This work was generously supported by Queen Mary, University of London
and the Chartered Institute of Taxation’s PhD Grant Scheme.

Finally, this thesis would not have been completed without the support of

my family and friends. I dedicate this work to my parents for their unwaver-
ing support.

xiii



No.

2.1
< |
3l
8.1
9.1

List of Figures and Tables

Title

Historical interface of international trade and tax

Taxes arising in GATT 1947 and WTO disputes

Establishing a tax subsidy under the SCM Agreement

Are direct taxes covered under the GATS?

Summary of the WTO exemptions/exceptions for tax treaties

XV

Page

26
38
108
198
208



Note

All GATT and WTO cases are cited by their official short titles. Unless oth-
erwise stated, all GATT 1947 documents cited are available from the GATT
Digital Library 1947-1994 (Stanford Libraries) and all WTO documents
cited are available from the official WTO Online Documents Database.

Xvii



AA
AJCA
BIAC
BISD
BTAs
CEN
CFA
CIN
DISC
DSB
DSU

EC

ECJ
ECOSOC
EPZ

ETI

EU

FDI

FSC
FTZ
GATS
GATT
GST
ICC
IC-DISC

ICJ
ILC
ILO
IRC
IRS
ITO
LDCs
MAI
MAP
MEN
NAFTA
OECD

Abbreviations

Agreement on Agriculture

American Jobs Creation Act

Business and Industry Advisory Committee

Basic Instruments and Selected Documents

Border tax adjustments

Capital export neutrality

Committee on Fiscal Affairs

Capital import neutrality

Domestic International Sales Corporation

Dispute Settlement Body

Understanding on Rules and Procedures Governing the
Settlement of Disputes

European Communities

European Court of Justice

United Nations Economic and Social Council

Export processing zone

FSC Repeal and Extraterritorial Income Exclusion Act
European Union

Foreign direct investment

Foreign Sales Corporation

Free trade zone

General Agreement on Trade in Services

General Agreement on Tariffs and Trade

Goods and services tax

International Chamber of Commerce

Interest-Charge Domestic International Sales Corpora-
tion

International Court of Justice

International Law Commission

International Labour Organization

US Internal Revenue Code

US Internal Revenue Service

International Trade Organization

Least developed countries

Multilateral Agreement on Investment

Mutual agreement procedure

Most-tfavoured nation

North American Free Trade Agreement

Organisation for Economic Co-operation and Develop-
ment

Xix



Abbreviations

OECD MTC
OEEC

PE

R&D

SCM Agreement
SEZ

TEC

TFEU
TIPRA

TPR

TPRB
TPRM
TRAINS
TRIMs
TRIPS

UN
UNCTAD
UN MTC
USC
USD

US MTC
VAT
VCLT
WCO
WTO

OECD Model Tax Convention on Income and on Capital
Organisation for European Economic Co-operation
Permanent establishment

Research and development

Agreement on Subsidies and Countervailing Measures
Special economic zone

Treaty establishing the European Community

Treaty on the Functioning of the European Union

Tax Increase Prevention and Reconciliation Act 2005
Trade Policy Review

Trade Policy Review Body

Trade Policy Review Mechanism

Trade Analysis and Information System

Agreement on Trade-Related Investment Measures
Agreement on Trade-Related Aspects of Intellectual
Property Rights

United Nations

United Nations Conference on Trade and Development
United Nations Model Tax Convention

United States Code

United States dollars

United States Model Tax Convention

Value added tax

Vienna Convention on the Law of Treaties 1969
World Customs Organization

World Trade Organization

WTO agreements The results of the Uruguay Round: the WTO legal texts

XX



Table of Contents

Abstract
Acknowledgements

List of Figures and Tables

Note
Abbreviations
Chapter 1: Introduction
Research objectives
1.2. Thesis outline and methodology

Chapter 2: The Tax-Trade Interface

2.1 Structural and theoretical differences
2.2, The work of the League of Nations 1920-1946
2.3. The work of the United Nations 1946-1956:

The International Trade Organization and the
Fiscal Commission

2.3.1, The ITO’s tax provisions

232 Concluding remarks on the ITO

2.4, The GATT 1947 and the OEEC

24.1. Inherent ambiguities

24.2. The GATT 1947 and the avoidance of double
taxation

243, Institutional divergence

2.5. Conclusion

Chapter 3: The WTO and Taxation: Preliminary

Observations

3.1. The legal ambit of the WTO rules

3.1.1. The absence of direct effect

3.1.1.1. The European Union

3.1.1.2. The United States and the North Atlantic Free
Trade Agreement

Xi

Xiii

XV

XVii

XiX

15
16
22
23
23

24
29
27
29
29
30
30

32



Table of Contents

3:1.2:
3.1.3.
3.2.
3.3,

Chapter 4:

4.1.
4.1.1.
4.1.2.

4.2,
4.2.1.
42.2.
423.
424,
4.3.
43.1.
432
4.3.2.1.
43.2.2.
43.23.
44.
4.5.

4.5.1.
4.5.2.
4.6.

4.6.1.
4.6.2.
4.6.3.

4.6.3.1.
4.6.4.
4.7.
4.8.
4.9.

Chapter 5:

3.1.
S.L.)

Access to the WTO dispute settlement process
Notification and surveillance procedures

A survey of the WTO tax cases

Conclusion

The WTO Tax Rules: Goods

The concept of tax in the GATT

The GATT 1994: Definitional absence

The problematic nature of the direct-indirect tax
distinction

Most-favoured nation (article I)

The concept of “likeness™

Traditional trade taxes

Indirect taxation

Direct taxation

National treatment (article I1I)

Indirect taxation

Direct taxation

A narrow interpretation

A broader interpretation

GATT/WTO case law on direct taxes

Fees and formalities (article VIII)

An exclusionary or inclusionary approach to direct
tax measures?

An exclusionary approach

An inclusionary approach

The GATT and tax treaties

The rejection of MEN

Competing concepts of neutrality
Non-discrimination (article 24) and national
treatment

The OECD and non-discrimination

The case for a tax treaty carve-out

Customs valuation rules and transfer pricing
Export taxes

Conclusion

The WTO Tax Rules: Subsidies I

The SCM Agreement
The definition of a subsidy

vi

34
35
36
39

41

42
43

46
51
52
53
54
54
57
60
62
62
65
69
75

77
78
19
80
81
86

88
9]
94
96
98
102

105

105
106



Table of Contents

5.1.2.

3.1.2.1.
3.1.2.2

3.1.3.
5.14.
3.1L3.
5.1.6.
5.2,

Chapter 6:

6.1.
6.2.
6.2.1.
6.2.2.
6.2.3.
6.2.4.

6.2.4.1.
6.2.4.2.
6.2.4.3.

6.2.5.
6.3.

6.3.1.

6.3.1.1.

6.3.2.
6.3.3.
6.3.4.
6.3.5.

6.3.5.1.
6.3.5.2.
6.3.5.3

6.3.6.

6.3.6.1.
6.3.6.2.
6.3.6.3.
6.3.6.4.
6.3.6.5.

6.3.7.

6371
6.3.7.2.

6.3.8.

Prohibited subsidies

Article 3.1(a) export contingent subsidies
Article 3.1(b) import substitution subsidies
Actionable subsidies

Non-actionable subsidies

The absence of exceptions

Notification and transparency

Overview of the subsidy rules

The WTO Tax Rules: Subsidies 11

The US — DISC and US — FSC litigation

The 1976 US — DISC dispute

The US — DISC background

The US — DISC complaint

The European complaints

Failings of the US — DISC and European rulings
Judicial failings

Procedural failings

Compliance failings and the 1981 Understanding
Concluding remarks on the DISC dispute

The US — FSC dispute: The FSC, the ETI and the
AJCA tax breaks

The FSC

US complaints against European tax practices
The ETI

Arbitration ruling

The AJCA

Procedural issues

Panel expertise

Footnote 59: Appropriate tax forum
Availability of evidence

Interpretative issues

Defining a subsidy

The legal status of the 1981 Understanding
Footnote 59 and “foreign-source income™
Footnote 59, double taxation and tax treaties
Footnote 59 and transfer pricing

Broader issues

Territorial versus worldwide tax systems
BTAs

The IC-DISC: The last US export subsidy?

vii

108
109
112
113
115
116
117
118

121

121
121
122
123
124
125
125
128
129
132

132
134
135
135
136
137
138
138
139
141
143
143
145
146
147
149

. 150

150
153
155



Table of Contents

6.4. Conclusion 158
Chapter 7: The WTO Tax Rules: Subsidies I11 161
7.1. Case study: The compatibility of FTZs 161
7T:1:1% Features of FTZs 161
7.1.2. Challenges to FTZs 163
7.1.3. The OECD response to FTZs 166
2, The compatibility of FTZs with the WTO rules 169
) Special and differential treatment 172
122 When is an FTZ safe from WTO action? 173
7.2.3. A brief note on the GATT and GATS 175
7.2.4. Recommendations for FTZs 177
T3 Conclusion 178
Chapter 8: The WTO Tax Rules: Services 181
8.1. The concept of tax in the GATS 181
8.2 The definition of services and service providers 182
8.3. Most-favoured nation 183
8.3.1. MEN exemptions 184
8.3.2. Article XIV(e) tax treaty exception 186
8.4. National treatment 188
8.4.1. Tax limitations to national treatment 189
8.4.2. National treatment tax exceptions 190
8.4.2.1. Article XIV(d) direct taxes exception 192
8.4.2.2. Article XXII:3 tax treaty exception 194
8.5. Article XIV chapeau 196
8.6. Tax violations under the GATS 197
8.6.1. Indirect taxation 197
R.6.2. Direct taxation 198
8.7. Services and subsidies 200
8.8. The OECD’s harmful tax competition project 201
8.9. Double taxation of indirect taxes and tax treaties 203
8.10. Conclusion 205
Chapter 9: The WTO and International Tax Law:
Resolving Conflicts 207
9.1. Legal clashes 207
9.1.1. Conflict clauses in the WTO agreements 207

9.1.2. Conflict clauses in tax treaties 209

viii



Table of Contents

91 .2.4,
9.1.2.2.
8.1.3
9.1.3.1.
9.1.3.2.
9.1.3.3.
9.2.

Chapter 10:

OECD Model Tax Convention

Individual Member States’ tax treaties
The application of public international law
The application of the lex posterior rule
The application of the lex specialis rule
The concept of self-contained regimes
Conclusion

Recommendations

10.1. Defining the WTO’s role
10.2. Key findings: Failings and ambiguities
10.2.1. Textual failings
10.2.2. Adjudicative failings
10.2.3. Institutional failings
10.3. Recommendations for coordination and
clarification
10.3.1. Option A: “Do nothing”
10.3.2. Option B: Improve the existing WTO tax
provisions
10.3.2.1. Changes to the legal texts
10.3.2.2. Supplementary guidance
10.3.3. Option C: A Committee on Trade and Tax
10.3.4. Option D: Institutional dialogue
10.3.5. Option E: A WTO agreement on taxation
10.3.6. Option F: The creation of a global tax body
10.3.7. Option G: The WTO as an “international tax
organization”
10.4. The pragmatic approach
Chapter 11: Recapitulation
Table of GATT/WTO Cases
Bibliography
Appendix The Tax Cases of the GATT 1947 and the

World Trade Organization

210
211
213
215
217
219
222

223

223
225
226
227
227

227
228

229
229
230
231
231
233
236

239
243

245

249

289



Chapter 1

Introduction

Trade is vital to the world. And, further, the work of trade
and the law of trade increasingly intersect with much else that is
also vital to the world.'

Both governments and the corporate world have become increasingly aware
of the impact of the World Trade Organization’s rules and decisions in shap-
ing international trade activity, and influencing domestic policy. In part,
this awareness has resulted from the escalating trend of the World Trade
Organization (WTO) to impinge upon other areas of law that have not tra-
ditionally fallen under its classic domain, such as labour standards, human
rights, intellectual property, investment and environmental protection. This
trend, commonly known as “Trade and ..." issues or “WTO linkages™.” often
leads to tensions between, on the one hand, international trade values, and
on the other hand, competing “non-trade™ interests. An oft-unacknowledged
“linkage”, and yet a matter that is emblematic of a Member State’s national
sovereignty, concerns the omnipresent matter of taxation: this thesis seeks
to examine the WTO-tax linkage.

Naturally, it must be stressed from the outset that the relationship between
taxation and international trade is not a novel subject matter. Customs duties,
commonly regarded as traditional trade taxes, and internal indirect taxes (e.g.
sales tax, value added tax (VAT)) have been regulated under the international
trade framework since the inception of the General Agreement on Tariffs and
Trade 1947 (GATT 1947). The GATT 1947 (now the GATT 1994) plays a key
role in regulating trade taxes and internal indirect taxes, most significantly
through tariff bindings, enforcing the principle of non-discrimination and
confirming the practice of border tax adjustments (BTAs). There is, however,
a danger in assuming that this is where the role of international trade law
begins and ends for taxation. Indeed, a corollary myth has developed that
cross-border indirect tax matters are regulated by international trade law, and
cross-border direct tax matters are regulated by the international tax system
and never the twain shall meet.

1. J. Bacchus, Groping Toward Grotius: The WTQ and the International Rule of Law,
44 Harvard International Law Journal 2 (2003) 533, at 540.

2 There is voluminous literature on the issue of “WTO linkages”. For an in-depth
discussion, see Symposium: The Boundaries of the WTO, 96 American Journal of Inter-
national Law 1 (2002) 1.



Chapter 1 - Introduction

Since the establishment of the WTO — the successor to the GATT 1947 —
the reach of international trade rules over taxation matters has significantly
increased. The Uruguay Round of Trade Negotiations (1986-1994) created
new ambitious multilateral agreements — collectively known as the WTO
agreements — that broadened opportunities for Member States’ tax policies
to conflict with international trade rules, and have, in turn, created new
regulatory consequences for discriminatory income tax practices that extend
far beyond the original purview of the GATT 1947.% The three major trade
agreements —the GATT 1994, the Agreement on Subsidies and Countervail-
ing Measures (SCM Agreement) and the General Agreement on Trade in
Services (GATS) — all contain substantive tax obligations. Tax-related obli-
gations are also to be found in the Agreements on Trade-Related Investment
Measures (TRIMs) and the Agreement on Agriculture (AA). Yet, despite this
broader jurisdiction over taxation matters, the relationship between interna-
tional trade rules and taxation is oft-underestimated. Until relatively recently,
this underestimation has been reflected in the dearth of academic literature
connecting taxation and international trade.* Moreover, the WTO, and its

3. The 1988-94 Uruguay Round of Trade Negotiations resulted in the Marrakesh
Agreement Establishing the World Trade Organization, 15 April 1994 (hereinafter: the
Marrakesh Agreement) which acts as an umbrella framework for the legal texts of the
WTO — collectively known as the “WTO agreements”. The agreements are organized
under four annexes of the Marrakesh Agreement: the Multilateral Agreement on Trade in
Goods — containing 13 agreements (annex 1A), the General Agreement on Trade in Services
(GATS) (annex 1B), the Agreement on Trade-Related Aspects of Intellectual Property
Rights (TRIPS) (annex 1C), the Understanding on Rules and Procedures Governing the
Settlement of Disputes (DSU) (annex 2), the Trade Policy Review Mechanism (TPRM)
(annex 3) and Plurilateral Trade Agreements (annex 4). The Multilateral Agreement on
Trade in Goods contains 13 agreements, including the General Agreement on Trade and
Tariffs 1994, the Agreement on Agriculture (AA), the Agreement on Trade-Related Invest-
ment Measures (TRIMs) and the Agreement on Subsidies and Countervailing Measures
(the SCM Agreement), While the GATT 1947 remains legally distinct from the new GATT
1994, the GATT 1994 absorbs the text of the GATT 1947 (as amended), and therefore
any reference to the “GATT 1947 or “GATT” refers to the same legal text. In order to
promote consistency, the Marrakesh Agreement states: “... the WTO shall be guided by
the decisions, procedures and customary practices followed by the CONTRACTING
PARTIES to the GATT 1947 and the bodies established in the framework of GATT 1947
(article XVI:1).

4. Prior to the advent of the US — FSC dispute, very little was written on the tax-trade
nexus. There are a handful of notable exceptions where the international tax-trade nexus
has been examined: J. Fischer-Zernin, GATT versus Tax Treaties? The Basic Conflicts
between International Taxation Methods and the Rules and Concepts of the GATT, 21
Journal of World Trade 3 (1987) 39; A.H. Qureshi, Trade-Related Aspects of International
Taxation — A New WTO Code of Conduct?, 30 Journal of World Trade 2 (1996) 161; D.
Devgun, International Fiscal Wars for the Twenty-First Century: An Assessment of Tax-
Based Trade Retaliation, 27 Law & Policy in International Business 2 (1996) 353; A.H.
Qureshi, TRIT — A New WTO Code of Conduct on Trade-Related Aspects of International
Taxation? in G. Parry (ed.), The Legal and Moral Aspects of International Trade — Free-

[S0]



Introduction

predecessor the GATT 1947 Council, have themselves failed to investigate
the tax-trade nexus to any substantive degree.’

Any misconceptions that the WTO plays a marginal role in regulating
Member States’ tax policies were dismissed when the European Union
successfully challenged the United States’ Foreign Sales Corporation and
Extraterritorial Income Exclusion tax breaks offered to US exporters. The
impact of these income tax disputes (collectively known as US — FSC)
cannot be underestimated and, in many ways, have been unprecedented.
The disputes resulted in the largest penalties ever sanctioned in the WTO
history — amounting to USD 4.043 billion per annum. This represented a
wake-up call for both international trade and international tax experts who
had, up until the emergence of the US — FSC dispute, ignored, or, at least,
underestimated the potential impact of international trade law upon income
tax policy. The repeated defeats of the US tax breaks led to a considerable
emotive rhetoric, including threats of a full scale transatlantic “trade war”
not seen in magnitude since the Boston Tea Party.® The oft-quoted US Trade
Representative Robert Zoellick likened the authorization of the sanctions to
unleashing a nuclear bomb in the world trading system.” These perceived
threats, combined with the recent history of other high-profile transatlantic
trade disputes,® led some US representatives to call for the United States to
rescind its WTO membership,” while there have been other calls to use the

dom and Trade: Volume III (Routledge 1998); R.A. Green, Antilegalistic Approaches
To Resolving Disputes between Governments: A Comparison of the International Tax
and Trade Regimes, 23 Yale Journal of International Law 1 (2002) 79 (Green notes that
literature “largely fails to connect international tax policy to international trade policy™
at 87).

5. Notably, the Doha Development Round of trade negotiations did not place tax
issues on its “to-do” list of 20 trade topics. Since the inception of the GATT 1947, there
has been just one substantive enquiry on taxation; this concerned the application of border
tax adjustments (BTAs). See, inter alia, GATT Council, Working Party on Border Adjust-
ments, Meeting of 18 ta 20 June 1968 — Note by the Secretariat, L/3039 (11 July 1968)
and section 4.1.2.

6. See, inter alia, “America’s Taxing Trade Troubles™ The Economist (London, 21
Aug. 2001); P. Magnusson, “Commentary: This Tax Break Could Trigger a Trade War”
Businessweek (New York, 4 Sept. 2000).

¥ E. Olson, “US Loses a Trade Dispute with Europe™ New York Times (New York,
23 June 2001).

8. Other high-profile cases that proved a source of friction between the United States
and the European Union included the Beef Hormones, the Steel Safeguard Measures, and
the Biotech Products disputes. A comprehensive analysis of the disputes between the
United States and the European Union can be found in E.U. Petersmann & M.A. Pollack,
Transatlantic Economic Disputes: The EU, the US and the WTO (OUP 2005).

9. In 20035, a Joint Resolution was submitted to the US Congress requesting the
withdrawal of the United States from the WTO. The Resolution failed to pass through
Congress by a vote of 86 to 338. This Resolution was not solely based on the US — FSC



