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l. Introduction

On October 8, 2021, the Organisation for Economic Co-operation and
Development (“OECD”)/G20 Inclusive Framework on Base Erosion and Profit
Shifting (“BEPS”) (the “IF”) released the Statement on a Two-Pillar Solution to
Address the Tax Challenges Arising from the Digitalisation of the Economy (the
“Two-Pillar Statement”).! The Two-Pillar Statement announced that 136 jurisdic-
tions had reached a landmark two-pillar solution to address the tax challenges
arising from the digitalization of the economy, with the number climbing to 137
a few weeks later.” The IF has a total of 141 members, but the following four
countries have yet to agree to the two-pillar solution: Kenya, Nigeria, Pakistan,
and Sri Lanka.

The Two-Pillar Statement outlines two overarching mechanisms to “address the
tax challenges arising from the digitalisation of the economy.” The first mechanism
(“Pillar I”) applies to large, profitable groups of multinational entities. It allows
for the reallocation of 25% of the profit certain large groups earn in excess of 10%
of their revenue back to market jurisdictions. The second mechanism (“Pillar II”)
attempts to ensure that every jurisdiction imposes (or has a compelling incentive
to impose) a minimum corporate income tax of 15%.

The IF introduced this two-pillar solution in a 2019 policy note entitled
Addressing the Tax Challenges of the Digitalisation of the Economy (the “Policy
Note”).? In the Policy Note, the IF observed that “the features of the digitalising
economy exacerbate BEPS risks, and enable structures that shift profits to entities
that escape taxation or are taxed at only very low rates.” Regarding Pillar I, the
Policy Note envisioned a response that would provide “taxing rights that would
strengthen the ability of jurisdictions to tax profits where the other jurisdiction
with taxing rights applies a low effective rate of tax to those profits.” The Policy
Note nevertheless stated:

The proposal under this pillar does not change the fact that countries or
jurisdictions remain free to set their own tax rates or not to have a corporate

income tax system at all. Instead, the proposal considers that in the absence
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of multilateral action there is a risk of un-coordinated,
unilateral action, both to attract more tax base and
to protect the existing tax base, with adverse conse-
quences for all countries, large and small, developed
and developing.

In this column, we focus on Pillar IT and the undertaxed
profits regime. Specifically, after a brief discussion of the
mechanics of the Pillar II rules, we note that Pillar I differs
markedly from prior multilateral initiatives. Whereas prior
initiatives sought to limit harmful corporate tax competi-
tion, Pillar II seeks to prevent “all” tax competition, at
least below a certain amount. The OECD reinforces this
point in the Commentary to the Global Anti-Base Erosion
Model Rules (the “Commentary”) stating, “Rather than
a typical direct tax on income, the tax imposed under
the GloBE Rules is closer in design to an international
alternative minimum tax ...

In so doing, Pillar IT may present U.S. policymakers
with a potentially difficult choice: either accept meaningful
limits on the sovereign right of the United States to set
U.S. corporate tax policy or accept that other countries
will impose tax on profits that, up until now, were only
subject to tax in the United States.

Over the years, Republicans and Democrats in Congress
have inserted numerous provisions into the U.S. Internal
Revenue Code (the “Code”) to provide taxpayers with an
incentive for activities that Congress believes are beneficial
(e.g., the orphan drug credit and the low income housing
credit). Depending on how it is implemented, Pillar II
may diminish the effectiveness of these provisions because,
to the extent they drive a corporate taxpayer’s effective
tax rate (“ETR”) below 15%, another country may tax
the income and eliminate the benefit. Because Congress
enacted these incentive provisions, they could be regarded
as representing the will of the American people as imple-
mented through their duly elected representatives. The
fact that these Congressional actions may be materially
altered by a set of policies propounded by a multilateral
international body has already raised concerns with some
U.S. policymakers.” Pillar II may also raise concerns in
developing countries and other economies close to home
(e.g., Puerto Rico) that use lower tax rates to overcome
other issues they face with attracting investment.

In our view, the primary concern motivating the design
of Pillar IT is the age-old problem of corporate tax com-
petition, which is not specific to the digital economy,
digitalization, digital transformation, or any other feature
of technological change.® Corporate tax competition is not
anew phenomenon. To the extent that U.S. policymakers
are concerned with corporate tax competition, in addition
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to considering whether Pillar II is an appropriate method
of addressing these concerns, they may wish to give fresh
consideration to alternative approaches. These alternatives
include, but are not limited to, a dividends paid deduction
(“DPD”), which we address below, and which is specifi-
cally contemplated in the Pillar I framework.

Il. The Pillar Il Mechanics

Pillar II contains a complex set of overlapping and inter-
connected rules. As we demonstrate below, the intended
consequence of these rules is to ensure that the earnings
of large corporate multinational entities (“MNEs”) are
taxed at a rate of at least 15%. The system, the Global
Anti-Base Erosion Model Rules (the “GloBE Rules”) and
the Commentary,” ostensibly operates in the form of one
of two top-up taxes—a primary tax under the Income
Inclusion Rule (“IIR”), and an alternative tax under the
Undertaxed Payments Rule (“UTPR?”).

As a brief example, assume a corporation in Country
A is part of a MNE subject to the Pillar II rules. The
corporation earns $100 that is not taxed locally ata 15%
rate. In that case, the entity’s ultimate parent jurisdiction
must tax the income under an anti-deferral regime that
qualifies as an IIR and that ensures the income is taxed at
a 15% rate. If that does not happen, then the country of
incorporation for intermediate holding companies must
impose a top-up tax so that the income is taxed at 15%.
If those countries do not impose such a top-up tax, every
other country in which the MNE operates may reach out
and impose the tax that the other countries did not impose.
Importantly, only those entities located in jurisdictions
that have enacted the UTPR have this secondary right,
and the resulting tax revenue is apportioned between
them based on their share of employees and assets, not
based on any other factual relationship to the profits in
question. Hence, Pillar II is designed to give countries a
big incentive to enact a UTPR to ensure a share of the
apportioned tax revenue.

The OECD has grouped the application of these rules
into five steps, which will be discussed in turn:

1) Identify MNE Groups (as defined below) within
scope and the location of each Constituent Entity
(as defined below) within each MNE Group;

2) Determine the GloBE income of each Constituent
Entity;

3) Determine the taxes attributable to the income of a
Constituent Entity;

4) Calculate the ETR of all Constituent Entities located
in the same jurisdiction and determine the resulting
top-up tax; and
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5) Impose top-up tax under the IIR and UTPR in

accordance with the agreed order.®

A. Identify MNE Groups Within Scope

The GloBE Rules first determine which groups of MNEs
are in scope. A MNE Group is any collection of entities
that are related through ownership or control and that have
at least one entity or permanent establishment (“PE”) that
is not located in the jurisdiction of the Ultimate Parent
Entity (“UPE”).” The GloBE Rules only apply to MNE
Groups with a foreign presence and with revenue over
EUR 750 million, based on their consolidated financial

statements.'°

B. Constituent Entities

“Constituent Entities” are entities and PEs within an
in-scope MNE Group.'" Certain entities, such as govern-
mental entities, international organizations, non-profit
organizations, and investment funds, are not subject to
the GloBE Rules. The GloBE Rules refer to these entities
as “Excluded Entities.”"? Excluded Entities’ revenues are
still considered when determining whether the MNE
Group clears the EUR 750 million revenue threshold.
The location of each Constituent Entity is determined so
that the GloBE Rules can be applied on a jurisdictional
basis. Each entity is located where it is a tax resident. The
default rule is that an entity is located in the jurisdiction
in which it was created." If an entity is a tax resident in a
jurisdiction based on its management and control, it will
be treated as located in that jurisdiction.' Special rules
apply to flow-through entities, and PEs are located where
they are treated as a PE and subject to tax."”

C. GloBE Income

A Constituent Entity calculates its GloBE income by
first determining its net income or loss according to its
ultimate parent’s consolidated financial statements, prior
to eliminating intra-group items.'® The Constituent Entity
then adjusts its net income or loss for certain differences
between the financial accounting results and income tax
results (i.e., book to tax differences)."” The Constituent
Entity further adjusts its net income or loss to exclude
international shipping income since this industry has
alternative tax regimes that often place it beyond the
scope of corporate income taxes.'® The Constituent Entity
then allocates its adjusted financial statement net income
or loss between a PE and its head office or to the owners
of a flow-through entity to align the financial statement
treatment with the applicable local tax rules."
Importantly, for the discussion that follows, if a
Constituent Entity is a UPE (meaning an entity that
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controls other Constituent Entities but is not controlled
by another Constituent Entity), there is a special rule
for a DPD regime. Specifically, Article 7.2 of the GloBE
Rules allows the UPE to reduce its GloBE income, under
certain circumstances, to zero for any dividends that are
paid pursuant to a qualified deductible dividends regime
where the company’s shareholders meet certain criteria.
Critically, the UPE cannot reduce the income of, and
therefore the top-up tax liability attributable to, lower-
tier Constituent Entities. Nevertheless, the profits of
these entities can ostensibly be protected if the United
States enacts a Pillar II-compliant IIR by modifying its
global intangible low-taxed income (“GILTT”) regime.
As we address in more detail below, the interaction of a
qualifying deductible dividends regime (.e., the DPD we
refer to above) with the IIR, however, is not entirely clear.
Specifically, it is unclear whether and to what extent the
GloBE Rules allow a DPD to be claimed as a deduction
against and reduce the revised imputation income the
UPE recognizes under the IIR-compliant GILTT and yet
still be considered a qualified deductible dividends regime.

D. Adjusted Covered Taxes

Once a Constituent Entity’s GloBE income or loss has
been calculated, the next step is to calculate the entity’s
“Adjusted Covered Taxes.” The definition of “Covered
Taxes” for the GloBE is generally broader than “income
taxes” for financial accounting purposes.?’ “Adjusted
Covered Taxes” are the entity’s current tax expense accrued
for financial accounting purposes adjusted for certain tim-
ing differences.”' The GloBE Rules further adjust Covered
Taxes to account for temporary timing differences using
deferred tax accounting, and provide an alternative elec-
tive rule to the use of the deferred tax accounting rules
that effectively permits an entity to carry GloBE losses
forward as a deemed deferred tax asset.”> Covered Taxes are
then allocated as needed to take into account PEs, fiscally
transparent entities, and hybrid entities, as well as taxes
imposed as a result of a controlled foreign corporation
(“CEC”) regime.” As a result of post-filing adjustments,
which may arise from an audit or amended return, an
entity may need to recalculate its GloBE income or loss
and the related Covered Taxes for the prior year.**

E. ETR & Top-Up Tax

A Constituent Entity’s jurisdictional ETR is equal to its
Covered Taxes with respect to the jurisdiction over the
GloBE income in the jurisdiction.” If the ETR is less than
the 15% minimum rate, the top-up tax percentage is the
difference between the two rates. The top-up tax equals
the top-up tax percentage multiplied by the Excess Profit,
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which is the GloBE income minus a routine return based
on a small percentage of the entity’s payroll and tangible

assets.”®

These excluded items serve as a proxy for substance
because they are viewed as generally less mobile, in contrast
to intangible assets that the IF believes to be more likely
to give rise to BEPS.” The top-up tax is increased by any
amounts attributable to certain recalculations of prior
years' top-up taxes and reduced by the amount of any tax
payable pursuant to a qualified domestic minimum top-up
tax (“QDMTT”).%

The local taxing jurisdiction for each legal entity is the
first jurisdiction entitled to tax the Constituent Entity’s
profits if its ETR falls short of the 15% minimum rate. If
ajurisdiction hasa QDMTT, this tax would apply to local
entities’ jurisdictional excess profits before the IIR and
UTPR. The GloBE Rules do not require jurisdictions to
adopta QDMTT, but the rules give them a strong incen-
tive to do so. As a result, the IF expects that a QDMTT
often will reduce the top-up tax to zero.”’?

After accounting for the QDMTT, if present, the juris-
dictional top-up tax is proportionally allocated to each
Constituent Entity in the jurisdiction that has GloBE
income.*® No tax is allocated to those entities with GloBE
losses. It is this allocation that determines whether a

Constituent Entity will be subject to an IIR or the UTPR.

F. The IR

The jurisdiction of the MNE Group’s UPE is primarily
responsible for imposing and collecting top-up taxes for
the MNE Group’s Constituent Entities.®' If the UPE’s
jurisdiction does not impose an IIR, the responsibility
for imposing and collecting top-up tax liability falls to the
next intermediate parent entity in the chain of ownership
that has an IIR.** The UPE is liable for an amount of the
Constituent Entity’s top-up tax in proportion to the share
of the profits attributable to the UPE under accounting
standards (i.e., based on the proportion of GloBE income
attributable to the UPE).?* The GloBE Rules also contain
a mechanism to prevent overlapping taxation in the event
that there are multiple parent entities in the same owner-
ship chain that all apply an IIR to the same top-up tax
amount.**

Importantly for U.S. MNEs, the U.S. tax on GILTT is
not expected to be a qualifying IIR at this point in time.
To conform to the requirements, GILTT would likely need
to impose tax at a 15% minimum rate, rather than the
10.5-13.125% rates; GILTT would likely have to apply
on a country-by-country basis, rather than the current
global blending approach; and, in theory, GILTT also
would have to apply based on the GloBE Rules’ version
of book income as opposed to taxable income. This last
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change may not be required for GILTT to be a qualifying
IIR. Specifically, notwithstanding GILTTs current base
of taxable income, a European Union (“EU”) tax official
said thata 15% GILTT rate that applies on a jurisdictional
basis “would be deemed equivalent.” Whether other EU
Member States, and other members of the IF, will agree
remains to be seen. Absent changes to GILTT, subsidiaries
of U.S.-parented companies that are located in jurisdic-
tions without QDMTTs could be subject to the top-up
taxes that other jurisdictions impose under the IIR, thereby
incentivizing companies to adopt flatter structures, elimi-
nating intermediate entities in the chain of ownership.
Example 2.1.3-1 of the Global Anti-Base Erosion Model
Rules (Pillar 2) Examples (the “GloBE Rules Examples”)
illustrates the mechanics of the GloBE Rules’ top-down
approach when a UPE is not required to apply a quali-
fied IIR. The ABC Group, depicted below, contains four
entities. A Co wholly owns two subsidiaries, B Col and
B Co2, which in turn each own 50% of C Co. C Co is
a low-taxed Constituent Entity. A Co as the UPE would
have priority to apply the IIR, but Country A has not
implemented the GloBE Rules. B Col and B Co2, the
two intermediate parent entities, are located in Country
B, which has implemented a qualified IIR. Accordingly,
B Col and B Co2 are required to apply the IIR based on
their allocable share of C Co’s top-up tax, or 50% each.

G. The UTPR

The catch-all in the GloBE Rules is the UTPR. For all enti-
ties that have less than a 15% jurisdictional ETR and are
not brought into compliance with the minimum tax under
aQDMTT orIIR, the GloBE Rules permit the other juris-
dictions in which the MNE operates to impose and collect
the remaining top-up tax amount under the UTPR.*® The
GloBE Rules allocate the UTPR top-up tax amount to
each jurisdiction depending on the number of employees
and net book value of tangible assets in the jurisdiction
that are reflected on the MNE Group’s country-by-country
reports.”’” This allocation formula again serves as a proxy
for substance. The use of the country-by-country reports
by all jurisdictions ensures that the same figures are used,
which facilitates coordination and minimizes the risk of
disputes.”® The UTPR, unlike the other taxes described,
ostensibly operates by denying a Constituent Entity’s
otherwise allowable deductions for expenses to result in an
additional cash tax expense equal to the UTPR top-up tax
amount allocated to the jurisdiction.”” The GloBE Rules
do not specify the mechanism through which a jurisdic-
tion must apply the UTPR, however. Thus, the UTPR
can also “take the form of an adjustment that is equivalent
to a denial of a deduction.”® The GloBE Rules treat the
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EXAMPLE 2.1.3-1.

Country A
Not implemented the GloBE Rules

A Co

Country B

Implemented the GloBE Rules
100%

100%

B Co1

B Co2

50%

50%

Country C
Not implemented the GIoBE Rules
Low-Tax Jurisdiction

CCo

decision as “a matter of domestic law implementation that
is left to the UTPR Jurisdictions.”*!

Example 2.5.3-1 of the GloBE Rules Examples illus-
trates how a MNE calculates the UTPR top-up tax
amount. The ABC Group, depicted below, contains four
entities. A Co owns 100% of B Co, 55% of C Co, and
100% of D Co. B Co owns 40% of C Co, and minority
shareholders own the remaining 5%. C Co is a low-taxed
Constituent Entity. The C Co top-up tax is EUR 100.
A Co as the UPE would have priority to apply the IIR,
but Country A has not implemented the GloBE Rules. B
Co, the intermediate parent entity, is located in Country
B, which has implemented a qualified IIR. B Co thus is
required to apply the IIR with respect to its allocable share
of C Co’s top-up tax, or EUR 40. Because not all of A
Co’s combined direct and indirect ownership of C Co is
subject to a qualified IIR (i.e., the 55% direct interest that
A Co holds), C Co’s EUR 100 top-up tax is reduced by B
Co’s EUR 40 to calculate the UTPR top-up tax amount.
Accordingly, the UTPR top-up tax amount is EUR 60.
Example 2.5.3-1 does not address how the UTPR top-up
tax amount is allocated. Presumably, the UTPR top-up
tax is allocated between B Co and D Co based on their
relative employees and tangible assets.”
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I1l. How Pillar Il Is Materially Different
from Prior Reform Efforts

The OECD has been focused on corporate tax compe-
tition for a long time. In 1998, the OECD released a
report entitled Harmful Tax Competition: An Emerging
Global Issue. By using the adjective “harmful,” the draft-
ers implicitly acknowledged that there were at least some
types of tax competition that were not harmful. Early on
in the report, the drafters expressly acknowledged this
point, stating, “The Report recognises the distinction
between acceptable and harmful preferential tax regimes
and carefully analyses the features of both residence and
source country tax systems that may lead to the damaging
impact of harmful preferential tax regimes.”* The drafters
went on to recognize the real need that underdeveloped
economies had to incentivize foreign direct investment
(“FDI”) through tax incentives:

Tax competition and the interaction of tax systems
can have effects that some countries may view as
negative or harmful but others may not. For example,
one country may view investment incentives as a
policy instrument to stimulate new investment, while
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EXAMPLE 2.5.3-1.

Jurisdiction A
MNot implemented the GloBE Rules

ACo

Jurisdiction D
Implemented the GloBE Rules

High-Tax Jurisdiction

W

High-Tax Jurisdiction

100%
Jurisdiction B
Implemented the GloBE Rules
High-Tax Jurisdiction B Co

Jurisdiction C
Not implemented the GloBE Rules
Low-Tax Jurisdiction

40%

55%

100%

D Co

59| Third Parties

CCo

another may view investment incentives as divert-
ing real investment from one country to another. In
the context of this last effect, countries with specific
structural disadvantages, such as poor geographical
location, lack of natural resources, etc., frequently
consider that special tax incentives or tax regimes are
necessary to offset non-tax disadvantages, including
any additional cost from locating in such areas.*

The report’s drafters therefore developed factors (e.g.,
“no substantial activities” in the incentive jurisdiction)
that could help to distinguish harmful tax regimes from
those harmless or beneficial regimes that allowed for the
encouragement of investment and development.®

The OECD’s position then was consistent with the
view that many small island economies that lack natural
resources face significant barriers to building up any kind
of non-tourist industry, and that tax incentives may be an
attractive way for such countries to attempt to level the
playing field.“

When the OECD began the BEPS Project in 2012, it
appeared to continue to draw a distinction between the
sovereign right of countries to engage in tax competi-
tion and the kinds of harmful tax practices that allowed
income via transfer pricing, debt/equity arbitrage, or
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other means to escape taxation altogether.”” Pascal Saint-
Amans, the Director of the OECD Centre for Tax Policy
and Administration and the voice of the BEPS Project at
that point in time, stated that “the solutions are not about
any kind of harmonization, because the world is made of
tax sovereignties, and every country decides on its own
sovereignty.”*® Throughout the BEPS Project, the OECD
continued to acknowledge the central role of sovereignty,
noting that “[t]ax policy is at the core of countries’ sov-
ereignty, and each country has the right to design its tax
system in the way it considers most appropriate.”® The
BEPS Project sought to address domestic and treaty law
gaps that allowed for what was variously termed stateless
income, nowhere-taxed income, and double non-taxation.

This initial phase of the BEPS Project led the OECD
to publish reports on 15 actions to “equip governments
with domestic and international rules and instruments to
address tax avoidance, ensuring that profits are taxed where
economic activities generating the profits are performed
and where value is created.” The OECD published the
Action Plan on BEPS in 2013, and then followed with
the reports on each action in 2014 and 2015. One of the
reports continued the work on harmful tax practices that
the OECD had begun in 1996. Under BEPS Action 5, the
OECD published Countering Harmful Tax Practices More
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Effectively, Taking into Account Transparency and Substance.
In this report as well, the OECD expressly stated that “[t]he
work on harmful tax practices is not intended to promote
the harmonisation of income taxes or tax structures gener-
ally within or outside the OECD, nor is it about dictating
to any country what should be the appropriate level of tax
rates.”! Instead, the final BEPS Action 5 report focused
on ensuring that there was sufficient transparency around
incentive regimes and that the regimes aligned operational
substance with the benefits that companies derived. With
this directive in mind, the OECD’s Forum on Harmful Tax
Practices embarked on a multi-year evaluation of incen-
tive regimes around the world and categorized the regimes
based on their relative harmful/harmlessness.”

BEPS Action 5 was consistent with the general thrust of
the BEPS Project. The BEPS Project focused on eliminat-
ing stateless income and therefore sought to prevent MNEs
from shifting profits to low-tax jurisdictions in which the
MNEs conducted little or no economic activity.”> A mini-
mum tax rate was not within the BEPS Project’s scope.

In 2016, at the conclusion of the BEPS Project, the
OECD promulgated the Multilateral Convention to
Implement Tax Treaty Related Measures to Prevent
BEPS (the “Multilateral Convention”).>* The Multilateral
Convention allowed more than 100 jurisdictions to nego-
tiate, and in some cases agree, on whether to incorporate
various aspects of the actions into their bilateral tax trea-
ties. On the domestic law front, jurisdictions around the
world incorporated the transfer pricing proposals in BEPS
Actions 8-10 into their transfer pricing rules and adopted
anti-hybrid rules that reflected the recommendations in
BEPS Action 2.

In response, companies changed their behavior. Transfer
pricing policies took into account the development,
enhancement, maintenance, protection, and exploitation
or “DEMPE” activities that the new OECD Transfer
Pricing Guidelines mandated. Allocations of profit
reflected real management of commercial risks. Hybrid
entity, tax haven, and non-resident structures began to
rapidly disappear as companies moved valuable assets into
substantive jurisdictions. And, as is relevant here, jurisdic-
tions eliminated harmful incentive regimes or modified
those regimes to fall in line with the substance and trans-
parency requirements that the BEPS Project established.”

Despite the apparent success of the BEPS Project in both
changing the architecture of international tax and adjust-
ing corporate behavior, some jurisdictions concluded that
the BEPS actions were nevertheless insufficient to address
specific challenges posed by the Internet and the digital
economy. These jurisdictions, starting with India, France,
Italy, Turkey, and the UK, began to unilaterally start taxing
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the gross revenue MNEs generate from providing digital
services to customers. In tandem, in June 2016, the then
34-member OECD joined with 48 other countries to
form the IF “to ensure interested countries and jurisdic-
tions, including developing economies, can participate
on an equal footing in the development of standards on
BEPS related issues, while reviewing and monitoring the
implementation of the OECD/G20 BEPS Project.”*® The
IF has since grown to 141 member countries.”’

As noted above, in January 2019, the IF issued the Policy
Note in which it introduced the two-pillar solution as a
way to address the perceived opportunity for companies
to shift their highly mobile income into low-tax jurisdic-
tions.”® As also noted above, this report observed that Pillar
IT would not change the fact that countries remained free
to set their own tax rates or not have a corporate income
tax system at all.

The IF positioned Pillars I and II as a continuation of
the BEPS Project’s work, as evidenced by the repeated
reference to income shifting and the digital economy.”
But, as discussed above, the BEPS Project in general,
and the work on harmful tax practices in particular, did
not seek to establish a minimum rate of tax; rather, these
efforts were focused on ensuring that profits followed
people (as well as assets and risks), and not merely paper.
To that end, Pillar IT appears to represent a significant
departure from previous multilateral attempts to address
tax competition. Specifically, as the discussion above
illustrates, the OECD is no longer drawing a distinction
between “harmful” tax competition and “tax competi-
tion.” Instead, under Pillar II, the IF “agreed to explore
on a ‘without prejudice’ basis taxing rights that would
strengthen the ability of jurisdictions to tax profits where
the other jurisdiction with taxing rights applies a low
effective rate of tax to those profits.”®

In sum, the OECD has moved beyond ensuring all
profits are recognized somewhere to ensuring that all
profits are taxed somewhere at a certain specific rate. As
noted above, the Pillar II project is akin to an international
alternative minimum tax. The fact that this was where the
BEPS Project would (ultimately) lead was predicted by

some years ago.’!

IV. How Pillar Il Could Impact a
Country’s Ability to Set Its Own Tax
Base and Rates

The IF has crafted the GloBE Rules to encourage countries
to adopt a minimum 15% tax that qualifiesasa QDMTT. If
a Constituent Entity’s ETR is less than the 15% minimum
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rate, its jurisdiction has the right to impose a QDMTT to
bring the ETR up to the required 15%. Next, the UPE’s
jurisdiction has the right to impose an IIR to bring the ETR
up to the required 15%. After that, the intermediate parent
entity’s jurisdiction has the right to impose an IIR to bring
the ETR up to the required 15%. If none of those countries
acts to bring the ETR up to 15%, then every other jurisdic-
tion in which the MNE operates has the right to impose the
UTPR to bring the ETR up to the required 15%.

If the EU, or any other significant taxing jurisdiction,
implements Pillar II, in almost every case there will be at
least one jurisdiction in which a major MNE operates that
will impose a qualifying IIR or UTPR. Pillar II proponents
(and many of the opponents as well) believe that no local
taxing jurisdiction is going to simply cede its right to tax
income that a Constituent Entity generates in its jurisdic-
tion to another jurisdiction that may have only a tenuous
connection to the Constituent Entity. The theory is that
virtually every jurisdiction is going to conclude that if
one jurisdiction or another is certain to tax the income
the Constituent Entity generates in the local jurisdiction,
the local jurisdiction should impose a qualifying QDMTT
and impose the tax first.

For U.S. MNEs, Pillar 1T will result in foreign income
being subject to multiple levels of taxation. The local
jurisdiction in which the MNE earns the income first will
impose its local tax. If the income is low-taxed, the local
jurisdiction's QDMTT brings the rate to 15%. If the local
jurisdiction does not havea QDMTT, and if GILTT is not
considered a “qualified” IIR, another foreign jurisdiction
will impose its IIR or the UTPR to top-up the tax. Lastly,
the United States then may still impose GILTT.

Importantly, given the fact that the modality for impos-
ing the incremental top-up tax may be the denial of
deductions, and the fact that the Commentary explicitly
states that the tax may be imposed on an entity with no
factual relationship to the income, these extra taxes
that are imposed may not be creditable in the United
States under the new U.S. foreign tax credit regulations.
Moreover, the starting point for the GloBE Rules is
accounting income, whereas GILTT is based on taxable
income. Potential mismatches could lead to additional
tax despite the income already being subject to 15% tax
under the GloBE Rules.

V. How Pillar Il Could Significantly
Impact Many Developing Countries

One of the OECD’s stated goals is to tackle inequities
and end poverty:
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We form a like-minded community, committed to the
preservation of individual liberty, the values of democ-
racy, the rule of law and the defence of human rights.
We believe in open and transparent market economy
principles. Guided by our Convention, we will pursue
sustainable economic growth and employment, while
protecting our planet. Our shared endeavour is to end
poverty, to tackle inequalities and to leave no one behind.

We want to improve the lives and prospects of everyone,
inside and outside the OECD.%

Despite the aforementioned goal, the actual implementa-
tion of the GloBE Rules may favor larger industrialized
countries.” This may occur in at least two ways.

Specifically, by prioritizing the IIR over the UTPR, and
giving higher-tier entities priority over lower-tier entities
in imposing the IIR, the United States and other more
developed countries that have the most MNEs would have
the first opportunity to tax the untaxed profits, if there
are any. That is, the MNEs that are most likely to be in a
position to own low-taxed subsidiaries, dictate the own-
ership chains of those subsidiaries, and determine which
IR regime is most favorable would be MNEs based in the
United States and other developed countries.*

The counterargument is that, if all countries adopt a
Pillar IT-compliant regime, then there would be no under-
taxed profits taxed under an IIR or UTPR. Ye, this is the
second way the proposal may be seen to favor developed
countries over developing countries. Although Pillar II
does not require jurisdictions to implement a 15% tax
rate, by ensuring that each dollar of income is subject to
15% tax somewhere, it may hinder a country’s ability to
attract investment through favorable tax policy. While
Pillar IT does not apply to the routine return, the proxy
for substance, that amount in many fact patterns may
be quite small. If the developing nation does not adopt
a QDMTT, another country will tax the income. If the
developing nation does adopt a QDMTT, that merely
changes the type of tax the jurisdiction imposes from a
corporate income tax to a QDMTT, thereby ensuring
that no such country can offer incentives that reduce the
effective rate below 15%.

The OECD recognizes that taxes serve as the primary
means for financing public goods, such as maintenance
of law and order and public infrastructure.’” In a 2015
joint report, the International Monetary Fund (“IME”),
OECD, World Bank, and United Nations (“UN”) studied
countries’ uses of tax incentives and the various forms
those incentives took, particularly in developing nations.
The primary reason jurisdictions offer tax incentives is to
stimulate investment in the jurisdiction with the hope of
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promoting growth. In particular, developing nations wish
to attract FDL% The report interestingly found that many
tax incentives developing nations offered were redundant,
in that they attracted investment that likely would have
been undertaken in that jurisdiction anyway. In contrast,
effective tax incentive policies offered as part of a coordi-
nated strategy to enhance investment have been a large
driver of economic growth.

The 2015 joint report found that the effectiveness of
incentives in attracting investment depends on inter-
national tax rules because of the interplay between the
incentive structure and any home country tax that a
MNE is subject to. MNEs located in countries with taxes
on foreign source income, such as through CFC rules or
repatriation taxes, are not able to benefit from tax incen-
tives as much as those MNEs located in countries with
territorial systems. The IME, OECD, World Bank, and
UN published this report before the OECD conceived
of Pillar I1. Based on the analysis in the report, it is likely
that a global minimum corporate tax rate applied through
the series of top-up taxes would render incentive regimes
much less effective regardless of their design by hindering
a country’s ability to offer beneficial tax rates that attract
meaningful, substantive investment.

Many countries have been offering tax incentives for
years and those tax incentives can often be a critical
component of the country’s economic policy. Puerto
Rico, a U.S. possession, has long had tax incentives to
spur investment in its island economy. For years, as many
readers will recall, the U.S. federal government recognized
the need to provide an incentive to invest in Puerto Rico
via sections 936 and then 30A of the Code. The Puerto
Rican tax code also provided its own incentives, such as
a 100% DPD for Puerto Rican entities that were more
than 80% owned by foreign entities.”” These incentives
facilitated significant growth and development for decades.
The United States” repeal of section 936 coincided with
Puerto Rico entering into a recession, demonstrating just
how critical incentives can be.”! Puerto Rico is not member
of the IE”* It is unclear how investment in Puerto Rico
could be affected if Puerto Rico is forced to institute a
mandatory 15% minimum corporate rate.

Similarly, the Malaysian Investment Development
Authority (“MIDA”) was formed in 1967. At the time, the
World Bank hailed MIDA as “the necessary impetus for
purposeful, positive, and coordinated promotional action”
for Malaysia’s industrial development.””> MIDA offers
tax incentives in various industries to attract companies
to engage in beneficial practices and invest in Malaysia.
For example, Malaysia offers tax incentives for compa-
nies that establish distribution hubs in Malaysia, locally
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manufacture pharmaceutical products, invest in green
technology, and commercialize R&D findings of public
research institutions. In 2021, Malaysia received RM54.9
billion in net FDI inflows, compared to RM 14.6 billion in
2020.7 Total accumulated FDI expanded from RM26.7
billion to RM796.3 billion. Malaysia recorded a total of
RM306.5 billion worth of approved investments in the
manufacturing, services, and primary (agriculture, mining
and plantation, and commodities) sectors for 2021. These
approved investments involved 4,564 projects that MIDA
expects will create 105,012 job opportunities.

Although it is challenging to draw precise conclusions
regarding the effect of policy decisions on economic
outcomes, it is undeniable that Malaysia’s economy has
seen steady improvement. The Malaysian infant mortal-
ity per 1,000 live births has declined from 48 in 1967 to
7 in 2020.” The gross domestic product (“GDP”) per
capita has increased from $317.4 in 1967 to $10,412.3 in
2020.7¢ Similarly, the literacy rates for adults 15 years of
age and older improved from 58.5% in 1970 to 95% in
2019.7 As noted above, one of the OECD’s stated goals
is to tackle inequities and end poverty. Because Pillar IT
prevents developing countries from using tax incentives
and tax rates below 15% to attract FDI, countries like
Malaysia would need to explore alternative mechanisms
to attract investment. MIDA’s 2021 Malaysia Investment
Performance Report commented on the ongoing review
of its tax incentive framework and Pillar IT’s “undoubted]]
influence” as the Malaysian government reviews its tax
structure and refines its investment promotion strategies.

Tax incentives have also been a core feature of Singapore’s
economic policy for over 50 years. In Singapore, the
Economic Development Board (“EDB”) grants corpora-
tions incentives such as the Pioneer Certificate Incentive
(“PC”) and the Development and Expansion Incentive
(“DEI”), which “aim to encourage companies to grow
capabilities and conduct new or expanded economic
activities in Singapore.””® The EDB grants corporate tax
exemptions or concessionary rates of 5 or 10% on qualify-
ing activities to those corporations for which it grants a
PC or DEI. Companies must submit a detailed applica-
tion presenting, among other things, the total number of
additional jobs it expects to create and the total amount
it will invest in the country. To obtain an incentive in
Singapore, a company must demonstrate that it is com-
mitted to conducting significant business operations in
Singapore that will contribute to the Singapore economy
and that will grow over a number of years. In 2021, the
EDB’s efforts to attract FDI led to MNEs committing to
invest S$11.8 billion in fixed assets and S$5.2 billion in
total business expenditures.”” These projects are expected
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to create 17,376 new jobs in Singapore. From 2011 to
2021, incentives led to total fixed asset investment of
S$139 billion, total business expenditure of S$76 billion,
and approximately 237,000 new jobs.*

Similar to Malaysia, Singapore’s economy has appeared
to benefit significantly from inward investment. Infant
mortality per 1,000 live births in Singapore has declined
from 33 in 1961, when the EDB was founded, to 2 in
2020.*" Incentives appear to have helped Singapore’s per
capita GDP grow from $449.2 in 1961 to $59,797.8 in
2020.% Adult literacy rates also jumped from 53.8% to
97.1%.% As a result of Pillar II, Singapore announced
its intent to evaluate a QDMTT. By topping up a MNE
Group’s Singapore ETR to 15%, Singapore will no longer
be able to offer its tax incentives. Commentators acknowl-
edge Singapore must now find other ways to compete for
investment.*

Despite these statistics, Singapore and Malaysia have
both agreed to the Two-Pillar Statement, for now. Nigeria
expressed serious concerns regarding how the rules would
apply to its tax system, but its overall reasoning for not
joining the Two-Pillar Statement is simple: the two pillars
are not in the country’s best interest.*> Other developing
nations may consider opting out as well.®

One may wonder why developing countries would
forgo revenue that could flow from enactinga QDMTT.
After all, the OECD estimates that Pillar IT will generate
$150 billion in additional tax revenue per year. Yet, the
OECD does not discuss which countries will receive this
additional tax revenue. The Tax Justice Network’s analysis
concluded that 60% of that additional tax revenue will go
to G7 countries.®” The GloBE Rules largely benefit UPEs,
and the UPE of most MNE Groups is located in one of
the G7 countries. At the risk of saying the quiet part out
loud—Pillar II may have the effect of shifting a massive
amount of tax revenue out of the developing world and
into the most economically developed counties.

The OECD believes that Pillar II will result in a more
stable international tax system and increased certainty.®
Yet, this analysis should also consider possible second- and
third-order effects. It is not at all clear that politicians and
large companies have had the time to fully absorb and
understand the level of complexity that Pillar IT will usher
in. After all, Pillar IT does not have the force of law yet.

It is also not clear that politicians have had the time to
fully absorb the potential impacts Pillar II may have on
less developed nations. The average corporate tax rate in
2021 was 23.54%.% Of the 225 jurisdictions included in
a Tax Foundation survey, 47 had a rate at or below 15%,
and 15 of those 47 countries did not impose a corporate
income tax. The high-tax jurisdictions have nothing to
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lose and only top-up tax to gain. The jurisdictions with
lower rates or with corporate tax rates greater than 15%
that grant incentives resulting in low-taxed income may
no longer be able to offer those incentives. Pillar IT would
force these jurisdictions, like Puerto Rico, Malaysia, and
Singapore, to enact a QDMTT or change (or eliminate)
their incentive terms.

VI. How Pillar Il May Impact Hard-
Fought Policy Choices Agreed to by
Congress

There is an open issue as to how the various incentives the
United States offers via credits (e.g., energy credits, low-
income housing credit, e#c.) will be treated under Pillar
I1.°° It is entirely possible that many credits may reduce
the Covered Taxes that a Constituent Entity is deemed to
pay, thereby potentially reducing the Constituent Entity’s
ETR below 15%. Yet, it is important to remember that
the structure and design of these credit regimes are the
result of hard-fought and often bipartisan negotiations
in Congress.

This is why the IIR and the UTPR differ from prior
attempts to combat “harmful” tax competition. As the
above discussion demonstrates, the OECD has acknowl-
edged that there are real differences between attempting
to ensure that all income is taxed somewhere by some
jurisdiction (to prevent nowhere or stateless income), on
the one hand, versus superseding the policy choices by a
country to utilize tax incentives to encourage inbound
investment. This is another consequence that U.S. politi-
cians from both parties might want to consider.

VII. There Are Alternatives

As noted above, Pillar II is not motivated by a desire to
prevent “harmful” corporate tax competition. Instead,
it appears to be an attempt to combat “all” corporate
tax competition below a certain rate. Yet, if the OECD
wishes to oppose corporate tax competition, it may wish
to consider other potential approaches. Specifically, by
shifting the burden of the corporate tax to individual
shareholders, jurisdictions shift the burden of the tax
away from a corporate entity whose activities are more
and more mobile, to individuals, who are not. Although
it would be a stretch to say that individuals are impervious
to increases in tax rates, there are many factors (e.g., family,
friends, access to U.S. medical care, language fluency or
lack thereof, national loyalty, the expatriation regimes in
Code Secs. 877 and 877A, lack of cost-effective alternative
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locations one can actually emigrate to”) that prevent
even the wealthiest U.S. citizens from expatriating even
when the tax rate gets higher (even substantially higher)
than they would prefer.”” The same cannot be said about
corporations, whose managers have a duty to find the best
after-tax rate of return possible.

Many approaches have been discussed for shifting the
burden of the corporate tax to the shareholder, but one of
the more practical and administrable options is to adopt
a DPD. Below we highlight: (i) some potential merits of
the DPD; (ii) how the DPD responds to the perceived
problem that Pillar II is attempting to solve; (iii) why
U.S. politicians from both parties may want to consider
whether a DPD or some other approach might be an alter-
native to Pillar II; (iv) why enacting a Pillar II-compliant
regime will not necessarily result in international tax
harmony; and (v) why simply doing nothing is probably
not a viable option.

A. Brief Overview of the DPD

The DPD is by no means new. It has been discussed as
far back as the years immediately following World War
I1.% The United States has also implemented it, albeit
on a limited basis, for regulated investment companies
(“RICs”), real estate investment trusts (“REITs”), and
subchapter T cooperatives.”

It was most recently considered in the run-up to the
2017 Tax Cuts and Jobs Act (“TCJA”).”> Most readers will
remember that prior to enactment of the TCJA two more
fundamental reform plans were considered. It is worth
revisiting those proposals and why they were not enacted.

The Border Adjustment Tax (“BAT”) originated in
the Republican-controlled House of Representatives. It
would have scrapped the corporate income tax altogether
and replaced it with a value-added-tax-like regime. This
proposal failed for a number of reasons. It was considered
too dramatic a change by some.”® It was also strongly
opposed by retailers and industries that require signifi-
cant raw material imports from abroad but who sell their
products domestically.

In contrast, the DPD originated in the Senate, which
was controlled by Republicans at the time. The late
Senator Orrin Hatch (R—UT) headed the Senate Finance
Committee, which held hearings on the DPD in Spring
2016.°7 The primary substantive concerns witnesses
raised with respect to the DPD related to the impact on
tax-preferenced accounts such as Individual Retirement
Accounts (“IRAs”) and 401ks, treaty obligations, and debt
markets.”® All three concerns stemmed primarily from
the fact that a necessary corollary to the DPD is a with-
holding tax on dividends. In fairness, the withholding tax
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mechanism, its application (or non-application to interest
payments), its generally accepted accounting principles
(“GAAP”) treatment, and its impact on tax-preferenced
accounts and treaties are all, admittedly, significant issues
that have to be addressed squarely before DPD legislation
can advance.”

Yet, without legislative text, it was unclear how that
withholding tax would apply, whether it would extend
to interest as well, and what its effects would be on the
preferential treatment granted to retirement accounts.
Despite the concerns, the proposal was seriously consid-
ered.'” Draft language was produced, but the proposal
did not get out of committee.'”! There were a number
of reasons the DPD did not advance.'”® Specifically, as
mentioned, the House Republicans had their own pro-
posal. We understand that the White House was gener-
ally supportive, but former Treasury Secretary Steven
Mnuchin was adamantly opposed to the DPD proposal,
perhaps because of his background in the capital markets.
Moreover, before releasing the bill text the Senate Finance
Committee wanted to demonstrate it could achieve three
goals with the proposal: (i) promote growth; (ii) increase
capital investment; and (iii) create jobs. By the time the
proposal language had been modified sufficiently to obtain
a positive score across all three objectives, the discussion
had moved on to just lowering the corporate rate and
what ultimately became the TCJA. Thus, Congress never
publicly released the draft legislative text.

B. Comparing the DPD and Pillar Il as

Policy Responses

The reader may reasonably ask why a discussion of
the DPD is relevant in an article discussing Pillar II.
International tax policy is like a game of multidimensional
chess played against more than one opponent. So, just like
in chess, it is useful to consider what the relevant moves
are, and whether a DPD helps or hurts in each of those
scenarios. At the moment, there are a number of distinct
possibilities that may unfold over the next two years.

First, every single country in the world could enact a
Pillar ITI-compliant regime. Every country could, in theory,
agree on how those rules actually apply in practice. Global
harmony could ensue. We will leave it to the reader to
assess the likelihood of that outcome.

Second, the United States and most countries in the
world could enact a Pillar II-compliant regime, but
there could be significant disputes as to how the regime
is applied in specific circumstances. As noted above, the
EU (or some countries within it) could, in theory, bless
a revised U.S. GILTT regime, but Brazil (or some other
country) may disagree, and impose tax on a foreign
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subsidiary of a U.S.-based MNE. Alternatively, Brazil
may not agree with how the United States treats credits
vis-a-vis the measure of covered taxes and impose tax on
the U.S. parent itself.

Third, a critical mass of countries in the world enact
a Pillar II-compliant regime, but the United States may
refuse to go along. It may refuse to modify its GILTI
regime. Or, maybe it agrees to modify its GILTT regime but
decides it will not make the requisite changes to domestic
law to ensure a 15% minimum tax in all cases.

For the reasons discussed below, the United States may
decide the DPD is worth considering in all three scenarios.

1. Impact of a DPD if Every Country Enacts a
Pillar II-Compliant Regime, But There Are No
Disputes About Implementation

In the first scenario, in theory, no country will ever impose
a top-up tax, because no country would have to. Everyone
is taxed at least at a 15% rate. In this case, there is still
going to be an incentive for corporate managers to make
decisions on an after-tax basis, so long as the U.S. federal
and state rate substantially exceeds the 15% minimum
rate. A DPD may operate to reduce that incentive. Some
have argued that there would be no effect because the tax
is simply moved to the shareholder level, but this ignores
how corporate managers are compensated. So long as the
DPD generates a permanent (and not temporary) deduc-
tion against tax liabilities in the financial statements, it
could significantly reduce (and perhaps eliminate) the
incentive of corporate managers to make decisions on an
after-tax basis.

2. Impact of a DPD if There Is Controversy

Surrounding Implementation of Pillar I

As we foreshadowed above, the GloBE Rules contem-
plate, and provide beneficial treatment for, countries
with a DPD. Specifically, Article 7.2 of the GloBE Rules
allows a parent of a MNE to reduce its GloBE income by
deductible dividends paid out to certain persons pursuant
to a qualifying DPD regime. The precise motivation for
including this provision is not clear, but the Commentary
indicates that it is not limited to investment entities (like

U.S. RICs):

Although a Deductible Dividend Regime may apply
to both Entities that qualify as Investment Entities
under the GloBE Rules and other similar purpose
Entities that do not meet the Investment Entity
definition, the rules in Article 7.2 are needed only for
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those Entities that do not meet the Investment Entity
definition because an Investment Entity that is the UPE
is an Excluded Entity."”

Presumably, this provision was included to address the
fact that some European countries permit a deduction
for equity investment, as an attempt to reduce the tax
incentive for debt financing. Similarly, Brazil is a very large
country that has an “interest on equity” regime.

Not every DPD regime would qualify under the
GloBE Rules. To qualify, the regime must satisfy the
conditions in Articles 7.2(a), (b), or (c). U.S. MNE:s
will likely find the scenario in Articles 7.2(b) most
often applicable.'"

Assume, for this limited example, that a U.S. corpora-
tion (“USCO”) wholly owns a Luxembourg subsidiary
(“LuxCo”), and LuxCo wholly owns a Brazilian subsidiary
and a Malaysian subsidiary (“MCo”). Further assume
Luxembourg and Brazil have enacted what everyone would
agree is a Pillar II-compliant regime. Assume, for the sake
of argument, that Malaysia does not. Instead, it continues
to allow tax incentives that allow operations to be taxed
at a less than 15% rate. Assume that the United States
has also tweaked its GILTT regime in a way that the EU,
the OECD, and everyone in the IF blesses, and imposes
what the U.S. Congress believes is a qualifying domestic
minimum tax, but which refuses to reduce “covered taxes”
by certain credits. Assume that, if these credits reduced
USCO’s covered taxes, USCO would fall below the 15%
threshold.

In this scenario, in theory, Brazil could tax USCO’s
GloBE income under Brazil’s UTPR if Brazil did not agree
with the United States’ implementation of the United
States’ domestic minimum tax. Yet, if the United States
also has a DPD regime, the United States could conceiv-
ably reduce its GloBE income to zero via a DPD, thereby
avoiding a Brazilian UTPR. This appears to be the case
even if Brazil does not agree that USCO’s minimum tax
is otherwise compliant.

What is less clear is how, precisely, the DPD would inter-
act with the IIR. Specifically, in the foregoing example,
if USCO recognizes imputed income from MCo under
a revised GILTT regime that everyone believes is Pillar II
compliant, but also allows the U.S. company to claim a
deduction against that GILTT inclusion for a DPD, it is
unclear whether that would then prevent the GILTT from
being a compliant IIR, or whether this would be accept-
able provided USCO’s shareholders are reasonably likely
to be exempt (e.g., local pension funds) or subject to rates
in excess of 15%.'%

SEPTEMBER 2022



3. Impact of a DPD if the United States
Refuses to Enact a Pillar II-Compliant
Regime

The reduction of the parent entity’s GloBE income noted
above is certainly a benefit in this scenario.'* In addition,
however, and as noted previously, Pillar II is not limited
to addressing specific issues arising from e-commerce or
the “digital economy.” It is not even directed at “harm-
ful” tax competition, like prior proposals. Instead, it is
an attempt to combat “all” corporate tax competition, as
evidenced by the Commentary’s reference to the regime
as an international alternative minimum tax. By shifting
the burden of the tax to the individual, the DPD removes
(or substantially removes) the incentive or disincentive of
corporate managers to make decisions about where to do
business based on corporate tax rates. In this scenario then,
at a minimum, the United States could argue to other
countries that it is solving the same problem the OECD
is attempting to solve (i.e., preventing corporate tax com-
petition). It is just choosing to do so in a different way.

C. Potential Advantages—and
Challenges—of a DPD

Despite reports of its demise, the DPD remains an option
for policymakers to consider if they believe they must “do
something” to address corporate tax competition but have
concerns with aspects of the OECD’s Pillar II approach.
Indeed, it appears that some policymakers may be inter-
ested in re-examining the DPD as a less comprehensive
reform effort than the BAT.'

Other policymakers may also wish to re-examine the
DPD, based on the argument that the DPD would be a
more progressive option than the szzus quo. At this point,
it is useful to point out that the conversation around the
DPD often gets bogged down in an entirely academic (and
tedious) debate about corporate integration, in general,
and equating corporate and flow-through taxation (or
debt and equity), in particular.'® It is why, historically,
the DPD was discussed alongside an imputation credit
system, for example. After all, both approaches reduce
the levels of tax on corporate profits from two to one. Yet,
there is a vast difference between an imputation credit and
a DPD. An imputation credit system is unlikely to change
the incentives of corporate managers one iota. In contrast,
the DPD may be viewed by policymakers as more likely
to reduce the incentive of corporate managers to make
business decisions on an after-tax basis.

Some policymakers may also prefer a regime that
imposes tax on individuals because that regime can be
tailored to “pick” which individuals you want to tax. Why
might this be important? It is important because even the
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most progressive economists will acknowledge that some
portion of the corporate tax falls on workers, not share-
holders, creditors, or customers.!®” The DPD raises the
possibility of reforming the tax law so that the corporate
tax is only borne by shareholders.

The DPD is not without challenges, however. One of
the biggest of those challenges is the possible effect on tax
incentives. One of the features of the current corporate tax
system is that it facilitates Congress’s use of the Code to
provide an incentive for activities and behaviors it deems
beneficial.!'® That is, it is easier to craft a deduction, credit,
or excise tax regime to influence a couple of thousand large
corporations who file copious amounts of information
publicly, than it is to craft a similar regime to influence
the behavior of millions of individuals, the idiosyncratic
financial situations of which are unknown.

There is also a fiscal impact. Under a DPD, corporate tax
revenues would certainly be lost. Yet, this may be a lower
number than many would assume. U.S. corporate income
tax generated $372 billion in fiscal year 2021, a record
amount of revenue. The corporate income tax accounted
for only 9.19% of the $4.05 trillion tax revenues that the
United States collected.'"

Moreover, to our knowledge, no one has calculated what
revenues may be gained from the DPD. Even assuming no
change in the behavior of corporate managers, it would be
interesting to model how much revenue would be raised
with a DPD given that the corporation would have to
withhold, for example, 30%, from all distributions which
tax may then be credited against domestic tax liability or
(possibly) refunded in whole or part under treaty. How
much revenue is generated could depend on a series of
design issues (i.e., what to do about distributions to tax-
exempt entities, retirement accounts, and foreign persons
entitled to treaty benefits).'"* It would also be interest-
ing to see some modeling as to whether requiring treaty
beneficiaries to request a refund of withheld taxes would
enhance compliance and revenue, for example.

Furthermore, the DPD, unlike the BAT, can be “phased
in,” to lessen its fiscal impact. The EU is, at this moment,
considering providing some deductions for equity capital
via a debt-equity bias reduction act (“DEBRA”).""* Rome
was not built in a day, and a complete shift to shareholder-
based taxation need not be effected in one year.

In reality, eradicating (or nearly eradicating) the cor-
porate tax line item from the income statements of U.S.
corporations could, in our view, have a meaningful impact
on the incentives of corporate managers,'"* and could
reduce the potentially distortive effects of corporate taxes
on investment decisions. The competition would then
center on labor costs, labor productivity, energy costs,
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transportation costs, and other traditional non-tax costs
of doing business.

Yet, even if the DPD did not raise revenue or attract
additional investment, a relatively small change in the
individual rate and/or changes to the taxation of dividend
income specifically could be considered as mechanisms to
make up for the revenue shortfall, although the political
challenges of raising taxes on any group should not be
underestimated.

D. Enacting a Minimum Tax Will Not

Necessarily Ensure Global Tax Harmony
To be clear, we fully recognize that there is an exceedingly
low probability that the OECD is going to change its
direction. There is also a very low probability that every
(or even a substantial number) of the G20 countries would
enact a DPD. Nevertheless, policymakers in the U.S.
Congress may want to also give consideration to other
policy alternatives to Pillar II, which could include a DPD.

Pillar II proponents will argue that the United States
needs to enact a Pillar II-compliant regime to be in sync
with our trading partners and prevent the adverse conse-
quences that would ensue when various other countries
impose the UTPR on MNE:s based in the world’s largest
economy. Unfortunately, the lack of a comprehensive,
workable, and binding dispute resolution mechanism gives
rise to the real possibility that the international tax system
will be highly chaotic in the coming years, regardless of
what the United States does.'”

For example, assume the United States enacts a Pillar
[I-compliant regime. The fact that the United States and
Brazil both enact a Pillar I regime does not prevent Brazil
from disputing how the United States app/ies that regime.
For one example of a possible issue, look to the recent
pronouncement that EU officials have indicated that if
certain changes to the U.S. GILTT regime were made, the
regime would qualify as a valid TIR."'¢ Let’s assume those
changes are made. What is to stop Brazil from disagree-
ing? Moreover, there is no treaty (or competent authority
process) between the United States and Brazil, nor is there
any prospect of one.

One could argue that that is a risk U.S. companies run
now. So what does it matter if Pillar II goes forward? If a
U.S. company sells products to Brazil and the U.S. and
Brazilian transfer pricing policies do not align, double
tax could ensue. That risk exists today. That is certainly
true, but the scope of that risk is limited to transactions
U.S. MNE:s engage in with their Brazilian afliliates. Pillar
IT would completely alter this dynamic as Article 2.6 of
the GloBE Rules specifies that the top-up tax revenue is

TAXES The Tax Magazine®

shared among those countries that enact a UTPR. Those
countries may not have had any factual relationship to
the profit that is being taxed. In this way, as others have
already noted, the UTPR represents a modified formulary
apportionment system.'"’

E. Even if Pillar Il Disappears, the

Rationale for It Will Not

One could reasonably ask why the United States should
do anything at all. After all, the United States just went
through a tax-reform process with the TCJA. Why not
just wait it out and hope the consensus changes?''® Why
bother considering alternatives?

The answer to that is that the rationale for Pillar II (i.e.,
combating corporate tax competition) is not going away
anytime soon. A significant number of individuals who
influence policy believe that corporate tax competition
is per se “bad.”"" There is likely little anyone can do to
change their minds. Thus, variations on this theme are
likely to reappear. If Pillar II fails, one has to prepare for
the possibility that the next iteration may take an even
more aggressive form, like an explicit formulary apportion-
ment scheme instead of the apportionment-lite presented

by the UTPR.

VIIl. Conclusions

Some may argue that tax competition, when grounded in
substance and which avoids stateless or nowhere income,
is not a problem that needs to be solved.'” Regardless,
it would be prudent for policymakers to consider how
Pillar II may impact the policy choices they have made.
They may also want to consider how Pillar II may work
to prevent developing nations from using tax policies to
promote FDI, as well as how Pillar II may result in a shift
of tax revenue from the developing world to the most
well-developed and prosperous nations.

If we have gotten to a point where all corporate tax
competition is “bad,” then there are alternative ways to
solve this problem that do not involve nullifying U.S.
sovereignty or preventing developing countries and island
economies from using tax incentives to stay economically
relevant. Specifically, we can consider shifting the burden
of the corporate tax to the individual. To that end, the
U.S. Congress may want to start considering alternatives
(including dusting off its work on Senator Hatch’s DPD
proposal), and soon. Congress could then argue that the
United States has solved its corporate tax competition
problem, and other countries are free to do the same if
they so choose.
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Id. Art. 1.3.

Id. Art. 1.5.

Id. Art. 10.31.

Id.

See id. Art. 10.3.2.

Id. Art. 31.

Id. Art. 3.2. These adjustments include adding
back net taxes expenses, excluding dividends
and distributions from controlled entities and
entities under the equity method, and disal-
lowing deductions for certain policy-based
expenses.

Id. Art. 3.3.

Id. Art. 3.4 & 3.5.

See id. Art. 4.2.
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Id. Art. 5.2 & 5.3. Under this “Substance-based
Income Exclusion,” the excluded routine return
is 5% of payroll costs for eligible employees
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Id. Art. 21.2 & 21.3.

Id. Art. 2.2. The parent entity’s “Allocable Share”
isthe amount of the top-up tax multiplied by the
“Inclusion Ratio,” or the ratio of the Constituent
Entity’s GloBE income attributable to the parent
entity over the Constituent Entity’s total GloBE
income. Id. Art. 2.21 & 2.2.2. The Commentary
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Policy Note, supra note 3.

See OECD/G20 Inclusive Framework on BEPS
Progress Report July 2020-September 2021
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Action 1 have been the top priority of the IF);
What is BEPS?, supra note 56 (“OECD and G20
countries along with developing countries that
are participating in the implementation of the
BEPS Package and the ongoing development of
anti-BEPS international standards are establish-
ing a modern international tax framework to
ensure profits are taxed where economic activity
and value creation occur”).

Policy Note, supra note 3.

The fact that, once BEPS eliminated various
stateless income techniques, countries would
be forced to compete based on their statutory
rate, and that statutory rate competition would
then be the focus of concern, was predicted
years ago. See, e.g., John D. McDonald, A Taxing
History—Why U.S. Corporate Tax Policy Needs
to Come Full Circle and Once Again Reflect
the Reality of the Individual as Taxpayer, 94
TAXES 93 (Mar. 1, 2016) (“In this sense, BEPS
just changed the nature of, rather than the
fact of, tax competition. Instead of having a
12.5-percent headline statutory rate while tac-
itly accepting the use of techniques to reduce
the effective rate, Ireland will now have a best
in class innovation box so that a lower rate
can be achieved while recognizing the income
onshore. Expect a similar pattern in other
countries. Tax competition will be shifted from
off-label to on-label with countries incentivized
to compete more explicitly by either lowering
their rates, or expanding the scope of income
they exempt ... As these competitive pressures
become more pronounced, there will likely be a
subsequent spasm of activity under a different
acronym. Predictably, some quarters are already
suggesting that BEPS does not go far enough.
This article argues there is a better way forward,
however, and the answer lies in focusing on the
Shareholder as taxpayer.”) (emphasis added)
(citations omitted).

Although the Commentary makes it clear that
the precise modality is up to the local jurisdic-
tions imposing the tax, it specifically identifies
denial of deduction as a mechanism to mechani-
cally impose the tax. Commentary, Art. 2.4.,
9] 43 (“Article 2.4 provides that the Constituent
Entities of a MNE Group shall be denied a
deduction for otherwise deductible expenses
(or be subject to an equivalent adjustment
under domestic law) in an amount sufficient to
result in the Constituent Entities located in the
UTPR Jurisdiction having an additional cash tax
expense equal to the UTPR Top-up Tax Amount
allocated to that jurisdiction. The timing of the
UTPR adjustment is addressed in Article 2.4.2.");
id. Art. 2.4, § 47 (“For example, the adjustment
under the UTPR could take the form of an addi-
tional Tax levied directly on a resident taxpayer
in an amount equal to the allocated UTPR
Top-up Tax Amount. Alternatively, a jurisdiction
could include an additional amount of deemed
income representing a reversal of deductible
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or a jurisdiction could choose to reduce an
allowance or deemed deduction to reflect an
allocation of Top-up Tax.).

See id. Art. 2.4, 9 53 (“Article 2.41 does not
require that the additional cash tax expense is
paid by the same Constituent Entities as those
that were denied a deduction (or required to
make an equivalent adjustment). For instance,
the UTPR Jurisdiction may deny a deduction
to (or impose an equivalent adjustment on)
a Tax Transparent Entity, the effect of which
flows through to the owners. In this case,
the additional cash tax expense collected
by the UTPR Jurisdiction may be levied or
borne by the owners of the Tax Transparent
Entity itself. As such, this additional cash tax
expense may be taken into account for the
purposes of assessing whether the adjust-
ment has resulted in an additional cash tax
expense that is equal to the UTPR Top-up Tax
Amount.).

OECD 60th Anniversary, OECD, www.oecd.
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Countries and Jurisdictions Join a New Two-Pillar
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Commentary, supra note 4, at 9 (“The IIR incor-
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priority in the application of the IIR is given
to the Parent Entity at the highest point in
the ownership chain. Under this approach, an
Intermediate Parent Entity shall notapply the IIR
where it is controlled by another parent entity
further up the ownership chain that is subject to
aQualified IIR); id. Art. 2.3, 9 19 (“Article 21.3(b)
regulates the ‘top-down approach’ where two or
more Intermediate Parent Entities are required
to apply the IIR to the same LTCE. It prevents
the application of the IIR at the level of an
Intermediate Parent Entity when the Controlling
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indirectly by another Intermediate Parent Entity
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Action 1: 2014 Deliverable, supra note 53.
Options for Low Income Countries’ Effective and
Efficient Use of Tax Incentives for Investment: A
Report to the G-20 Development Working Group
by the IMF, OECD, UN and World Bank (2015),
www.imf.org/external/np/g20/pdf/101515.pdf.
Id. at 8 (“FDI inflows, for instance, are believed
to not only bring capital and (high-wage) jobs
to a country, but can also spur competition and
increase the efficiency of domestic markets
more widely, thus contributing to a country’s
overall economic development.”).

Greenberg & Eakins, supra note 46.

Id.

See Members of the OECD/G20 Inclusive
Framework on BEPS, supra note 57.

Our Principles, MIDA, www.mida.gov.my/
about-mida/our-principles/.

2021 Malaysia Investment Performance
Report, MIDA, www.mida.gov.my/wp-content/
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indicator/SPDYN.IMRT.IN?locations=MY.
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Bank, data.worldbank.org/indicator/NY.GDP.
PCAP.CD?locations=MY.
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above)—Malaysia, World Bank, data.worldbank.
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Incentives & Schemes for Businesses, EDB, www.
edb.gov.sg/en/how-we-help/incentives-and-
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EDB Year 2021 in Review, EDB (Jan. 26, 2022),
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See EDB Singapore, Annual Report 2020-2021,
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publications.html?tab=annual-reports.
Mortality Rate, Infant (per 1,000 Live Births)—
Singapore, World Bank, data.worldbank.org/
indicator/SP.DYN.IMRT.IN?locations=SG.

GDP per Capita (current US$)—Singapore,
World Bank, data.worldbank.org/indica-
tor/NY.GDP.PCAP.CD?locations=SG; see also
Nafis Alam, How Lee Kuan Yew Transformed
Singapore, WORLD EcONOMIC FORUM (Mar. 23,
2015), www.weforum.org/agenda/2015/03/
how-lee-kuan-yew-transformed-singapore/.
SingStat Table Builder, Indicators on Education
and Literacy, Dep't of Statistics, Singapore,
tablebuilder.singstat.gov.sg/table/TS/M850001.
See, e.g., Johanes Candra, Reimagining
Singapore’s Incentive Schemes: What's Next?, EY
(May 31, 2022), www.ey.com/en_sg/you-and-the-
taxman/reimagining-singapore-s-incentive-
schemes-what-s-next.

Victor Balogun, Why Nigeria Didn’t Endorse OECD
Two-Pillar Solution On Tax—FIRS, INDEPENDENT
(May 23,2022), independent.ng/why-nigeria-didnt-
endorse-oecd-two-pillar-solution-on-tax-firs/.
Itis the case that the OECD has sometimes found
it challenging to reach the level of consensus
required to finalize its proposals, and that chal-
lenge increases when the group that needed
to reach consensus was expanded to include
the IF. That challenge may be even greater in
the current environment due to the political
tension the war in Ukraine created and the
fact that many nations currently have very high
inflation and fear that they may be slipping into
arecession. The EU requires unanimity to enact
tax proposals, and jurisdictions are voicing their
concerns. Poland vetoed the EU measure adopt-
ing Pillar Il in April 2022, and then engaged in
months of negotiations and concessions lead-
ing up to the June 17 vote. A few days prior to
the vote, Hungary indicated that it objected to
Pillar 1. Hungary expressed concerns over the
EU’s competitiveness and argued Pillar Il should
not be approved because of “war inflation and
the economic crisis due to the war.” Elodie
Lamer, Hungary Tells EU Ambassadors It Can't
Support Pillar 2, Tax NOTES (June 16, 2022), www.
taxnotes.com/tax-notes-today-international/
corporate-taxation/hungary-tells-eu-ambassa-
dors-it-cant-support-pillar-2/2022/06/16/7dktp.
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delay implementing Pillar I. Hungary believes
that Pillar I and Pillar Il should be linked and
argued that moving forward on Pillar Il with-
out Pillar I would mean companies creating
jobs in Hungary would be taxed immediately.
Krisztina Than, Hungary Flags Objections to EU
Implementation of Global Minimum Tax, REUTERS
(Jun. 14, 2022), www.reuters.com/business/
hungary-flags-objections-eu-implementation-
global-minimum-tax-2022-06-14/.
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United States. Alex Cobham, Is Today a Turning
Point Against Corporate Tax Abuse?, TAX
JusTICE NETWORK (June 4, 2021), taxjustice.
net/2021/06/04/is-today-a-turning-point-
against-corporate-tax-abuse/.

OECD/G20 Base Erosion and Profit Shifting
Project, Addressing the Tax Challenges Arising
from the Digitalisation of the Economy (July
2021), www.oecd.org/tax/beps/brochure-
addressing-the-tax-challenges-arising-from-
the-digitalisation-of-the-economy-july-2021.
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will drive the rate of return down and wages
up, so that in the long run the benefits of
the tax cut will flow to workers rather than
shareholders. Even if this story were right,
long run effects aren’t the whole story for
policy—in the long run, we are all dead, and
meanwhile capital owners have a chance to
take the money and run. So even if the even-
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the chief concern of some of the senators was
that the DPD would reduce Congress’s ability
to influence corporate behavior. Specifically if
corporations could reduce or eliminate their
corporate tax by paying a dividend distribution,
there would be less need for corporations to
invest in projects that generate, for example,
rehabilitation credits and renewable energy
credits.

Yet, creating a system that incentivizes
corporate managers to hoard cash so that
Congress can pass tax credits and incentives
to influence how that cash is spent appears
to be bad tax and social policy on its face.
Moreover, as Hatch noted at the May 24 hear-
ing, the money that corporations pay to their
shareholders does not disappear. It does not
evaporate. It will be used by investors for
consumption or alternative investments that
Congress can incentivize if it chooses to. If
Congress is intent on favoring specific social
policies through the code, nothing prevents
Congress from tailoring those tax breaks to
individual investors.”).
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FOUNDATION (Apr. 13, 2022), taxfoundation.org/
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A number of these issues were discussed in
the lead-up to the Senate Finance Committee
Hearings on the DPD and during the hearings.
See McDonald, supra note 110.
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INT'L 1300 (Jun. 6, 2022).

See generally Hanna, supra note 102, at 327
(noting that a dividends paid deduction should
give rise to a “permanent” tax benefit in the
U.S. GAAP financial statements). The impact on
incentives was a focus of some of the witnesses
atthe Hatch hearings. See, e.g., McDonald, supra
note 110.
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According to one U.S. Treasury official, options
thatthe IF is consideration include a multistate
treaty that will set implementation standards
the GloBE Rules. Hamza Ali, Countries Mull
Dispute Resolution Options for Global Minimum
Tax, BLOOMBERG TAX (June 28, 2022), www.bloom-
berglaw.com/product/tax/bloombergtaxnews/
daily-tax-report/BNA%2000000181-abde-d5¢5-
a9ab-abdf54570001?bwid=00000181-abde-
d5c5-a9ab-abdf54570001 (“We are looking
at ways to try and resolve disputes through
existing treaties and a potential multilateral
convention,” Michael Plowgian, counselor at
the U.S. Treasury’s Office of Tax Policy, said
at a conference in Washington hosted by the
US Council for International Business and the
OECD.).

Johnston, supra note 35.

Jinyan Li, The Pillar 2 Undertaxed Payments Rule
Departs From International Consensus and Tax
Treaties, 103 TaAx NOTES STATES 1283 (Mar. 21, 2022).
See e.g., Balazs Orban, The Worst Time for a Global
Minimum Tax, WALL ST. ). (June 21, 2022), www.wsj.
com/articles/hungary-global-minimum-tax-euro-
pean-union-european-commision-competition-
economic-crisis-investment-big-tech-fair-share-
11655839990?mod=opinion_major_pos6 (WS
Op-Ed by member of Hungarian Parliament).
Cobham, supra note 6 (“We are working with G20
nations to agree to a global minimum corporate
tax rate that can stop the race to the bottom.
Together we can use a global minimum tax to
make sure the global economy thrives based
on a more level playing field in the taxation of
multinational corporations, and spurs innova-
tion, growth, and prosperity.”).

This competition plays out every day in the
United States between the various states. Some
believe this enhances U.S. well-being while
others believe it starves some of the states of
needed revenue. The same division of opinion
prevails at the international level.
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