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 Introduction and definitions

 International tax competition theory

 Endogenous tax adjustments

 The relevance of other incentive instruments
 With a focus on developing countries

ROADMAP OF THE TALK



 The global minimum tax (GMT) was agreed in October 8th

2021 between (now) 137 of the 141 countries who are members of 
(OECD)/G20 inclusive framework on tax base erosion and profit 
shifting (BEPS), after years of negotiations. 

 The long-anticipated deal is designed to ensure that MNEs will be 
subject to a minimum 15% tax rate in every country of operation from 
2023, thus preventing situations where these MNEs take advantage of 
differing tax regimes between jurisdictions and effectively avoid paying 
tax.

 The GMT agreement involves paying a ‘top-up tax’ at the level of the 
parent company if income made further down the ownership chain has 
been taxed below the global minimum rate.

INTRODUCTION: PILLAR TWO 



The most prominent proposals have been in Europe, at rates that look 
outlandish by current standards: 

 The Neumark Committee proposed a minimum rate of 50% in 1962 
(Neumark, 1962); 

 The European Commission a tax of at least 45% in 1975; 

 The Ruding Committee 30% in 1992 (Ruding, 1992). 

 The appropriate level of that minimum, however, has been, and 
remains, contentious

OTHER PROMINANT TRIALS TO TAX COORDINATION



 Pillar Two’s goal is to ensure that a broad range of MNEs (those with a 
turnover of at least EUR 750M, which will be hundreds of companies) 
pay a minimum level of tax 

 The desired effect is that developing, emerging and developed 
countries signing the agreement will benefit from extra tax revenues

 OECD economists estimate Pillar Two to generate around USD 150 
billion in additional global tax revenues annually. 

 It should limit tax competition between developing countries in a 
range of economic sectors, such as mining, manufacturing, or 
telecommunications, reversing a decades-long “race to the bottom” on 
corporate taxation and ultimately increasing tax receipts.

DESIRED EFFECTS OF PILLAR TWO



 Barake, Neef, Chouc, and Zucman (2021) estimate that the European 
Union would increase its corporate income tax revenue by a quarter of 
current corporate tax revenue, and that the United States would gain 
about €57 billion a year.

 Revenue gains also in developing countries.

 These estimates are short-run estimates in the sense that the 
calculations are based on the assumptions that there are no 
exemptions of income from the application of the minimum tax and that 
neither low-tax jurisdictions nor high-tax countries change their tax 
rates

SHORT RUN ESTIMATES OF DESIRED EFFECTS



INTERNATIONAL TAX COMPETITION THEORY



 The economics of pillar two enters the economic literature of 
International Tax competition -- “Independent governments engage in 
competition for mobile capital (or skilled workers) through reductions 
in tax rates and public expenditure levels. National Tax Journal, 
Wilson, 1999”

 In the benchmark model of tax competition countries or jurisdictions 
select their tax levels in a strategic way -- ‘‘Beauty contest’’ 
 They pursue their objective  maximize tax receipts, taking into account 

that these are also determined by decisions other than their own 
 Any changes to the domestic tax, may induce foreign countries to adapt 

theirs, with both contributing to alterations of the domestic tax base 
 The tax base is mobile, therefore, it responds to any changes in the 

domestic and foreign tax

INTERNATIONAL TAX COMPETITION THEORY



 Tax base effect – Base Erosion:
 A higher tax rate in one country typically drives out capital from this country into 

other countries. This benefits these other countries by broadening their capital 
tax base and increasing their tax revenues. 

 Capital Supply effect  --Real Investment Attractiveness:
 A domestic tax increase may benefit foreign countries. This is because it drives 

capital to other countries, causing an expansion of foreign production. 

 Tax complementarity effect – Tax externalities:
 Cutting domestic taxes may induce competing (foreign) countries to also cut 

theirs while keeping constant the tax base: harmful race to the bottom

TAX COMPETITION IN A NUTSHELL



 Hence, in presence of externalities that are not taken into account by 
each government, the tax competition equilibrium can be expected to be 
inefficient. 

 Countries may coordinate their tax policies (e.g. the GMT) in order to 
overcome these inefficiencies. 

 If tax rates are decided strategically, a GMT will make countries raise 
(Pulina and Zanaj, 2022, simultaneous strategic interaction) or decrease 
(Konrad (2009), sequential strategic interaction) their tax rates? 

 Are these endogenous tax adjustments welfare-improving i.e. do they 
increase tax revenues?

CONSEQUENCES OF TAX COMPETITION AND 
COORDINATIONS



ENDOGENOUS TAX ADJUSTMENTS



 Assume a best-case scenario where all countries implement a minimum 
corporate tax rate.

 In such a scenario, the GMT 
 Will reduce the attractiveness of profit shifting because for given corporate tax 

rates the tax differential between haven and non-haven countries declines.
 Will provide strong incentives to increase domestic rates for both low- and high-

tax countries. 
 High-tax countries will react by increasing their rates since they now face a 

more captive tax base (strategic complementarity).

ENDOGENOUS TAX ADJUSTMENTS



Hence, 

 The direct effect of the GMT is a positive effect on revenues in high tax 
countries (lower profit shifting) (Hebous and Keen, 2021)

 This direct effect can be partially offset by increased tax rates in high-tax 
countries due to an endogenous tax adjustment. (Pulina and Zanaj, 
2022)

 Tax base does not necessarily increase since tax differential may 
stabilize to levels similar to those before GMT

 However, an indirect effect is that the value of attracting real foreign 
investments increases. This may actually intensify tax competition and 
reduce tax rates (Janeba and Schjelderup, 2022)
 For high-tax countries the value of attracting real FDI increases due to less 

profit shifting, which in turn may intensify competition for real capital/firms 
among high-tax countries, pushing tax rates. 

ENDOGENOUS TAX ADJUSTMENTS EFFECTS



THE RELEVANCE OF OTHER INCENTIVE INSTRUMENTS



 The revenue effect of the GMT depends crucially on whether competition 
is over tax rates or over other incentive instruments. 

 The GMT should be complemented with a restriction to limit competition 
with other instruments in order to generate the envisioned revenue gains 
for non-havens. Otherwise, the danger of offsetting other incentives is 
real. 

 Switzerland, for example, considers subsidies that counter the effect of 
the minimum tax. Among the measures considered are research grants, 
social security deductions and tax credits to offset any changes to 
headline tax rates. 

 Can such complementary policies can be agreed upon and enforced at 
the worldwide level?

 If not, revenue gains from the GMT may not be as large as hoped for.

THE RELEVANCE OF OTHER INCENTIVE INSTRUMENTS



 Developing countries may find that the global minimum tax could 
actually lead to tax revenue being lost to other jurisdictions. 

 Developing countries are typically not considered tax havens.

 After decades of giving tax exemptions to specific sectors, investors, 
or regions, the effective tax rate paid by many large companies can be 
quite low. 

 Under GMT, developing countries whose tax incentives lead to an 
effective tax rate below 15% may find themselves in effect giving up tax 
revenues to the jurisdiction where the MNE is based.

THE RELEVANCE OF OTHER INCENTIVE INSTRUMENTS: 
DEVELOPING COUNTRIES
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