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This article aims to analyse how the effective tax
rate criteria of the OECD’s Inclusive Framework
Pillar Two proposal affects source taxation,
particularly with regard to its effects on
developing countries as Source Countries.

1. Introduction

Pillar Two, the OECD’s proposal for a minimum level
of taxation for multinational companies (MNCs) that
rules out possible advantages arising from favoured tax-
ation, has been presented as havinga wider scope than the
Actions of the OECD/G20 Base Erosion and Profit Shift-
ing (BEPS) project themselves." It consists of the Global
Anti-Base Erosion (GloBE) proposals (i.e. the Income
Inclusive Rule (IIR) and the Undertaxed Payment Rule
(UTPR)), which depend on the calculation of an effective
tax rate (ETR) of less than 15% to be assessed on a juris-
dictional approach. Consequently, the ETR criteria may
have gained in complexity with the issuing of the Pillar
Two Model Rules? and the Commentary to the Pillar Two
Model Rules.?

Thisarticle is intended not to be a mere additional contri-
bution in international taxation literature endorsing how
Pillar Two harms source taxation in general but, rather,
to analyse in depth (i) particular provisions set out by
the GloBE Model Rules; and to scrutinize (ii) the specific
effects on tax sparing and matching clauses; and also (iii)
withholding taxation on cross-border payments, as all
these three mechanisms are broadly adopted by typical
Source Countries.*
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Accordingly, after defining relevantaspects of source tax-
ation (see section 2.), this article examines, in section 3.,
how the ETR criteria restrict source taxation (not only
through the ordering rules of the UTPR, the IIR and the
Qualified IIR, but also through the specitfic role of the
qualified domestic minimum top-up tax (QDMTT) and
the calculation of the ETR regardless of withholding tax).
Section 4. evaluates how the ETR neutralizes tax incen-
tives afforded by Source Countries. Accordingly, section
5. addresses specifically how GloBE hinders the applica-
tion of tax sparing and matching credit clauses. The arti-
cle’s conclusions are presented in section 6.

2. How Far May Source Taxation Be Restricted
by Pillar Two?

Before arguing how Pillar Two harms source taxation, it
is important to define which aspects of source taxation
are at stake. It would be frivolous and too broad to state
that source taxation, in general, is inhibited by Pillar Two
proposal.

As stated by Arnold (2019), the ordering of the impo-
sition of income taxation by Residence Countries and
Source Countries would be relatively straightforward.
In other words, when both impose tax on income, the
Source Country would be considered to have priority.”
This general principle is said to rely not only on source
taxation itself, but also on the alleged obligation of the
Residence Country to relieve double taxation by exempt-
ing foreign-source income from the Residence Country
tax on it or allowing a credit against it.°

On the basis of these assumptions, three aspects of source

taxation were selected to be addressed in this article.

These are:

(1) source taxation through income withholding tax;

(2) the recognition of the possible renunciation of the
Source Country’s power to tax (i.e. granting tax
incentives) asan immanent part of that power within
the framework of the state sovereignty;” and

(3) as consequence of the latter, the role of tax sparing
clauses asa tool to preserve tax incentives and, there-
fore, the Source Country’s sovereignty.

With regard to the first of these aspects, its importance is
quite unequivocal. Developing countries have historically

5. B.J. Arnold, International Tax Primer 4th edn., p. 34 (Kluwer L. Intl.
2019).

6. BJ.Arnold, The Ordering of Residence and Source Country Taxes and
the OECD Pillar Two Global Minimum Tax, 76 Bull. Intl. Taxn. 5 (2022),
Journal Articles & Opinion Pieces IBFD.

7. A.Gutierrez, La soberania fiscal, la potestade tributaria y los convénios
para evitar la doble imposicion Cont4bl3 50, p. 1 (AECE 2014).
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relied on source taxation to protect their tax bases and in
light of its ease of administration.®

Withholding taxes have even been recommended in lit-
erature to tax digital economy” and a number of Latin
America countries still follow this paradigm. In Brazil, for
example, all cross-border payment for services and intan-
gibles is taxed at source. In Peru, gross income derived by
anon-resident must be apportioned by means of a deemed
source rule when services are perfumed partly inside and
partly outside the country."” In Uruguay, on the other
hand, since 2018, services provided digitally are consid-
ered to be 100% sourced in the country if the supplier and
the user are situated there and 50% Uruguay sourced if
one or the other is outside the country." In Asia, Taiwan
has established a 20% income withholding tax on services
provided by a non-resident with no fixed place of business
in the country.”” In Africa, Zimbabwe has amended its
Income Tax Act" to provide thatany amount receivable by
oron behalfofan electronic (e-)commerce platform domi-
ciled outside Zimbabwe from residents of that country
should be subject to income withholding tax." In South
Africa, the Davis Tax Committee has recommended that
tax rulesin the country should be based on the payer prin-
ciple, so that income withholding tax would be levied on
payments remitted abroad.” In light of the foregoing, it
may be asked how withholding taxation is still alive and
crucial for source taxation (specially in developing coun-
tries that rely on this kind of taxas a backstop for excessive
base-eroding payments remitted abroad).'®

Tax incentives, on the other hand, are still considered to
be an important tool of fiscal policy of Source Countries,
despite the dispute about the efficiency of this measure.
Some authors argue that tax incentives do not necessar-
ily enhance foreign direct investment (FDI),” others state
that tax incentives granted by developing countries are
not based on cost and/or benefit analysis, but due to the
threat of multinational enterprises (MNEs) going else-
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where."® The OECD goes even further, and suggests that
developing countries are subject to abuse by MNCs and
harmful tax competition so that these countries are forced
to provide undue tax incentives that undermine their tax
revenue.'” Tax incentives, however, have historically been
adopted by developed countries, but they appear to be
odious once developing countries benefit from them as
well.%

Very similar criticism is also directed towards tax sparing
clauses. The effects of a sole enactment of domestic tax
incentives without combining them with an international
rule protecting the effectives on this tax incentive would
be annulled if the Residence Country were not to be pre-
vented from taxing this exact portion.”" Accordingly, tax
sparing clauses are defined not only as an exemption tax
incentive rule, but rather as a tool to guarantee the effec-
tive implementation of domestic tax incentives.”

The OECD followed this line of reasoning in the Com-
mentary on Article 23 of the OECD Draft (1963).>* Sub-
sequently, the Commentary on Article 23 of the OECD
Model (2000)** revealed the change of position on such
clauses by advising limiting their use, recasting the results
of the 1998 OECD Report “Tax Sparing: A Reconsider-
ation”,” which has been criticized previously.?

Despite all possible uncertainties about the effect of tax
sparing clauses as a means to attract foreign investments,
tax treaties should still include clauses that prevent Resi-
dence Countries to deprive Source Countries of their own
tax policy decisions or let the latter to have their share
of revenue from income sourced within their territory.”

Still, tax sparing clauses — despite all the disputes about
their virtues — are relevant in international taxation, as
from the approximately 4,000 tax treaties signed between
1 January 2000 and 16 February 2020, more than 100
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include some form of tax sparing clause — according to a
survey carried out by Andrade Rodriguez (2020).* Thuro-
nyi (2003) has verified thata third of the tax treaties nego-
tiated between 2000 and 2003 included tax sparing claus-
es.”” Andrade Rodriguez has added that, before 2000, a
relevant number of tax treaties included this kind of rule.”

Following the demonstration that these three aspects are
relevant for source taxation, the article now address in
sequence how the Pillar Two proposal deals with them.
This is the subject matter of sections 3., 4. and 5.

3. How ETR Criteria Harm Source Taxation
3.1. ETR criteria

Given the assumption that Pillar Two empowers jurisdic-
tions to tax income that was not sufficiently taxed by the
country that held the so-called “primary tax rights”, it is
necessary to understand what income should be consid-
ered to be taxed that falls below the ETR, and, therefore,
what are the parameters that are expected to give rise to
the application of the primary IIR rule or the secondary
UTPR rule. As revealed in article 5.1.1. of the Pillar Two
Model Rules,* the OECD suggests that the ETR should to
be calculated on ajurisdictional basis — as will be assessed
insection 5. - by dividing the sum of the “adjusted covered
taxes” of each Constituent Entity (defined underarticle 1.3
of the Pillar Two Model Rules as any entity or permanent
establishment (PE) included in the multinational group to
be considered within the scope of GloBE) in a jurisdiction
by the “Net GloBE Income”, which is defined as the finan-
cial accounting net income or loss determined for each
considered entity in a specific fiscal year adjusted for some
items imposed by the Pillar Two Model Rules.?* That is,
some kind of tax results derived from financial account-
ing profits adjusted by some amounts that must, or must
not, be considered with regard to the GloBE proposals.

First, it is necessary to disclose that the OECD defines

“adjusted covered taxes” as:

—  taxes recorded in the financial accounting books
of a Constituent Entity with regard to its income or
profits or income or profits of a Constituent Entity
in which it owns control;

- taxesondistributed profitsand/or deemed profit dis-
tributions;

- taxes imposed in lieu of generally applicable corpo-
rate income tax; and

—  taxes levied by reference of retained earnings and
corporate equity.”

Moreover, as previously set out in the paragraph 145 of
the Pillar Two Blueprint,** adjusted cover tax encompasses
taxes paid by the parent company as a result of controlled

28.  Andrade Rodriguez, supran. 21, at sec. 4.

29.  V.Thuronyi, Recent Treaty Practice on Tax Sparing, 29 Tax Notes 3 (Jan.
2003).

30.  Andrade Rodriguez, supran. 21, at sec. 4.

31.  OECD, Pillar Two Model Rules, supran. 2, at p. 28.

32, Id.,atp.15.
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foreign company (CFC) rules. This situation exposes a
contradiction in the — so to speak — conceptual position
that the OECD has been adopting about the supposed
compatibility between the CFC rules and the equivalent
ofarticle 7 of the OECD Model in tax treaties.”

This being said, the OECD proposes that the tax paid by
the intermediate parent company under the CFC rules
should be attributed to the final subsidiary, as if it were a
tax borne by the final subsidiary. On the other hand, the
OECD has understood - to justify the compatibility of the
CFC rules with article 7 of the OECD Model - that these
rules affect the profits of the controlling company itself
and not of the investee.

The two arguments are contradictory, however. Either
the taxed income belongs to the investor (so that the CFC
rules do not violate article 7 and the taxes paid as a result
of them are attributable to the parent company), or the
profits belong to the investee, and, therefore, the CFC
rules are incompatible with article 7 and the taxes paid
under these rules are attributable to the subsidiary.

3.2. Effects of withholding taxes imposed in Source
Countries: UTPR times qualified IIR and
QDMMT

Inaddition to considering the UTPR a secondary measure
inrelation to the IIR (according to the order rules set outin
the GloBE proposals), the Pillar Two Model Rules exacer-
bate the OECD’s preference for Residence Countries over
Source Countries in view of two particularities in the ETR
criteria. First, according to article 2.5.2. of the Pillar Two
Model Rules,**a UTPR designed by a Source Country will
not be applicable if the Residence Country adopts a qual-
ified IIR, which is defined in article 10.1 of the Pillar Two
Model Rules as a set of rules equivalent to the GloBE IIR
thatare included in the domestic law of a jurisdiction and
that are implemented in a consistent way with the out-
comes provided by the GloBE Rules*” and the Commen-
tary to the Pillar Two Model Rules.* This means that the
UTPRisnotonly secondary toanIIR, as provided for by a
Residence Country, butalso to a qualified IIR, and, there-
fore, the UTPR is twice secondary.

It could be sustained that the issue relating to the ordering
rule in the Pillar Two proposal and the secondary appli-
cation of the UTPR, even in face of a qualified IR, could
be resolved by the provision ofa QDMTT, whose applica-
tion is primary in relation to the GloBE measures. In this
context, and just for the sake of clarification, it would be
necessary to bear in mind that a QDMTT is defined as
minimum top-tax included in the domestic law of a juris-
diction that determines excess profits or increases tax lia-
bility with regard to such excess profits to the minimum

and Profit Shifting Project p. 122, para. 456 (OECD 2020), available at
https://doi.org/10.1787/abb4c3d1-en (accessed 8 May 2021).

35.  OECD Model Tax Convention on Income and on Capital: Commentary on
Article 7, para. 14. (21 Nov. 2017), Treaties & Models IBFD, also available
at https://doi.org/10.1787/mtc_cond-2017-en (accessed 9 July 2023).

36.  OECD, Pillar Two Model Rules, supran. 2, at p. 14.

37 Id.atp.65.

38.  OECD, Commentary to the Pillar Two Model Rules, supran. 3, at p. 212.
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rate inaccordance with the GloBE proposals.?” Such a state
ofaffairs means thatitis equivalent to an IIR, but applica-
ble by any country (and not only the ultimate parent entity
(UPE) jurisdiction).*

The QDMTT works as if it were a Source Country’s IIR,
authorizing the levying of a top-up tax on the excess
profits generated by a controlled company of an MNE in
the Source Country. This means that the QDMTT could
raise the ETR of a company, thereby precluding UPE’s
jurisdiction from charging any top-up tax under the IIR "

Because of this situation, the QDMTT is considered to
be a compensatory measure that enables Source Jurisdic-
tions to collect extra tax revenue* or even as a means to
move Source Countries to the head of the ordering queue
and to impose tax in preference to the Residence Coun-
try.” The QDMTT would provide Source Countries with
an alternative mechanism to raise their ETRs to the 15%
minimum rate, thereby avoiding the application of the
GloBE measures to Resident Countries,* which undoubt-
ably could be an advance for Source Countries.

Nevertheless, it should be noted that the QDMTT may
be difficult to be implemented by many jurisdictions,
as the domestic corporate tax base must be the same (or
broader) as the base for the minimum tax* (which should
also depend on the withdrawal of many tax incentives —
asisaddressed in section 4.). Arnold (2022) explains that,
under this scenario, the credit of the QDMTT would
reduce the Source Country’s corporate tax, thereby reduc-
ing the amount of “covered taxes” allocated to the Source
Country, such that the Source Country’s ETR would be
less, and, therefore, increasing the jurisdictional top-up
tax.*

In addition, the GloBE Rules do not envisage any double
taxation reliefin respect of the QDMTT paid in the Source
Country. The issue becomes even worse when countries
allow their QDMTT to be credited against their domestic
corporate income tax, as, in this case, the QDMTT would
be disregarded on the calculation of the ETR, thereby
making the Residence Country eligible to charge top-up
tax under the IIR.*

Moreover, Chand (2022) is correct in stating that coun-
tries may disagree in the characterization of their own

39.  OECD, Pillar Two Model Rules, supran. 2, at p. 65.

40.  Arnold, supran. 6, atsec. 3.4.

41. M. Lindgren, “Two’s Company, Three’s a Crowd” - The Triad of Con-
trolled Foreign Company Rules and the Two-Sided Income Inclusion Rule
under the OECD’s Pillar Two Global Minimum Tax Proposal, 77 Bull.
Intl. Taxn. 1 (2023), Journal Articles & Opinion Pieces IBFD.

42, A.P.Dourado, Editorial: Pillar Two Model Rules: Inequalities Raised by
the GloBE Rules, the Scope, and Carve-Outs, 50 Intertax 4, pp. 1-4 (1)
(2022).

43.  J.Li, The Pillar Two Model UTPR Departs from International Consen-
sus and Tax Treaties, 54 Tax Notes Intl. 105, pp. 1401-1410 (Mar. 2022);
and M. Devereux, J. Vella & H. Wardell-Burrus, Pillar Two: Rule Order,
Incentives on Tax Competition, Policy Brief, U. of Oxford (2022).

44.  Arnold, supran. 6, atsec. 3.4.1.

45, 1Id.

46.  B.J. Arnold, An Investigation into the Interaction of CFC Rules and the
OECD Pillar Two Global Minimum Tax, 76 Bull. Intl. Taxn. 6 (2022),
Journal Articles & Opinion Pieces IBFD.

47.  Lindgren, supran. 41, atp. 21.

© IBFD

internal rules.*® That is, a hypothetical Country A may
believe that its internal rule should be held as a Quali-
fied IIR or a QDMTT, which would affect (or even avoid)
the top-up taxation measures to be taken in the ultimate
parentjurisdiction - Country B, for example. On the other
hand, the tax authorities of Country B may disagree with
that stance, and charge top-up taxes on the UPE in assum-
ing thatno QIIR or QDMTT had been applied on Country
A. Asthe GloBE Rules now stand, no cross-border dispute
resolution framework has been provided, and there is rea-
sonable doubt whether the already existing mutual agree-
ment procedure (MAP) envisaged in tax treaties would be
sufficient - i.e. one that should deal with issues derived
from the interpretation of conventional rules rather than
domestic rules.*

Lastly, the QDMTT as a top-up tax established in the
Source Country’s ordinary corporate income tax system
does not settle the issue regarding withholding taxation
in the Source Country. This state of affairs means that the
application of the GloBE measures to the UPE jurisdiction
will not be avoided ifa Source Country sets out a compre-
hensive withholding tax system on payments carried out
for non-residents. Ultimately, a QDMTT may be a useful
compensation mechanism for a Source Country, when
and if this jurisdiction is also a Residence Country, i.e. if
it is an Intermediate Company Jurisdiction that imposes
corporate income tax on profits earned abroad. On the
other hand, the QDMTT does not ensure that withhold-
ing tax - levied on outgoing payments — will be consid-
ered in the ETR calculation, and that the tax sovereignty
of Source Countries will be protected with regard to with-
holding taxation.

3.3. The effects on withholding taxes imposed in
Source Countries: Withholding tax disregarded
from ETR calculations

In examining how Pillar Two deals with withholding tax,
itis necessary not to disregard the effect that, according to
article 4.1.1 of Pillar Two Model Rules, the term “adjusted
covered taxes” — which is considered to be a numerator
in the ratio to determine the ETR that triggers the GloBE
measures — should be equal to the current tax expense
accrued in the Financial Accounting Net Income of the
Constituent Entity, adjusted by some additions and reduc-
tions provided in the Pillar Two Model Rules. These addi-
tions do not encompass withholding tax (except if charged
on profits distribution under article 4.2.1 (b)) possibly
levied on outgoing payments. In addition, article 4.2.2 of
the Pillar Two Model Rules specifically provides that taxes
charged in the Source Country due to adjustments made
under a QDMTT or under a qualified UTPR will not be
included in the sum of “adjusted covered taxes”.

48.  V.Chand, The Interaction Between the Arm’s Length Principle and Pillar
11 Global Minimum Tax Rules: A Technical and Policy-Oriented Analysis,
Institut fiir Finanzwissenschaft (IFF) Forum fiir Steuerrecht, Universi-
tat St. Gallen, pp. 365-387 (382) (2022).

49.  V.Chand, A. Turina & K. Romanovska, Tax Treaty Obstacles in Imple-
menting the Pillar Two Global Minimum Tax Rules and a Possible Solu-
tion for Eliminating the Various Challenges, 14 World Tax J. 1, sec. 7.
(2022), Journal Articles & Opinion Pieces IBFD.
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Here, an example may be helpful.

Suppose Company D is located in Country D and pays interest
to Company E, located in Country E. Country D imposes a 25%
withholding tax on outgoing interests, which is deductible for
corporate income tax purposes levied, in turn, at a rate of 10%.
In this situation, interests paid abroad counts as an effective 15%
charge in respect of income tax.

Nevertheless, were Country E to adopt a typical IR, the with-
holding tax levied on interest would not be considered for the
purpose of determination of the ETR. Due to this position, from
Country E's perspective, such an interest payment could be con-
sidered to be undertaxed, as the withholding tax would not be
computed in the determination of the ETR, and would reduce
Company'’s D corporate income tax base.

The exclusion of withholding tax (levied in Country D) from
“adjusted covered taxes” leads to an ETR of less than 15%, giving
rise to, as consequence, the application of the IIR in Country E.

This example illustrates how the withholding tax in the
controlled entity country could be decisive in the deter-
mination of the ETR, and could then avoid the necessity
of the application of the GloBE Rules in the UPE juris-
dictions.

4. How ETR Criteria Neutralize Source-Country
Tax Incentives: Pillar Two Objectives and the
Restricted Carve-Out

The ETR criteria do not only disregard withholding tax
for the purposes of the application of the GloBE Rules,
but also neutralize benefits from most of the relevant tax
incentives granted by Source Countries by way of the pro-
vision of a very narrow carve-out.” Such an approach to
tax incentives relies on the objectives of Pillar Two — which
are even broader than those established by the Actions of
the OECD/G20 BEPS initiative® — being concerned with
aminimum level of taxation for MNCs, thereby ruling out
any possible advantages arising from favoured taxation.

Until Action 5, the OECD’s focus was on cases in which
profits were declared in low-tax countries, without there
beinga substantial activity there. In this case, it was under-
stood that, as long as it was not a mere diversion of profits
but, rather, a genuine allocation of activities, this would
not be a case of profit shifting, as each country could freely
tax the value created in its jurisdiction. From this per-
spective, if a jurisdiction could attract effective invest-
ment, despite being by way of tax incentives, there would
be nothing to condemn. When it comes to minimum tax-
ationand if the carve-outis established only for low-profit
activities and tangible assets, there is a change in the level
and in the proposed taxation of the “residual profits” that
become most expressive than the routine profits taxed by
the state in which the substantial activity is located. That
is to say, the use of tax incentives, in principle, entails a
new limit.*

50.  L.E.Schoueri, Some Considerations on the Limitation of Substance-Based
Carve-Outin the Income Inclusion Rule of Pillar Two, 75 Bull. Intl. Taxn.
11/12, secs. 3. and 4. (2021), Journal Articles & Opinion Pieces IBFD.

51.  Pistone etal,, supran. 1; Englisch & Becker, supra n. 1; and Cipollini,
supran. 1.

52.  L.E.Schoueri & B.C. Fettermann Nogueira dos Santos, Pillar Two and
Global Tax Governance between Liberal International Order and West-
phalian Order, in Anais do IX Congresso de Direito Tributdrio Inter-
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In light of the foregoing, the OECD has advanced the
concept of a global minimum taxation as a supposed
result of multilateralism and antagonistic approach of
international organizations and a group of countries (i.e.
the G7) adopting inclusive sovereignty* amongstates. The
creation of the Inclusive Framework can be upheld as an
effort to grant legitimacy to Pillar Two, as it invites the
non-OECD countries to the discussion. Nevertheless, the
Pillar Two proposals did not result from a specific decision
of the countries involved but, rather, from the G7 coun-
tries. Despite its technical capacity, the OECD lacks the
legitimacy to represent the interests of countries™ (espe-
cially that of developing countries). For this reason, the
OECD hasbeen dubbed asa “rich countries club”.> Rather,
it gives rise to an environment that compels developing
countries to make an appearance (least they are consid-
ered to be uncooperative), and yet they are not really expe-
riencing participation on equal footing.”® Dagan (2017)
even argues that voluntary cooperation in a system is not
proof, in itself, that the system benefits all of its partici-
pants.”’

Moreover, the fact should not be disregarded that, during
the negotiations regarding Pillar Two in mid-2021, nine
countries opposed it.”* Among these countries, Esto-
nia,” Hungary® and Ireland® and were the EU ones,
and, although they counted for just 4% of EU’s economic
output,®” they could have ruined the OECD’s plan, as tax
directives in the European Union require the unanimous
consent of all of the 27 Member States.®® Recently, the
Member States of the European Union have given their
approval plan following the granting some concessions
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regarding the wording of the proposed directive,** except
for Hungary, which has restated its opposition recently.*

In addition to the opposition of some relevant coun-
tries, Pillar Two demonstrates that its proposal bene-
fits only some of the member countries of the Inclu-
sive Framework. It does this by establishing a carve-out
that is undoubtably restricted, as it adopts as indicators
(by way of a proxy) the concept of “substantial activity”,
and payroll expenses together with the depreciation and
amortization of certain fixed assets (to encompass compa-
nies with less mobile capital). Such a restriction, however,
unduly equates “economic substance” with the genera-
tion of profits by way of tangible assets. This stance means
that countries could provide tax incentives for bricks and
mortar activities, but not for activities that require greater
specialization and that tend to generate effectively devel-
opment in a given country.*

Dueto thegreatlimitations of the proposed carve-out, only
avery modest profit margin is excluded from the scope of
the Pillar Two Rules, such that profits that are considered
to be “residual” are, in fact, economically relevant to the
jurisdiction in which they were created. Accordingly, the
OECD has contradicted its original intention to align tax-
ation with the generation of value added.*’

Moreover, this position reflects a paternalistic bias (which
blames ultimately inefficient tax benefits on developing
countries by assuming such countries to be weak and sus-
ceptible to pressure from MNC:s).*® Such a situation con-
demns developing countries to being able only to attract
unprofitable investment, thereby perpetuating the gap
between them and developed countries. More profit-
able investment, which imply greater value added, are
not part of the carve-out, and, therefore, such profits are
not encouraged to be sourced in countries with precari-
ous infrastructures, as is the case with many developing
countries.

For instance, Avi-Yonah and Kim (2019) endorse this
paternalistic perspective in referring to the fact that devel-
oping countries grant tax holidays not because they wish
to attract FDI but because MNEs threaten going else-
where. In this sense — in the authors’ opinion - the GloBE
Rules would neutralize the behavioural incentives of mul-
tinational taxpayers to engage in location shopping. This,
in turn, relies on the understanding the developing coun-
tries are very vulnerable to the power of MNEs, such that
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developing countries would need to interfere in the impo-
sition of global top-up taxation.”

Conversely, the Tax Justice Network (TJN) and Oxfam
have criticized the global minimum taxation as an unfair
mean to afford advantages to wealthier countries.”
Accordingly, in their view, the OECD would be pandering
to tax havens and MNCs by offering them exemptions and
loopholes with no revenue sharing for the world’s poorest
countries. In this sense, the requirement of an ETR would
ensure that these countries provide for a minimum of tax-
ation, as any tax incentive would be nullified. This posi-
tion ignores the fact that, were it not for the incentives,
the investments would not even have been made in these
jurisdictions.

Carve-outs should be considered at least to protect tax
incentives granted by developing countries so as to
benefit investment in infrastructure’ (although any and
all investment should be stimulated through fiscal incen-
tives policies). Along these lines, in 1986, the UN General
Assembly adopted Resolution 4, which brought about
the Declaration on the Right to Development (DRTD).”?
Article 3(3) of the DRTD states that states have a “duty
to cooperate with each other to ensure development and
eliminate obstacles to development”. This duty extends to
all fields, and there is no reason to exclude it from taxa-
tion. Consequently, if a state adopts measures that ensure
its development (including attracting substantial activity
to its territory), such measures should not be frustrated by
unilateral countermeasures by other states.”

By designing a top-up tax rule and a restricted carve-out,
the Pillar Two proposal ensures taxation in the Residence
Country of groups of MNCs. This certainly favours Resi-
dence Countries, which are typically exporters of capital,
that, to a large extent, are represented by developed coun-
tries and by the OECD member countries themselves
(which perhaps explains, politically, why this design of
rule).

Accordingly, it can be concluded that Pillar Two does not
strengthen fiscal sovereignty, abstractly or even universally,
but, rather, the tax sovereignty of the countries that host
multinational groups. In this sense, Ibarrola (2021) states
that the OECD is acting cynically when it argues that Pillar
Two does not affect the sovereignty of countries. This fact
should not be denied nor even hidden by the OECD.™
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In this sense, it should be noted that Pillar Two is based
on the false assumption that all countries have the same
internal economic conditions and offer the same level
of public goods and services to investors. It is precisely
because of this real inequality between countries that
many offer tax benefits. Englisch and Yevgenyeva (2013)
explain this situation by stating that countries, as a rule,
seek a certain compatibility between the tax burden they
impose and the services and public goods they offer.”” In
the same vein, Cipollini (2020) speaks of “fiscal residue™ as
the net benefit resulting from the difference in spending
on infrastructure and the amounts collected. He argues
that some countries have limited resources with which
to carry out “public spending” on infrastructure develop-
ment for their investors, and, therefore, must legitimately
be able to impose low taxation — what the author refers
to as “low-tax, low-spend”’® In admitting, however, this
relationship, it then seems reasonable that two competi-
tors operating in the same country (benefited, therefore,
by the same infrastructure and the same public goodsand
services) should be subject to the same tax burden. With
that, any tax imposition in addition to this general level
of territorial taxation would distort competition, and tax-
payers would bear increased costs without any return.”
This argument of course favours Capital Import Neutral-
ity, which Pillar Two appears to contradict.

It should not be disregarded that the UTPR, in its turn,
also restricts the unilateral concession of tax incentives,
but by Residence Countries. If the ETR does not reach the
minimum tax rate for Residence Countries (due to tax
incentives, for example), Source Countries will be allowed
to tax payments so that low taxation in Residence Coun-
tries can be dealt with.

5. How ETR Criteria Neutralize Tax Sparing and
Matching Credit Benefits

The ETR criteria also hinder source taxation, as they
damage the beneficial effects granted by tax sparing and
matching credit clauses by double taxation treaties. The
reasoning behind this statement is now set out.

First, the Pillar Two proposals rely on the determina-
tion of the ETR according to a jurisdictional blending.
In this context, Andrade Rodriguez elucidated that the
effective impact of the GloBE Rules (specially the IIR)
on tax sparing clauses varies depending on the blending
approach adopted by the Pillar Two proposal.”® World-
wide blending, for example, would allow the mixing of
high- and low-income tax, such that income subject to a
lower tax rate due to tax incentives (and protected by tax
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sparing rules) would, possibly, not accrue to a top-up tax
at the minimum rate. Nevertheless, as noted in section
3., the Pillar Two proposals indicate that the jurisdic-
tional approach should be adopted, so minimum taxa-
tion should be achieved on a country basis. Thisapproach
may reveal that the ETR is below the minimum tax rate
in a country granting tax incentives to be protected by
tax sparing clauses, and, therefore, will give rise to the
levying of the IIR.”?

Second, as the presumed tax credit granted in the Res-
idence Country — due to a tax sparing clause - is not
computed as paid tax in the Source Country, so it is not
included in the calculation of the ETR, as is explained in
more detail as follows.

According to article 4.1.3 of the Pillar Two Model Rules,
tax credits granted without corresponding to paid tax®
will not be computed as the “adjusted covered taxes”. Asis
stated in the Commentary to the Pillar Two Model Rules,
a “non-qualified refundable tax credit” entails tax credit
that is not a “qualified refundable tax credit™ (which
encompasses, in turn, a refundable tax credit that must be
paidin cash). A tax credit that reduces “covered taxes” (i.e.
any kind of corporate income tax expense registered in the
financial statements), but which is not refunded in cash,
is not considered to be a “qualified refundable tax credit”.

In this sense, the Pillar Two Model Rules and the Pillar
Two Commentary to the Pillar Two Model Rules® appear
(because they do not provide it expressly) to consider tax
sparing and matching credit benefits to be a “non-quali-
tied refundable tax credit” that, on the one hand, will not
reduce the “adjusted covered taxes”, but also, on the other
hand, will not be fictitiously computed as taxes paid for
purposes of the calculation of the ETR. When a tax treaty
includes for tax sparing or matching credit clauses, the
tictional credit received in the Residence Country qual-
ifies for the same treatment given to a withholding tax
that would have been paid in the Source Country. This
same logic should also be observed in the assessment of
the ETR. When the ETR does not consider the fictional
credit, the Residence Country should apply the IIR, which
will effectively reverse the effects of the tax sparing or
matching credit granted by a tax treaty.

In any case, even if the credits granted by tax sparing
and matching credit were to be considered as a “quali-
tied refundable tax credit”, they would reduce not only the
“adjusted covered taxes”, but also would be added to the
“GloBE income” according to article 3.2.4 of the Pillar Two
Model Rules.® In sum, the effect of the tax sparing and
matching credit clauses would be reduced, as they would
be considered in the numerator (the “adjusted covered
taxes”) justas with the denominator (the “GloBE income”)
of the ratio used to calculate the ETR.
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In this sense, the legitimate choice of a Source Jurisdic-
tion not to tax income derived from its territory should
be reduced by the Pillar Two measures due to the chosen
ETR criteria. Indeed, this has much to do with the juris-
diction of countries in general and not just with taxation,*
and their freedom to grant treaty benefits as they wish.
Here, it should be noted that recently the Supreme Court
of Canada (SCC) has upheld a taxpayer-favourable deci-
sion in stating that treaty bargains must be respected, even
if they derive from treaty shopping.*> Despite the partic-
ular specificity of this decision, it generally confirms the
necessary preservation of treaty terms.

6. Conclusions

Despite all the furore surrounding the concept of minimal
taxation and the apparent simplicity and unanimity on
the topic as reported inadvertently by the media, the Pillar
Two proposal rests on many inconsistencies and half-
truths. These are considered below.

The primary half-truth derives from the fact that the cal-
culation of the ETR brings complexity®* to the measures
and relies on criteria that hinder source taxation. In this
sense, the Pillar Two Model Rules set out a rule order-
ing that places the UTPR over the IIR and the qualified
IIR. This reduces even more the share of tax jurisdiction
afforded to Source Countries.

Although the QDMTT may be considered to be com-
pensation for Source Countries, it is to be provided by
corporate income taxation rules and has nothing to do
with withholding tax, the latter, by the way, that is broadly
adopted by developing countries due to the ease of admin-
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istration. In that regard, the QDMTT would give rise to a
restricted positive effect on source taxation.

In addition to hindering the imposition of withhold-
ing taxes by Source Countries, Pillar Two hampers their
freedom to grant relevant tax incentives to attract FDL
Due to the narrow carve-out of Pillar Two, relevant tax
incentives given by Source Countries would be neutral-
ized in Residence Countries by the application of the
GloBE Rules. With this very same line of reasoning and
still regarding the concession of tax incentives, the Pillar
Two proposals appear to reduce the effects of tax sparing
clauses, as jurisdictional blending is adopted to calculate
the ETR and the presumed credit derived therefrom will
be minimized in the calculation of the “adjusted covered
taxes” or of the “GloBE income” as noted in section 5.

In sum, thisarticle hasaddressed how the ETR criteria (as
defined by the Pillar Two Model Rules and the Commen-
tary to the Pilar Two Model Rules) have (a negative) effect
on three main aspects of source taxation. These are: (i)
withholding taxes; (ii) concessions in respect of tax incen-
tives; and (iii) the recognition of tax sparing and match-
ing credit rules. These tools guarantee the efficiency of tax
domestic measures adopted by Source Countries and their
tax sovereignty. Ultimately, the OECD merely reflects the
national interests (of some rich countries) in presenting a
false impression to being a properly autonomous represen-
tative of global interests (expressly by the creation of the
inclusive framework). This position should be contrasted
with the reality of the situation with regard to which the
OECD can be considered to be an empty shell,¥” encom-
passing not global concerns revealed after considerable
multilateral debate, but, rather, effectively the paternal-
ist desires of developed countries worried about guaran-
teeing their own tax sovereignty at the expense of that of
developing countries.
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