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PILLAR TWO AND TAX TREATIES

• On 20 December 2021, the OECD published detailed rules aimed at 
ensuring that multinational enterprises (MNEs) will be subject to a 
minimum 15% effective tax rate beginning in 2023. 

• According to the OECD:

• [t]he rules define the scope and set out the mechanism for the so-called 
Global Anti-Base Erosion (GloBE) rules under Pillar Two, which will 
introduce a global minimum corporate tax rate set at 15%.

• The minimum tax will apply to MNEs with revenue above EUR 750 million 
and is estimated to generate around USD 150 billion in additional global 
tax revenues annually.



PILLAR TWO AND TAX TREATIES

• These rules are to be introduced in national legislation.

• It is uncertain whether they will be compatible with 
bilateral tax treaties concluded by the states that will 
adopt the new regime.

• For that purpose: the GloBE rules must be 
characterized.



MODEL RULES AND TAX TREATIES
• [t]he rules create a “top-up tax” to be applied on profits in any 

jurisdiction whenever the effective tax rate, determined on a 
jurisdictional basis, is below the minimum 15% rate.

• The new Pillar Two model rules provide for a coordinated system of 
interlocking rules that:

• define the MNEs within the scope of the minimum tax;
• set out a mechanism for calculating an MNE’s effective tax rate on 

a jurisdictional basis, and for determining the amount of top-up 
tax payable under the rules; and

• impose the top-up tax on a member of the MNE group in 
accordance with an agreed rule order.



MODEL RULES AND TAX TREATIES

• Commentary to the GloBE Model Rules, the OECD 
refers to the top-up taxes as follows:

• ‘rather than a typical direct tax on income’ as an 
‘international alternative minimum tax’ and ‘a 
coordinated tax charge’. Moreover, ‘[t]he design 
of the IIR and UTPR as Top-up Taxes, … does not 
restrict a jurisdiction from legislating those rules 
under a corporate income tax system in its 
domestic law



Characterization of the GloBE Rules 

• New  mechanisms established in the model rules

• It is disputable whether they are anti-base erosion rules similar to others 
promoted by the BEPS Actions;

• income taxes; 

• or international alternative minimum taxes that are or are not to be 
included in the corporate income tax legislation.

• the conclusions on the characterization of the GloBE rules (the IIR and the 
UTPR), can be transposed mutatis mutandis to the STTR and the DMTT. 



Characterization of the GloBE Rules 

• There are four basic elements that can assist for characterizing these rules, 
specifically:

• 1) they introduce a top-up tax; 

• 2) the top-up tax is imposed on profits arising in or paid to a jurisdiction 
whenever the effective tax rate applied that is determined on a jurisdictional 
basis is below the minimum rate;

• 3) they introduce a global minimum corporate tax rate; and

• 4) they provide for a coordinated system of taxation intended to ensure that large 
MNE groups pay a minimum level of tax on the income arising in each of the 
jurisdictions where they operate. 



Characterization of the GloBE Rules

• It results from 1) and 2) that the IIR and the UTPR operate as 
cross-border switch-over rules. 

• This is a mechanism similar to other rules such as: 

• controlled foreign companies (CFC) rules;
• switch-over rules applied in residence states from exemption 

to imputation (thus, taxation and a credit if necessary); 
• anti-hybrid rules:

– (primary rule (non-deduction)); 
– or defensive rule (requiring the deductible payment to be included 

in income; or denying the duplicate deduction depending on the 
nature of the mismatch). 



Characterization of the GloBE Rules

• These features are also broadly applicable  to 
the STTR and the DMTT even if they have 
some divergent characteristics. 

• For example, the former is calculated on the 
basis of nominal tax rates and the latter on 
the basis of the excess profits.



The IIR has similarities with CFC rules
• CFC rules deny deferral of taxation on income accrued to a CFC or 

a similar entity that would not be submitted to taxation in the 
residence country. 

• They are often designed as an exception to a deferral and 

• generally apply to income that is not genuine business income and 
income derived by the CFC subject to low tax rates in the foreign 
jurisdiction.

• CFC rules have been justified as a means to protect the tax base 
and by anti-avoidance purposes.



The IIR has similarities with CFC rules

• The process towards territoriality by many OECD Member countries 
has stressed the anti-avoidance purposes. 

• They intend to prevent the use of low-tax jurisdictions with the 
objective of shifting income from the jurisdiction of the state of 
residence to the state of the subsidiaries or permanent 
establishments. 

• The anti-abuse purpose is often related to a substance-based analysis 
that examines whether the CFC engaged in substantial activities. 

• Genuine economic activities will then benefit from a carve-out. 



The IIR and CFC rules

• Differently from CFC rules, an IIR is applicable even if there is a 
distribution of income.

• It is a top-up tax on the profits accrued in the low tax source 
jurisdiction and will be applied on a routine basis.

• Therefore, its objective is not only to neutralize the taxpayer’s 
(tax) advantage in shifting investment to a low tax jurisdiction 

• but to also neutralize any competitive advantage by the other 
jurisdiction. 

• Similarly to CFC rules, the IIR protects the tax base of the 
residence country.

• Additionally, the substance-based carve-out in the GloBE rules 
introduces an element of avoidance similar to the CFC carve-out 
for genuine economic activities (when such a carve-out exists).



The IIR and CFC rules

• However, the GloBE rules’ top-up taxes are based on a 
coordinated system of calculating the effective tax rate 
(relying on international accounting standards).

• whereas the CFC and the other existing switchover rules are 
calculated and implemented on the basis of domestic tax 
bases and rates. 

• The STTR is more similar to the existing switchover rules 
because it relies on nominal tax rates determined by each 
state.

• Moreover, in respect of the GloBE rules, by neutralizing the 
tax advantage that the MNE may have as a group, they 
contribute to reducing tax competition among jurisdictions. 



The IIR and CFC rules

• CFC rules also neutralize an attractive regime in another 
state. 

• However, they primarily counterbalance the taxpayer’s 
advantage in shifting profits abroad because this only 
occurs if there is no distribution of income. 

• Additionally, it has been contended that they also 
indirectly protect the interests of the source states by 
making it unattractive to transfer profits to a haven.

• .However, they did not factually contribute to the increase 
of the tax rate in the source jurisdiction. 

• Otherwise, there would be no need for Pillar Two and the 
international coordination of minimum tax rates.



THE GILTI AND THE BEAT

• Tax Cuts and Jobs Act (TCJA), 22 December 2017:
• the global intangible low-taxed income (GILTI), and
• the US base erosion and anti-abuse tax (BEAT). 
• The objectives of both measures are to prevent base 

erosion and profit shifting from the United States.
• This could be a consequence of the exemption regime 

applicable on earnings from active businesses of US 
firms’ foreign subsidiaries and adopted by the TCJA. 

• An exemption applies even if the earnings are 
repatriated.



THE GILTI and the IIR

• It is a deemed amount of income derived from controlled 
foreign companies’ affiliates of US companies from intangible 
assets such as patents, trademarks, and copyrights, and in which 
a US person is a 10% direct or indirect shareholder. 

• It is computed by determining a CFC’s taxable income (or loss) as 
if the CFC was a US person. 

• The Tax Cuts and Jobs Act imposes a new 10.5 percent minimum 
tax on the GILTI. 

• It is intended to prevent erosion of the US tax base by 
discouraging multinational companies from shifting their profits 
on easily moved assets, such as intellectual property (IP) rights, 
from the US.

• It is easy to conclude that the IIR and the substance-based 
income exclusion are inspired by the GILTI.



THE BEAT and the UTPR

• The BEAT functions as a corporate minimum tax of 10%. 

• It applies to certain multinational companies that make ‘base erosion payments’ to foreign 
related parties.

• It adds back all related-party payments, such as interest and royalties, except those 
associated with the cost of goods sold.

• It recalculates corporate tax liability at half the regular corporate tax rate with additional 
tax being due if 10% of the modified taxable income exceeds 20% of the corporate tax base

• There is a legal fiction according to which interest and royalty payments to foreign parties 
are tax planning tools to reduce corporate income tax in the United States.

• A conclusion is easily ascertainable that the UTPR and the substance-based income 
exclusion are inspired by the BEAT. 



THE GILTI AND THE BEAT

• Both the GILTI and the BEAT are minimum taxes 
applying to certain multinational corporate 
taxpayers.

• Their purpose is to discourage US and foreign 
corporations from avoiding tax liability by shifting 
profits out of the United States. 



The GloBE Rules Structured Through the Use of Legal 
Fictions vs. Prevention of Avoidance

• The IIR and the UTPR are described by the OECD as 
anti-base erosion rules. 

• This reference can be interpreted in two related 
ways. 

• The first is to interpret them as legal fictions (1), and 
• the second is to conceptualize them as rules with an 

objective of preventing avoidance and similar to CFC 
rules (2).



Legal Fictions

• Legal fictions intend to take one rule that is connected to a specific fact 
and apply it to another fact. 

• For example, the top-up tax is levied on the resident taxpayer (the 
ultimate parent entity) as if a company’s investment in a low tax 
jurisdiction via an autonomous subsidiary or permanent establishment 
results in a parent entity’s tax base erosion.

• the top-up tax pretends that an effective tax rate lower than 15% 
corresponds to a base erosion of the parent entity. 

• This is so, even if the low tax is applied on an autonomous taxpayer (a 
subsidiary or a permanent establishment), and even if the tax base of 
this autonomous taxpayer has been determined according to 
internationally acknowledged transfer pricing rules.



Anti-avoidance rules?
• As anti-avoidance rules, the four interlocking rules would 

function as irrebuttable presumptions of avoidance.
• In that case: the problems concerning the compatibility of 

CFC rules with tax treaties would also accord with the GloBE
rules.

• In turn, the DMTT does not raise a cross-border issue and 
therefore does not create a tax treaty problem. 

• The STTR will be included in bilateral treaties and any 
incompatibilities will be eliminated.

• If the IIR and the DMTT are irrebuttable presumptions of 
abuse, they would be incompatible with the freedom of 
establishment.

• This is valid even if they are not discriminatory.



The four interlocking rules
• However, the four interlocking rules are not anti-avoidance rule: 

they do not rely on a likelihood of avoidance.

• Anti-base erosion rules? As legal fictions as they change the ‘legal 
truth’ that is granted by the international rules on the allocation of 
taxing rights and the tax base.  

• Legal fictions allow the extension of the law to situations that were 
not initially foreseen and introduce new ethical and social values 
into the legislation. 

• In the case of the four interlocking rules, ethical and social values are 
related to a minimum effective tax rate applied to the in-scope 
MNEs.



The four interlocking rules

• Applicable even if there is no aggressive tax planning.

• Aggressive tax planning is related to a concept of double 
non taxation (resulting from tax avoidance or legal gaps 
(disparities)). 

• The idea that tax treaties also prevent non-taxation is 
related to the prevention of tax evasion and avoidance.



The four interlocking rules

• Additionally, the four interlocking rules are applicable in the following situations:
• 1) even if value creation has been correctly allocated according to transfer pricing 

rules; 
• 2) even if CFC rules and other anti-base erosion rules preventing double non-

taxation are applicable;
• 3) even if any specific or general anti abuse rules are applicable. 

• They are also pertinent when there is low or zero taxation in one of the 
jurisdictions even if there is high taxation in the other jurisdictions.

• Differently from the rules recommended by the BEPS Actions as well as the GILTI 
and the BEAT, the GloBE rules are to be introduced via a coordinated system of 
taxation and aim at a coordinated minimum tax rate. 



The four interlocking rules as taxes on income or capital

• The GloBE rules must be assessed in light of Article 2 (2) of the OECD 
Model Tax Convention. 

• This is because they are announced as top-up taxes, and 

• their purpose is to coordinate a minimum tax rate. 

• Additionally, they are not anti-avoidance rules.



The four interlocking rules as taxes on income or capital

• According to Article 2(2) of the OECD Model Tax Convention, 
‘taxes on income and capital are taxes imposed on total 
income or elements of income, or total capital or elements of 
capital, including taxes on gains from the alienation of 
movable or immovable property… as well as taxes on capital 
appreciation’. 

• Furthermore, it has been contended that the term taxes refers 
to ‘compulsory, unrequited monetary payments to 
government units’, but details are to be ruled by domestic 
laws. 



The four interlocking rules as taxes on income or capital

• The OECD Model Tax Convention Commentary 
includes accessory duties or charges to taxes in the 
meaning of tax in Article 2 (2) but excludes fees, 
charges, and social security charges from that 
meaning. 

• The method of levying taxes is not relevant and 
encompasses, among others, a direct assessment or 
deduction at the source, surtaxes or surcharges, and 
additional taxes.



The four interlocking rules as taxes on income or capital

• The IIR, the UTPR, the STTR, and the DMTT are ‘compulsory, 
unrequited monetary payments to government units that are levied 
on income or capital. 

• They do not rely on presumptions concerning taxpayers’ behaviour
nor do they depend on it.

• Instead, they rely on legal fictions which make them compulsory. 

• These legal fictions are instrumental to the purpose of curbing tax 
competition as such.



The four interlocking rules as taxes on income or capital

• Thus, if the four interlocking rules are taxes on income or 
capital, they are in the scope of bilateral tax treaties (Article 1 
of the OECD Model Convention) and

• are incompatible with the allocation of taxing rights as 
defined in Articles 7 and 10-13 (at least) of the OECD Model 
Tax Convention. 

• A contracting state cannot claim that the allocation of taxing 
rights as defined in the OECD Model Tax Convention is 
overruled by a top up tax because the other contracting state 
does not apply a minimum effective tax rate of 15%. 



The four interlocking rules as taxes on income or capital

• This overrules the allocation of taxing rights agreed 
between the contracting states. 

• Additionally, the application of the GloBE rules, the 
DMTT, or the STTR is not caused by the taxpayer and tax 
planning behavior

• Therefore, they also cannot be justified by that (non-
existent) behaviour. 

• Applying such a top-up tax without amending the 
bilateral tax treaties is not compatible with Article 31, 
paragraph 1 of the Vienna Convention on the Law of 
Treaties: the text of the treaties, the ordinary meaning of 
its terms, its purpose, and a bona fide interpretation.
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