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This article focuses on the effects of global
minimum tax reform on tax competition. It also
discusses whether the new tax competition
landscape will become more equitable and
efficient, and, if not, how the OECD’s Inclusive
Framework can better address these problems
in the future.

1. Introduction

For more than two decades now, the OECD has played
a leading role in multilateral cooperation to counter,
inter alia, harmful tax competition. Its latest action is the
global minimum tax reform. As of 7 June 2023, 139 juris-
dictions under the OECD/G20 Base Erosion and Profit
Shifting (BEPS) Inclusive Framework have committed
to the two-pillar reform programme.' Pillar Two intro-
ducesa global minimum tax rate of 15%. According to the
OECD, Pillar Two “does not seek to eliminate tax com-
petition, but puts multilaterally agreed limitations on it”.2
However, this is just an intuitive and brief statement. The
effect of Pillar Two on tax competition is more complex
and it requires a deeper analysis at the theoretical level.
In this context, this article aims to address the following
three series of questions to contribute to the research on
tax competition:

(i) Whatare the differences between Pillar Two and the
OECD’s previous efforts to counter corporate income
tax competition? What motivated the 139 jurisdic-
tions to reach a consensus on Pillar Two? What
lessons can be drawn from the history of the OECD’s
efforts to counter tax competition? (See section 2.)

(i) In what way, and to what extent, will Pillar Two
restrict corporate income tax competition? Will there
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to-address-tax-challenges-arising-from-digitalisation-october-2021.pdf
(accessed 9 July 2023) [hereinafter Members of the OECD/G20 Inclusive
Framework on BEPS].

2. OECD, International community strikes a ground-breaking tax deal for
the digital age (OECD), available at www.oecd.org/tax/beps/internation
al-community-strikes-a-ground-breaking-tax-deal-for-the-digital-age.
htm (accessed 22 Mar. 2023).
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still be room for other forms of competition in the
future, and if so, in what form? Specifically, what role
can game theory play in explaining these issues?’ (See
sections 3. and 4.)

(iii) Will the new competition landscape lead to greater
equality and efficiency? If not, how can the Inclu-
sive Framework better address these problems in the
future? (See section 5.)

The authors’ conclusions are set out in section 6.

2. Comparison of Pillar Two with the OECD’s
Previous Efforts to Counter Tax Competition

2.1. Introductory remarks

The OECD’s campaigns against tax competition can be
divided into three stages. The first stage (the pre-BEPS
stage, for which, see section 2.2.2.) began with the pub-
lication of the Report on Harmful Tax Competition:
An Emerging Global Issue (the OECD 1998 Report).!
In the second stage (the BEPS 1.0 stage, for which, see
section 2.2.3.), the OECD released 15 Final Reports of
the BEPS Project in 2015. BEPS Action 5 specifically tar-
geted harmful tax practices,” while other actions such as
the controlled foreign company (CFC) rules and coun-
try-by-country (CbC) reporting may also indirectly
restrict tax competition by reducing profit shifting.* The
third stage (the BEPS 2.0 stage, for which, see section
2.2.4)) is the current global minimum tax reform.

Sections 2.2. to 2.4. compare these three stages in terms
of their focus, methods and legitimacy. These sections
reveal that tax competition is a complex and dynamic
concept that takes on different forms at different stages.
Correspondingly, the multilateral efforts to regulate tax
competition are a gradual process, with changing empha-
ses and methods at different stages.

3. Itshould be noted that multinational enterprises (MNEs) may also make
strategic responses to Pillar Two, making them players in the broader
tax game. However, the focus of this article is limited to the strategic
responses of jurisdictions.

4. OECD, Harmful Tax Competition: An Emerging Global Issue (OECD
1998) [hereinafter the OECD 1998 Report].

5. OECD, Countering Harmful Tax Practices More Effectively, Taking into
Account Transparency and Substance: Action 5 - 2015 Final Report
(OECD 2015), Primary Sources IBFD [hereinafter the Action 5 Final
Report (2015)].

6. OECD, Designing Effective Controlled Foreign Company Rules - Action 3:
2015 Final Report (OECD 2015), Primary Sources IBFD and Transfer
Pricing Documentation and Country-by-Country Reporting: Action 13:
2015 Final Report (OECD 2015), Primary Sources IBFD.
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2.2. Differences in regulatory focus
2.2.1. Opening comments

Although the concept of “tax competition” is commonly
used to refer to the behaviour of countries using various
tax measures to attract paper profits, businesses, inves-
tors or high-net-worth individuals (HNWIs),” it is a very
broad concept that can include different forms of tax com-
petition.

2.2.2. The pre-BEPS stage: Countering illegal tax
evasion facilitated by tax secrecy

In the pre-BEPS stage, the OECD 1998 Report established
the factors to identify tax havens and harmful preferential
taxregimes. For tax havens, the four key identifying factors
were: (i) no or only nominal taxes; (ii) a lack of effective
exchange of information; (iii) a lack of transparency; and
(iv) no substantial activities.® With regard to harmful pref-
erential tax regimes, the four key factors were: (i) no or low
effective tax rates (ETRs); (ii) ring-fencing of regimes; (iii)
alack of transparency; and (iv) a lack of effective exchange
of information.’

However, considering the difficulty in applying the tax
rate and economic substance standards, the OECD made
several important modifications to the identifying factors
regarding tax havens in the 2001 Progressive Report. In
determining which jurisdictions would be considered as
uncooperative tax havens, commitments would be sought
only in respect of the principles of effective exchange of
information and transparency."” Accordingly, in the fol-
lowing decade, the OECD’s work to address harmful
tax competition was largely limited to transparency and
information exchange aspects. The concept of “harmful
tax competition” was used to describe jurisdictions that
offered tax secrecy to facilitate illegal tax evasion.

2.2.3. The BEPS 1.0 stage: Countering harmful tax
competition

In the BEPS 1.0 stage, the OECD focused on the use of
preferential tax regimes with harmful elements that result
in artificial profit shifting." It did not intend to address
all forms of non-taxation, but only those associated with
abusive or harmful practices, where no indication had
been made that low or non-taxation was considered to be
a harmful practice in itself.”” The action of the OECD at
this stage was not aimed at unifying the tax structure and
taxrate levels of each jurisdictions, but mainly at resolving
the problem of harmful tax competition.

Z.Hassan Fazal, Tax Competition: A Blessing in Disguise for Small Coun-

tries, 22 J. Austrl. Taxn. 1., p. 65 (2020), available at www.jausttax.com.

au/Articles_Free/JAT%20Volume%2022%20Issue%201.pdf (accessed

18 July 2023).

8. OECD 1998 Report, supran. 4, at p. 23.

9. Id.atp.27.

10.  OECD, The OECD’s Project on Harmful Tax Practices: The 2001 Prog-
ress Report (OECD 2002) [hereinafter The 2001 Progressive Report].

11.  OECD, Action 5 Final Report (2015), supran.5,at p. 11.

12. OECD, Action Plan on Base Erosion and Profit Shifting p. 10 (OECD

2013), Primary Sources IBFD.
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2.2.4. The BEPS 2.0 stage: Countering tax competition
in both harmful and genuine cases

Unlike the previous stages which predominately focused
on harmful tax competition, Pillar Two is considered by
scholars to have a broader scope, and is aimed at reduc-
ing corporate income tax competition in both harmful
(i.e. artificial profit shifting) and genuine (i.e. real invest-
ment shifting) cases.” As stated by Liotti etal. (2022), even
non-harmful tax regimes compatible with BEPS Action
5 may be subject to Pillar Two, if they result in an overall
ETR of less than 15%."

Overall, the OECD’s actions so far have been focused on
traditional corporate income tax competition. However,
as described in section 3., Pillar Two may give rise to new
forms of competition. This means that the forms of tax
competition and the actions taken to counter them may
change and evolve over time.

2.3. Differences in regulatory methods
2.3.1. Opening comments

In theory and practice, there are different mechanisms
to counter tax competition. This is the subject matter of
sections 2.3.2. t0 2.3.4.

2.3.2. The pre-BEPS stage: Primarily using the list
of uncooperative tax havens

In the pre-BEPS stage, although the OECD 1998 Report
proposed countermeasures at unilateral, bilateral and
multilateral levels, the OECD primarily utilized the list of
uncooperative tax havens to increase tax transparency.”
Between 2000 and 2009, the OECD achieved success in
promoting compliance with tax transparency and infor-
mation exchange principles by developing the list of unco-
operative tax havens. In May 2009, due to commitments
made by the last three countries on the list of uncooper-
ative tax havens (Andorra, Liechtenstein and Monaco) so
as to implement the principles of tax transparency and
information exchange, the OECD removed them from the
list. Since then, no tax jurisdiction has been included on
the OECD list of uncooperative tax havens.'®

2.3.3. The BEPS 1.0 stage: Using the peer review
mechanism

In the BEPS 1.0 stage, the peer review mechanism was
used to supervise the preferential tax regimes of all the
Inclusive Framework members and remove the harmful
elements. The peer review mechanism has reviewed a
total of 319 regimes. To date, more than 120 preferential

13. R.S. Avi-Yonah & Y.R. Kim, Tax Harmony: The Promise and Pitfalls
of the Global Minimum Tax, 43 Mich. J. Intl. L., p. 515 (2022), avail-
able at https://papers.ssrn.com/sol3/papers.cfm?abstract_id=4102332
(accessed 18 July 2023).

14.  B.F. Liotti et al., The Treatment of Tax Incentives under Pillar Two,
2 Transnatl. Corp. J. 2, p. 43 (2022), available at https://papers.ssrn.
com/sol3/papers.cfm?abstract_id=4132515 (accessed 18 July 2023).

15, OECD 1998 Report, supran. 4.

16.  OECD, List of Unco-operative Tax Havens (OECD), available at www.
oecd.org/countries/monaco/list-of-unco-operative-tax-havens.htm
(accessed 22 Mar. 2023).
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tax regimes with harmful features have been or are in the
process of being abolished or amended.”

2.3.4. The BEPS 2.0 stage: Using the fiscal fail-safe under
the guidance of game theory

In the BEPS 2.0 stage, Pillar Two promotes the harmoni-
zation of corporate income tax rates worldwide by setting
a minimum tax rate. In order to stimulate adoption and
compliance, the designers of Pillar Two intentionally uti-
lized the fiscal fail-safe under the guidance of game theory.

Dagan (2018) has analysed international taxation as a
decentralized market, where governments have increas-
ingly become strategic actors.” In the decentralized com-
petitive structure, states are assumed to tax strategically.
As the tax policies of different jurisdictions interact with
each other, jurisdictions design (or, if operating rationally,
need to design) their international tax rules to best serve
their national interests because their choices interact and
compete with the choices made by other jurisdictions.
Based on this feature, fiscal fail-safes establish a mecha-
nism to link the tax treatment across jurisdictions, under
which, if one country does not tax, another country fills
the tax void. By automatically filling tax gaps, fiscal fail-
safes are effective for achieving full taxation or curbing
state defection. Although fiscal fail-safes are not new to
international tax,"” Pillar Two is considered to have intro-
duced a coordinated and more complex fiscal fail-safe,
which aims to maximize the strategic interactions among
jurisdictions.”! By way of this mechanism, Pillar Two is
expected to regulate traditional corporate income tax
competition more directly and effectively.

2.4. Differences in democratic legitimacy

2.4.1. Theimprovement of democratic legitimacy from
the pre-BEPS stage to the BEPS 2.0 stage

In terms of democratic legitimacy, the OECD’s work in the
pre-BEPS stage did not receive widespread support from
most jurisdictions in the world, which was considered by
Littlewood (2004) to be due to significant legitimacy defi-
ciencies.”? With support from 141 Inclusive Framework
members as of November 2021,% BEPS 1.0 made up for

17. OECD, New results show progress continues in combatting harmful tax
practices (OECD 2022), available at www.oecd.org/tax/beps/new-re
sults-show-progress-continues-in-combatting-harmful-tax-practices.
htm (accessed 22 Mar. 2023).

18.  T.Dagan, International Tax Policy: Between Competition and Coopera-
tion p. 4 (Cambridge U. Press 2018).

19.  Examples of existing fiscal fail-safes include the CFC rules and the
BEPS anti-hybrid rules. See R. Mason, The Transformation of Interna-
tional Tax, 114 American J. Intl. L. 3, pp. 376-380 (July 2020), avail-
ableat www.cambridge.org/core/journals/american-journal-of-interna
tional-law/article/transformation-of-international-tax/A335E9177D
1C7A692362066205689D1B (accessed 18 July 2023).

20.  R.Mason, A Wrench in GLOBE’s Diabolical Machinery, 107 Tax Notes
Intl. 12, p. 1391 (2022).

21. W. Cui, Strategic Incentives for Pillar Two Adoption, U. Brit. Columbia
(UBC), Faculty of Law, p. 1 (15 Aug. 2022), available at https://papers.
ssrn.com/sol3/papers.cfm?abstract_id=4161375 (accessed 18 July 2023).

22, M. Littlewood, Tax Competition: Harmful to Whom?, 26 Mich. J. Intl.
L. 1, pp. 441-442 (2004), available at https://repository.law.umich.edu/
cgi/viewcontent.cgitarticle=1227&context=mjil (accessed 18 July 2023).

23. OECD, What is BEPS? (OECD), available at www.oecd.org/tax/beps/
about/ (accessed 22 Mar. 2023).
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deficiencies of the previous stage to some extent. Simi-
larly, Pillar Two has received widespread support from
139 jurisdictions.

2.4.2. The potential motivation behind the Pillar Two
consensus

Given the stricter restriction on corporate income tax
competition under Pillar Two, one may wonder why
so many jurisdictions reached a consensus on it. One
explanation is that jurisdictions were genuinely acting
cooperatively to achieve the single tax principle and
advance their common interests.** Another explanation
is that one of the common justifications is gaining addi-
tional tax revenue.”

Given the diverse national interests and positions on
tax competition, the motivations behind the agreement
of jurisdictions on Pillar Two may be more complex.
For those high-tax jurisdictions that welcomed Pillar Two,
their common goals may be to overcome the problem of
the lack of collective action and protect their tax bases.
On the other hand, other jurisdictions may find them-
selves being deprived of one of the policy tools to attract
investment and putting themselves at a disadvantage in
future competition. Nevertheless, Dagan has correctly
pointed out that it is possible for jurisdictions to cooperate
against their better interests.”® For these jurisdictions, the
following factors may explain why they gave their reluc-
tant support.

The first factor is the strong political pressure from devel-
oped countries. As Wei Cui (2022) has pointed out, by
pressuring jurisdictions to adopt Pillar Two, the design-
ers of Pillar Two, whether the OECD, the European Union
or the United States, have been advocating that juris-
dictions that fail to adopt Pillar Two would lose out to
jurisdictions that do adopt it

The second factor is the fiscal fail-safe. Under this mech-
anism, failure to cooperate does not protect companies
from tax. Rather, it merely results in a loss of tax revenue
for the uncooperative state.” While an archetypal low-tax
jurisdiction may prefer not to impose tax at all, if tax is
going to be imposed in any event, it would rather collect
the revenue itself than have it snapped up by another coun-
try.” This motivation to avoid economic loss can explain
why many typical tax havens joined the Pillar Two agree-

24, Cui, supran. 21, at p. 40.

25.  J. Li, Introducing a Global Minimum Tax (Pillar Two) in Canada: Some
Knowns and Unknowns, Can. Tax J. (forthcoming 2023).

26.  Dagan, supran. 18, at p. 166.

27 Cui, supran. 21, atp.23.

28.  Mason, supran. 20, at p. 1393.

29.  See H. Wardell-Burrus, State Strategic Responses to the GloBE Rules,
Oxford U. Ctr. Bus. Taxn., U. Oxford, Faculty of L., pp. 7-8 (2022),
available at https://papers.ssrn.com/sol3/papers.cfm?abstract_id=429
1190SSRN 4291190 (accessed 18 July 2023).
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ment.” The reason why Estonia changed its position and
joined Pillar Two may also demonstrate this point.”

The third factor may be the complexity of rules and
tight timelines, whereby the representatives from many
jurisdictions lacked the necessary technical expertise to
fully understand the complex rules and sufficient time
to brief their political leaders before they signed on the
deal. Accordingly, as Li (2022) has noted, it is quite pos-
sible that many jurisdictions “agreed to” the deal out of
“politeness”.*

Some jurisdictions were also dissatistied with the OECD-
led reform and may wish to negotiate through other plat-
forms, such as the United Nations. However, the network
effects and opposition from developed countries could
pose obstacles to this effort.”

To summarize, revenue concerns may be the common
reason for these interest-divergent jurisdictions to reach
consensus, either proactively increasing fiscal revenue (for
pro-coordination jurisdictions) or strategically avoiding
fiscal losses (for low-tax jurisdictions). Nevertheless, even
in the post-Pillar Two era, the divergent interests of juris-
dictions are likely to persist, leading to different strategic
responses. Jurisdictions that want to maintain competi-
tiveness may seek new forms of competition, while those
opposed to tax competition may take further measures in
response. This “back and forth” effect reveals the poten-
tially complex interaction between states as they seek to
maximize their positions in an interactive cross-border
strategic game.™

3. The Fiscal Fail-Safe of Pillar Two and Its
Potential Restriction on Traditional Corporate
Income Tax Competition

3.1. The fiscal fail-safe of Pillar Two

The fiscal fail-safe of Pillar Two is key to understanding its
effect on corporate income tax competition. The Global
Anti-Base Erosion (GloBE) rules have two interlocking
components: (i) the Income Inclusion Rule (IIR); and (ii)
the Undertaxed Payment Rule (UTPR). As the primary
rule, the IIR imposes top-up tax on a parent entity in
respect of the low-taxed income of a constituent entity. In
order to allocate top-up taxamong different jurisdictions,
the IIR generally adopts a top-down approach. The Ulti-
mate Parent Entity (UPE) jurisdiction will usually have
the first priority to collect the top-up tax. If the UPE juris-
diction does notapply an IR, the top-up tax isimposed on
the next intermediate parent entity in the ownership chain

30.  To name but a few: the Bahamas; Bermuda; the British Virgin Islands;
the Cayman Islands; the Cook Islands; Jersey; and the Isle of Man. See
OECD, Members of the OECD/G20 Inclusive Framework on BEPS, supra
n. L

31.  Estonia; OECD; G20 - Estonia Notes Reasons to Join OECD Global Tax
Agreement (2 Nov. 2021), News IBFD.

32. J. Li, The Global Tax Agreement: Some Truths and Legal Realities,
Osgoode Hall L. Sch. York U., Osgoode Digital Commons p. 6 (2022),
availableat https://digitalcommons.osgoode.yorku.ca/cgi/viewcontent.
cgitarticle=1350&context=all_papers (accessed 22 Mar. 2023).

33. Netherlands; UN - Netherlands Opposes Establishment of UN Interna-
tional Tax Cooperation Framework (7 Dec. 2022), News IBFD.

34, Wardell-Burrus, supran. 29, at p. 42.
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that is subject to the IIR. Moreover, the UTPR will serve
as a back-up to the IIR. If there is low-taxed income ben-
eficially owned by a UPE that is not brought into charge
under an IIR, the low-taxed income will be subject to the
back-up UTPR mechanism, which denies deductions or
requires an equivalent adjustment.®

The interplay between the IIR and the UTPR gives rise to
amultiplayer game, where each jurisdiction’s taxing right
and its tax incentives are very likely to be influenced by the
tax policies of other jurisdictions and vice versa. The game
involves at least two stages: (i) a subset of states (usually
high-tax residence jurisdictions) agree on a fail-safe in
stage one; and, then, (ii) all of the jurisdictions respond
in stage two by aligning their systems with a triggering
threshold.* In stage two, jurisdictions may either imple-
ment the GloBE rules (an “attack strategy”), or raise their
tax rates to the global minimum to avoid the top-up tax
levied by other jurisdictions (a “defence strategy”).”” These
strategies will interact with each other, leading the game
to evolve into the next stage.

3.2. The potential restriction on traditional corporate
income tax competition

With regard to its influence, it is expected that Pillar Two
will provide a strong economic incentive to jurisdictions
in respect of their adoption strategies and broader tax
policies.”® Although Pillar Two is not legally binding and
the “do nothing” option is feasible on paper, failing to act
or moving too slowly will not only no longer deliver the
intended benefits to the investors, but also result in fore-
going tax revenues, as other jurisdictions are moving to
impose top-up taxes. Even jurisdictions that are not part
of the Inclusive Framework may be influenced by Pillar
Two.* Asaresult, itis expected that Pillar Two will reduce
the incentives for jurisdictions to engage in traditional
corporate income tax competition. However, as discussed
in section 4., it will have broader effects on the tax strate-
gies of jurisdictions in the medium and long term.

The potential effect on tax competition is evidenced by
the latest practices of jurisdictions, namely to act swiftly to
reform their tax systems. Not only are the major support-
ers of Pillar Two (such as France and Germany) actively
promoting its implementation, many low-taxjurisdictions
(such as Hong Kong, Ireland, Singapore and Switzerland)

35.  OECD, Tax Challenges Arising from the Digitalisation of the Economy
- Global Anti-Base Erosion Model Rules (Pillar Two), art. 2.1 and 2.5
(OECD 2021), Primary Sources IBFD [hereinafter the Global Anti-Base
Erosion Model Rules (Pillar Two)].

. Mason, supran. 20, at p. 380.

37. N.Bammens & D. Bettens, The Potential Impact of Pillar Two on Tax
Incentives, 51 Intertax 2, p. 165 (2023).

38.  F Heitmiller & I. Mosquera, Special Economic Zones Facing the Chal-
lenges of International Taxation: BEPS Action 5, EU Code of Conduct,
and the Future,24].Intl. Econ. L. 2, p. 489 (2021), available at https://aca
demic.oup.com/jiel/article/24/2/473/6246114 (accessed 18 July 2023).
With regard to the economic analysis of the effects, see N. Johannesen,
The Global Minimum Tax, 212 ]. Pub. Econ., pp. 1-8 (Aug. 2022), avail-
ableatwww.sciencedirect.com/science/article/pii/S0047272722001116
(accessed 18 July 2022).

39.  OECD, Tax Incentives and the Global Minimum Corporate Tax: Recon-
sidering Tax Incentives after the GloBE Rules p. 6 (OECD 2022) [herein-
after Tax Incentives and the Global Minimum Corporate Tax].
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arealso considering introducinga domestic minimum tax
to safeguard their taxing rights, while exploring solutions
to maintain their competitiveness.*

4. Remaining Scope for Tax Competition in the
Post-Pillar Two Environment

4.1. Introductory remarks

Although the fiscal fail-safe of Pillar Two will result in
a reduction in traditional corporate income tax compe-
tition, Pillar Two does not eliminate the conditions for
tax competition. The revenue threshold, covered tax, ETR
computation, exclusions and carve-out of Pillar Two will
generate heterogeneous effects on tax competition. While
some tax incentives would definitely be affected by Pillar
Two, other tax incentives could be partially, largely or
completely preserved by it. Consequently, jurisdictions
are expected to respond by adopting strategies that have
either been left open or have been newly created by Pillar
Two." Sections 4.2. to 4.8. illustrate seven major (but not
exhaustive) circumstances in which jurisdictions may
respond strategically and continue to participate in tax
competition.

4.2. Taxincentives for multinational small and
medium-sized enterprises

Inordertoavoidadverseeffectsonsmalland medium-sized
enterprises (SMEs), the application of the GloBE rules is
limited by a revenue threshold of EUR 750 million.** This
means that Pillar Two is only targeted at large multina-
tional enterprise (MNE) groups, which earn more than
90% of global corporate revenues.”” MNE groups with
earnings below the EUR 750 million threshold will not
be subject to Pillar Two and, therefore, any tax incentives
for them will not be affected either.**

Currently, while it remains true that large MNEs still
dominate cross-border trade and investment, SMEs are
increasingly reaching out beyond their traditional domes-
tic habitat and engaging in transboundary trade and
investment. The internationalization of these SMEs will
generate positive spillovers, such as creating higher levels
of employmentand improving wages and working condi-
tions, particularly in developing countries.* In practice,
the number of these multinational SMEs may be consid-
erable. Under the EUR 750 million revenue threshold of
Pillar Two, 85% to 90% of MNE groups will fall outside the

40.  The implementation status of Pillar Two is set out in the following
database: Pillar Two: a Country by Country Perspective, Bloomberg
Tax, available at www.bloomberglaw.com/product/tax/document/
X6BK30UO000000 (accessed 21 Nov. 2022) (only accessible upon
subscription).

41.  Wardell-Burrus, supran. 29, at p. 2.

42, OECD, Global Anti-Base Erosion Model Rules (Pillar Two), supra n. 35,
atart. L.11.

43.  OECD, Tax Challenges Arising from Digitalisation - Report on Pillar Two
Blueprint: Inclusive Framework on BEPS p.41 (OECD 2020) [hereinafter
the Report on Pillar Two Blueprint: Inclusive Framework on BEPS].

44.  OECD, Tax Incentives and the Global Minimum Corporate Tax, supra
n.39,atp. 31

45.  T.Rensmann, Small and medium-Sized Enterprises in International Eco-
nomic Law pp. 1-2 (Oxford U. Press 2017).
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46

scope of the rules.*® As the policy outcomes of SMEs’ tax
incentives will be fully preserved, it is possible that juris-
dictions may turn to compete for multinational SMEs in
the new tax competition landscape.

As SMEs are often regarded as the backbone of an econo-
my," tax incentives are conducive to the establishment of
afavourable environment for their creation and growth.*
However, poorly designed tax incentives of SMEs can have
distortive effects. First, SMEs are very heterogeneous in
terms of industries, profitability, growth potentials and
innovation behaviours. This means that careful targeting
of tax incentives is required to ensure that the peferen-
tial regimes can achieve their intended goals. Second, the
costsassociated with tracking eligibility and keeping spe-
cific records can increase the complexity of a tax system.
Moreover, tax incentives for SMEs may give enterprises an
incentive to remain small or to split up into different enti-
ties to continue benefiting from the incentives.” Accord-
ingly, jurisdictions need to be cautious when designing
tax incentives for SMEs.

4.3. International shipping tax incentives

Maritime transport is the cornerstone of international
trade and the global economy. Over 80% of the volume
of international trade in goods is carried by sea, and the
percentage is even higher for most developing countries.™
The capital-intensive nature, the level of profitability and
long economic life cycle of international shipping has
resulted in a number of jurisdictions introducing alter-
native or supplementary taxation regimes for this indus-
try.”' The widespread availability of these alternative tax
regimes means that international shipping often operates
outside the scope of corporate income tax. Accordingly,
including international shipping within the scope of the
GloBE rules would have raised policy questions in light of
the policy choices of these jurisdictions.* In this regard,

46.  OECD, Report on Pillar Two Blueprint: Inclusive Framework on BEPS,
supran.43,atp. 41.

47. F.Tudor, Short Considerations on Tax Competition for SMEs, 27 Euro-
Economica 1, p. 92 (2011), available at https://journals.univ-danubius.
ro/index.php/euroeconomica/article/view/787/713 (accessed 18 July
2023).

48.  OECD, Survey on The Taxation of Small and Medium-sized Enterprises
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(accessed 22 Mar. 2023).
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2015).
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flyer/review-maritime-transport-2021 (accessed 22 Mar. 2023).
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ing-your-course-shipping-taxation.pdf (accessed 22 Mar. 2023).
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Pillar Two excludes international shipping income and
qualified ancillary international shipping income from
the computation of GloBE income or loss.”

Asaresult, jurisdictions may continue to use their special
shipping tax regimes to support their ambitions to be
“maritime nations”, develop their own maritime clus-
ters and bolster their ship registries in the global mari-
time centre competition.* Nonetheless, such jurisdictions
need to be mindful of certain requirements in Pillar Two.

First, jurisdictions need to consider whether the quali-
fying activities requirement in their special shipping tax
regimes is in line with the definition in the GloBE Model
Rules. For instance, the UK tonnage tax system applies to
both international shipping and domestic shipping activ-
ities. While the income from international shipping may
be excluded from Pillar Two, an MNE'’s constituent entity
benefiting from the UK tonnage tax treatment in respect
of its UK domestic shipping activity may be affected.”

Second, Pillar Two stipulates that the aggregated qualified
ancillary international shipping income of all constituent
entities located in a jurisdiction shall not exceed 50% of
international shipping income of those constituent enti-
ties.” Jurisdictions may consider introducing a separate
computation requirement and a limitation on the amount
of qualified ancillary income in their special shipping tax
regimes.

Third, according to the substance requirement in Pillar
Two, jurisdictions should set a strategic or commercial
management requirement in their special shipping tax
regimes to qualify for the exclusion.”

4.4. Incentives for non-covered taxes

Corporate income tax has long been the main battle-
field of international tax competition. Governments lose
much-needed tax revenues from some of the largest com-
panies in the world: conservatively estimated at around
4% to 10% of global corporate income tax revenues, or
USD 100 to USD 240 billion annually.® In this context,
Pillar Two is mainly targeted at corporate income tax.
According to the GloBE Model Rules, the definition of

tional Association (“CLIA”), p.4 (14 Dec. 2020), available at www.mayer
brown.com/-/media/files/perspectives-events/publications/2020/12/
joint-shipping-oecd-consultation-submission.pdf (accessed 22 Mar.
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55.  KPMG, Pillar Two and the prognosis for UK tonnage tax, (24 Jan.
2022), available at https://home.kpmg/uk/en/home/insights/2022/01/
tmd-pillar-2-and-the-prognosis-for-uk-tonnage-tax.html (accessed
22 Mar. 2023).

56.  OECD, Global Anti-Base Erosion Model Rules (Pillar Two), supra n. 35,
atart. 3.3.4.

57.  Id.,atart.3.3.6.

58.  OECD, Endingoffshore profit shifting(OECD), available at www.oecd.
org/about/impact/ending-offshore-profit-shifting htm (accessed
22 Mar. 2023).
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covered taxes includes taxes on corporate income.” In
other words, Pillar Two will have no effect on taxes and
charges not based on corporate income, such as VAT, per-
sonal income tax, customs duties, revenue-based taxes
such as mineral royalties, production sharing arrange-
ments and any incentives granted by governments on
these revenue streams.*

Given that corporate income tax is not the only tool in the
fiscal toolbox when it comes to either revenue or compet-
itiveness,*" jurisdictions may shift to competition in the
tield of non-covered taxes in the future. Personal income
tax and wealth tax are potential candidates. Research
has found that there is indeed scope for tax competition
in these areas: reductions in personal income tax and
wealth tax as well as special tax arrangements for foreign-
ers trigger an inflow of high-income earners and wealthy
individuals, while tax increases provoke a corresponding
outflow.® For instance, although Switzerland has become
well-known for its low corporate income tax rate, the rates
of its personal income tax and property tax are not that
low. As a result, it is suggested that Switzerland should
improve its personal income tax and property tax systems
forinvestorsand high earnersifitaims to remain tax com-
petitive in the future.®®

However, moving to non-covered taxes, competition is
not a simple process of copying and pasting relevant cor-
porate income tax incentives. The function of different
tax types and the tax structures of different jurisdictions
are highly heterogeneous. In respect of tax types, different
tax types have divergent effects on economy and invest-
ment. Put simply, personal income tax influences the cost
oflabour,**and consumption tax affects future consump-
tion and investment,* while property tax changes the flow
of investment capital.®®
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opportunity,global%20minimum%20corporate%20tax%20rate (accessed
22 Mar. 2023).
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www.europarl.europa.cu/RegData/etudes/IDAN/2022/703343/IPOL _
IDA(2022)703343_EN.pdf (accessed 22 Mar. 2023).
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However, little research has been done to comprehen-
sively analyse the role and relationship of these tax types
in tax competition. Depending on the real incidence of
the respective tax, reductions might not benefit MNEs to
the same extent as lower effective corporate income tax
rates.”” Accordingly, jurisdictions should be cautious as to
precisely which of the non-covered taxes may be the most
appropriate alternative, and whether they can achieve the
same or similar goals of attracting investment.*®

Moreover, there are significant differences between the
tax structures of jurisdictions.® While some jurisdictions
raised their tax revenues mainly from direct taxes, others
relied more heavily on indirect taxes. Consequently,
jurisdictions also need to take into account their own tax
structures while evaluating the feasibility of introducing
non-covered tax incentives.

4.5. Qualified refundable tax credits and non-tax
subsidies as ETR denominators

The GloBE ETR is determined by dividing the amount of
covered taxes (the numerator) by the amount of income
as determined under the GloBE rules (the denominator).”
The extent of the effect of the GloBE rules on tax incen-
tives depends on whether a given tax incentive reduces
the numerator or increases the denominator. Tax incen-
tives are more likely to be affected where they are treated
as reductions in the numerator.”

The GloBE rules follow financial accounting by treat-
ing Qualified Refundable Tax Credits (QRTCs) and cash
grants as income, which means that these types of incen-
tives are less likely to be affected.”” This preferential treat-
ment for QRTCs and non-tax subsidies can shape the
landscape of international tax and subsidy competition
in the future. Jurisdictions are believed to have a stron-
ger incentive to adopt QRTCs and non-tax subsidies to
attractinvestment.” For instance, the UK government has
determined that its Research and Development Expen-
diture Credit (RDEC) will be treated as an addition to
income rather than a reduction in tax in the ETR calcu-
lation, which will ensure that the RDEC will continue to
be an effective instrument for promoting R&D activities
in the United Kingdom.™

67. J. Englisch, GloBE Rules and Tax Competition, 50 Intertax 12, p. 871
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atart. 5.1.
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n. 39, at p. 36.
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J.Intl. L., p. 445 (2020), available at https://papers.ssrn.com/sol3/papers.
cfm?abstract_id=3565835 (accessed 19 July 2023).
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However, QRTCs and cash grants will raise many fiscal
and legal challenges, especially for developing countries.
First, the refundability provision may result in substantial
revenue losses. This can be particularly damaging, espe-
cially for developing countries with limited fiscal room to
manoeuvre, as the credits will have to be paid out to enti-
ties with lower tax liability.” This is also why refundable
tax credits and cash grants are more commonly found in
developed countries than in developing countries.”

Second, non-taxincentives may increase the costand com-
plexity of tax administration, given their varied nature
and the number of governmental departments involved
in the process.” The preference for non-tax subsidies over
equivalent tax subsidies could also result in distortions
and welfare losses.”

Jurisdictions should also note that there are certain legal
constraints on direct subsidies. These include the EU
State Aid rules and the World Trade Organization (WTO)
Agreement on Subsidies and Countervailing Measures.

4.6. Mixing of high-taxed and low-taxed income under
the jurisdictional blending approach

The GloBE rules adopt a jurisdictional blending approach
rather than a worldwide blending, or a separate-entity
approach in the ETR calculation. This means that MNE
operations inany given jurisdiction will be added together
to calculate the jurisdiction’s GloBE income and ETR.”
Accordingly, a GloBE tax liability will arise when the
ETR of a jurisdiction in which the MNE group operates
is below the minimum rate.®

This critical design may have an influence on the tax com-
petition strategies of jurisdictions as well as the invest-
ment decisions of MNEs. For jurisdictions, jurisdic-
tional blending means that high-tax jurisdictions may be
affected less by the GloBE rules, even if they have some
low-taxed incomes. A similar point holds true for entities.
For instance, where multiple entities operate in a juris-
diction, they will be able to blend low-taxed income with
high-taxed income to calculate the GloBE ETR, thereby
moderating the effect on highly profitable activities.* As

system/uploads/attachment_data/file/1045663/11Jan_2022_Pillar_2_
Consultation_.pdf (accessed 22 Mar. 2023).

75. See OECD, Tax Incentives and the Global Minimum Corporate Tax, supra
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Income Sub-Saharan African Countries, 51 Intertax 2, p. 6 (2023).
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tive database have refundability provisions. See OECD, Tax Incentives
and the Global Minimum Corporate Tax, supra n. 39, at p. 17. Most
recorded subsidy programmes are implemented by the largest trading
economies. Collectively, the top trading regions of China, the Euro-
pean Union and the United States account for over half of the number
of global subsidy measures. See IMF, OECD, World Bank and WTO et
al., Subsidies, Trade, and International Cooperation, available at https:/
doi.org/10.1787/a4f01ddb-en (accessed 22 Mar. 2023).

77. A.Titus, Pillar Two and African Countries: What Should Their Response
Be? The Case for a Regional One, 50 Intertax 10, p. 719 (2022).

78.  Noked, supran. 73, atp. 478.
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n. 39, at p. 30.
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a result, jurisdictions and MNEs may have an incentive
to exploit this feature to benefit from its mixing effect.

However, notall jurisdictions can equally benefit from the
jurisdictional blending approach. In practice, the size of
the territory and the economy, the industry structure and
the comparative advantage of jurisdictions vary. It would
appear to be easier for a jurisdiction with a broader terri-
tory and a more complete industrial system to utilize the
jurisdictional blending approach.

For instance, the standard corporate income tax rate in
China is 25%, which is a medium rate around the world.
Nonetheless, China has developed a relatively complete
industrial system, with 41 major categories, 207 medium
categories and 666 minor categories as stipulated by the
UN Industrial Classification.® It has also established a
number of special economic zones, which have contrib-
uted 22% of its GDP, 45% of its total national foreign direct
investment and 60% of its exports.** With these advan-
tages, China can optimize its district-specitic and sec-
tor-specific tax incentives, encouraging MNEs to set up
both high-taxed and low-taxed entities with complemen-
tary functions in different regions and sectors so as to
benefit from the jurisdictional blending approach.

However, Hong Kong, for example, is a different case.
With a rather limited industrial structure, which greatly
relies on financial services, tourism, trading and logistics,
and professional and producer services,* it may be diffi-
cult for Hong Kong to take advantage of the jurisdictional
blending approach. As a result, not all jurisdictions can
equally benefit from the jurisdictional blending approach.

4.7. Substance-based income exclusion and the
protective effect on tax incentives

Pillar Two provides for a formulaic substance-based
income exclusion (SBIE) excludingan amount of income,
i.e. 5%, of the carrying value of tangible assets and pay-
roll.* Its policy rationale is to exclude a fixed return for
substantive activities within a jurisdiction from the appli-
cation of the GloBE rules. The use of payroll and tangi-
ble assets as indicators of substantive activities is justi-
fied because these factors are generally expected to be less
mobile, and less likely to lead to tax-induced distortions.
Conceptually, excluding a fixed return from substantive
activities focuses GloBE on “excess income”, such as intan-

82.  J.Wei, China’s Industrial Policy: Evolution and Experience, South-South
Integration and the SDGs: Enhancing Structural Transformation in
Key Partner Countries of the Belt and Road Initiatives, UNCTAD/
BRI PROJECT/RPI, p. 28 (July 2020), available at https://unctad.org/
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22 Mar. 2023).
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chinas-special-economic-zone.pdf (accessed 22 Mar. 2023).
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Statistics, p. 2 (Dec. 2021), available at www.censtatd.gov.hk/en/data/
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(accessed 22 Mar. 2023).
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gible-related income, which is most susceptible to BEPS
risks.®

This highlights a design question. Under the SBIE, if
investments have high levels of substance or low levels of
profit,*” they may be more or less protected from the appli-
cation of the GloBE rules. Policymakers, therefore, need
to carefully consider whether, and to what extent, their
tax incentives encourage a high amount of substance in
the jurisdiction.® In the future, jurisdictions may con-
tinue to engage in “tax competition for real investment”.
For instance, all of the profit tax incentives formulated
by Hong Kong in 2022 included an economic substance
requirement. The government pointed out that these were
to meet the requirement of the latest international tax
standard and to realize the policy goals of increasing eco-
nomic activities and creating employment opportunities
for Hong Kong.*” The latest developments in Hong Kong
demonstrate the increasing importance of economic sub-
stance in the new tax landscape.

That said, the SBIE may not fully protect the effective-
ness of tax incentives, as it is limited in its scope. Only a
limited amount of return would be accepted by Pillar Two.
Anything above a modest return or any intangible return
would immediately be subject to recapture by the GloBE
rules (presumably because it is deemed to be abusive).”

However, value does not only derive from human
resources and tangible assets. In practice, the devel-
opment, enhancement, maintenance, protection and
exploitation (DEMPE) of intangible assets are import-
ant value creation activities and may well have economic
substance, especially in the current knowledge economy.
With a narrow understanding of value creation, the SBIE
does not provide any protection to intangible assets.
This will give rise to a ring-fencing effect. Considering
only payroll and tangible asset components and not fac-
toring in intangibles for carve-out purposes will largely
favour traditional manufacturing and extractive indus-
tries, dependent on tangible assets and a manufacturing
workforce. It will also create an odd distinction between
asset-intensive businesses and others with fewer tangible
assets (such as the financial or insurance sectors) or busi-

86.  OECD, Tax Challenges Arising from the Digitalisation of the Economy —
Commentary to the Global Anti-Base Erosion Model Rules (Pillar Two)
p. 119 (OECD 2022), Primary Sources IBFD hereinafter Commentary
to the Global Anti-Base Erosion Model Rules (Pillar Two)].
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ableat www.tlb.gov.hk/eng/legislative/transport/bills/2022/20220713d.
html (accessed 22 Mar. 2023); and HK: Inland Revenue Department,
Foreign-sourced Income Exemption, available at www.ird.gov.hk/eng/
tax/bus_fsie.htm#a08 (accessed 22 Mar. 2023) and Trade Consultation
on Enhancing Aircraft Leasing Preferential Tax Regime Launched,
available at www.ird.gov.hk/eng/ppr/archives/22112201.htm (accessed
22 Mar. 2023).
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nesses driven by intangible assets. Such a distinction is
thought to be detrimental to new-age digital economies.”

4.8. Domestic minimum tax as an efficient tool to
safeguard taxing right

The implementation of Pillar Two makes it necessary for
jurisdictions to take action to revise or repeal their inef-
fective tax incentives. However, this is not an easy task,
especially when a jurisdiction has alarge number of incen-
tives in its tax system. As Pillar Two will not affect all tax-
payers or all tax incentives in the same ways and to the
same extent,’ jurisdictions can never have absolute cer-
tainty that their ETRs will not fall below the minimum tax
rate unless the ETR calculation is performed every time.”

Fortunately, the GloBE Model Rules provide jurisdictions
with an efficient and targeted mechanism to safeguard
their taxing rights, i.e. the Qualified Domestic Minimum
Top-up Tax (QDMTT). The GloBE Model Rules define
the QDMTT as a minimum tax that is included in the
domestic law of a jurisdiction and meets the following
three requirements:

— It determines the excess profits of the constituent
entities located in the jurisdiction in a way that is
equivalent to the GloBE Model Rules.

- Itoperates to increase domestic tax liability regarding
domestic excess profits to the minimum rate for the
jurisdiction and constituent entities for a fiscal year.

- Itis implemented and administered in a way that is
consistent with the outcomes provided for under the
GloBE Model Rules and the Commentary, provided
that such jurisdiction does not provide any benefits
that are related to such rules.”

It has been widely recognized that jurisdictions should
introduce the QDMTT in the immediate term. Througha
QDMTT, the jurisdiction granting the tax incentives will
be entitled to collect top-up tax on such low-taxed profits
before other jurisdictions apply the GloBE Model Rules.
Meanwhile, introducing such provisions does not result
in any additional loss of competitiveness, as any addi-
tional top-up tax collected by the jurisdiction will other-
wise be collected by other jurisdictions in the absence of
a QDMTT.” It is anticipated that many jurisdictions will
benefit from adopting the QDMTT, especially develop-

91.  N.Trivedi, Pillar Two Substance-Based Carve-Out - “To Be, or Not to Be”,
Independent, pp. 7-8 (2021), available at https://papers.ssrn.com/sol3/
papers.cfm?abstract_id=3864705 (accessed 19 July 2023); L. Parada,
Global Minimum Taxation: A Strategic Approach for Developing Coun-
tries, U. Leeds, Sch. of L., p. 6 (2022), available at https://papers.ssrn.
com/sol3/papers.cfm?abstract_id=4280669 (accessed 19 July 2023);
and .M. Mintz, The Global Corporate Minimum Tax: A Cure or Not?,
70 Can. Tax J., p. 248 (2022), available at https://papers.ssrn.com/sol 3/
papers.cfm?abstract_id=4402208 (accessed 19 July 2023).
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n.39,atp.7.

93.  Liottietal, supran. 14, at p. 33.

94.  OECD, Global Anti-Base Erosion Model Rules (Pillar Two), supra n. 35,
at p. 64. See also OECD, Commentary to the Global Anti-Base Erosion
Model Rules (Pillar Two), supra n. 86.

95.  OECD, Tax Incentives and the Global Minimum Corporate Tax, supra
n. 39, atp.53.
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ing countries, financial centres with substantial economic
activities and developed countries with low corporate tax
rates or pockets of low-taxed profits.”®

However, while the QDMTT provides an immediate solu-
tion to safeguard their taxing rights, jurisdictions need
to think further if they wish to maintain their tax com-
petitiveness. With regard to the additional revenue raised
by the QDMTT, jurisdictions need to provide alternative
supportive measures to compensate the investors if they
want to stay competitive.”” Moreover, any non-tax bene-
tits must not be directly tied to a domestic minimum tax,
or the tax will not qualify asa QDMTT.*

The QDMTT is not a panacea. It does not spare jurisdic-
tions from reforming their ineffective tax incentives in the
longer term because the process of providing ineffective
tax incentives and then topping-up the tax themselves is
just an unnecessary waste of resources that will increase
the administrative and compliance costs of both govern-
ments and taxpayers.

Some scholars have also noted that the QDMTT could
create a new form of tax competition, where some juris-
dictions may wish to replace their traditional corporate
income tax witha QDMTT, thereby ensuringa tax burden
of 15% on excess profits. In these circumstances, the intro-
duction of Pillar Two may even increase tax competition.
However, for the great majority of non-haven countries,
such an extreme scenario is unlikely to materialize, as the
abolition of general corporation tax will generate signifi-
cant revenue implications.”

5. Towards a More Equitable and Efficient Tax
Competition Landscape?

5.1. Introductory remarks

Sections 3. and 4. anticipated the future landscape of tax
competition. However, these are only objective predic-
tions of the possible strategies that may be taken by inter-
est-divergent jurisdictions under the game mechanism.
A question worthy of further discussion is whether the
new tax competition landscape will be more equitable and
efficient. Supporters of multilateral cooperation to curtail
tax competition claimed that it would promote both dis-
tributive justice and efficiency, while critics argued that
it could be problematic on both aspects.'®® Sections 5.2. to
5.4. describe how Pillar Two may not ensure a more equi-
table and efficient tax competition landscape.
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99.  See Englisch, supra n. 67, at p. 867; Bammens & Bettens, supra n. 37, at
p- 169; and M.P. Devereux, J. Vella & H. Wardell-Burrus, Pillar 2: Rule
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cfm?abstract_id=4009002 (accessed 19 July 2023).
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5.2. Equality

Whether Pillar Two can level the playing field, and espe-
cially narrow the gap between developed and developing
countries, has been a controversial issue. The OECD and
proponents of Pillar Two argue that given the need for
tax revenues, developing countries would generally prefer
to refrain from granting tax incentives,'” and Pillar Two
could shield developing countries from pressure to offer
inefficient tax incentives.'”” These narratives, however,
were considered paternalistic, as they implicitly suggested
that developing countries were to blame for their “inef-
fective” tax incentives,'” whereas tax competition is not
always objectionable and corporate income tax incen-
tives can be beneficial if properly used."” Critics have
also pointed out that Pillar Two was largely to serve the
interests of European countries and the United States. It
would likely limit the tax policy choices of developing
countries and force them to adopt exceedingly complex
legislation.'*

In the authors™ opinion, although Pillar Two was por-
trayed as benefiting all jurisdictions involved (except for
tax havens), itappears to mainly serve the interest of high-
tax developed countries, while its net benefit for develop-
ing countries is unclear.'®

Developing countries usually lose out in tax competition,
especially in harmful competition, as they are caught in
a dilemma where they try to attract investment from
developed countries, while facing tax competition pres-
sure from tax havens and other developing countries. In
this sense, Pillar Two can alleviate some of the pressure
on developing countries to participate in the traditional
corporate income tax competition by forcing tax havens
to comply. However, this is only one aspect of the issue, as
the cost-benefit analysis is actually more complex.

In terms of revenue effects, it has been estimated that the
gains tend to be greater for high-income jurisdictions than
for lower-income ones."” Pillar Two cannot be expected

101. R.S. Avi-Yonah, International Taxation, Globalization, and the Eco-
nomic Digital Divide, 26 . Intl. Econ. L. p. 9 (2023), available at https:/
doi.org/10.1093/jiel/jgac068 (accessed 22 Mar. 2023).

102.  OECD, Public Consultation Document: Global Anti-Base Erosion Pro-
posal, 8 November 2019 - 2 December 2019 (OECD 2019), available at
www.oecd.org/tax/beps/public-consultation-document-global-anti-
base-erosion-proposal-pillar-two.pdf.pdf (accessed 22 Mar. 2023).

103.  B.J. Arnold, The Evolution of Controlled Foreign Corporation Rules and
Beyond, 73 Bull. Intl. Taxn. 12, sec. 6.3.2. (2019), Journal Articles &
Opinion Pieces IBFD (2019).

104. A. Titus, Global Minimum Corporate Tax: A Death Knell for African
Country Tax Policies?, 50 Intertax 5, p. 419 (2022) and Parada, supra
n. 91, at pp. 10-18. Chukwudumogu summarized the following benefi-
cial effects of tax competition: efficiency; inter-nation equity; national
economic growth; reduction in potential over-taxation of foreign tax-
payers; and democratic choice of taxpayer-voters. See C.G. Chukwudu-
mogu, The Regulation of Tax Competition: Rethinking ‘Harmful’ Tax
Competition in a Global Context pp. 104-121 (Edward Elgar 2021).

105. Li, supran.32,atp.6.

106. The OECD’s “benefit-to-all” narrative has been criticized as being
suspect and self-serving. See Littlewood, supra n. 22, at p. 417 and
Dagan, supran. 18, atp. 7.

107.  OECD, Tax Challenges Arising from Digitalisation — Economic Impact
Assessment p. 120-122 (OECD 2020). Baraké et al. estimated that the
largest beneficiaries of the IIR would large European countries such
as Germany and the United Kingdom and the United States, while
the least developed countries gain no or very limited revenues. See
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to provide the bulk of the additional revenue needed by
developing countries.'”®

On the other hand, by limiting the ability of develop-
ing countries to use corporate income tax incentives to
attract investment,'” Pillar Two indicates that it will be
more acceptable and beneficial for developing countries
to attract investment through those non-tax factors (such
as infrastructure quality, political and/or economic sta-
bility, human resources and legal environment). Empiri-
cal research by international organizations has noted that
taxation usually does not top the list of investment factors.
However, at the same time, tax incentives might be one of
the few (albeit second-best) instruments for low-income
jurisdictions to offset disadvantaged circumstances."

Accordingly, the problem is that Pillar Two limits the
space for developing countries™ tax policies and it has
made little effort to benefit them by providing funding
or technical assistance to improve their overall investment
climates."! As a result, the “benefit-to-all” narrative of
Pillar Two is questionable. Without any substantive devel-
opment assistance as part of the Pillar Two package, it is
unclear whether and how Pillar Two can truly reduce the
North-South wealth gap and promote distributive justice.

5.3. Efficiency

Whether the new tax competition landscape in the
post-Pillar Two era will be more efficient is also open to
question. The overall effect of Pillar Two on tax compe-
tition seems to be mixed. Although it may improve effi-
ciency to some extent by restricting traditional corporate
income tax competition, it may also introduce some new
inefficiencies."?

Section 4. described how, since Pillar Two does not elimi-
nate the conditions of tax competition, some jurisdictions
may respond strategically and continue to participate in
tax competition. As these new forms of tax competition
still have many unknowns, there is no evidence to prove
that they will be more beneficial than traditional corpo-
rate income tax competition.

In contrast, the analysis in section 4. described how
such incentives may well be problematic and distortive
inherently if not appropriately designed. This is because:

M. Baraké etal., Revenue Effects of the Global Minimum Tax Under Pillar
Two, 50 Intertax 10, p. 706 (2022). Suranjali Tandon and Chetan Rao
of the South Centre, infra also anticipates that there will be limited
or no gain to developing countries from Pillar Two. See S. Tandon &
C. Rao, Evaluating the Impact of Pillars One and Two, S. Ctr., Research
Paper 165 (4 Oct. 2022) available at www.southcentre.int/wp-content/
uploads/2022/10/RP165_Evaluating-the-Impact-of-Pillars-One-and-
Two_EN.pdf (accessed 22 Mar. 2023).

108.  See IMF, Options for Low Income Countries’ Effective and Efficient Use
of Tax Incentives for Investment (Oct. 2015), available at www.imf.org/
external/np/g20/pdf/101515.pdf (accessed 22 Mar. 2023).
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ing consensus on Pillar Two for developing countries. However, it is
unlikely to raise significant revenue for low-income countries and has
no direct contribution to improving the investment environment. See
H. Wardell-Burrus, Pillar Two and Developing Countries: The STTR and
GloBE Implementation, 51 Intertax 2, p. 118 (2023).
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(i) improperly designed SME tax incentives may give rise
toasmall-business trap; (ii) there are still many unknowns
regarding the competition in the field of non-covered
taxes, and the resulting competition in some areas (such
as personal income tax) may also be fierce; (iii) QRTCs and
cash grants will bring many fiscal and legal challenges,
especially to developing countries; (iv) the jurisdictional
blending approach is more friendly to large jurisdictions
than to small ones; (v) the SBIE may discourage intangible
investments relative to tangible investments; and (vi) by
replacing traditional corporate income tax, the QDMTT
can create a new form of tax competition.

These are only a few examples, but they reflect that Pillar
Two may cause new inefficiencies. Whether intentionally
or unintentionally, these distortions may be problematic,
as they either run counter to the objectives of Pillar Two,
or damage economic efficiency, or exacerbate inequality
between countries. In such cases, the remedy may ulti-
mately prove to be worse than the sickness.'

5.4. Some preliminary observations

In light of the deficiencies of Pillar Two in terms of equal-
ity and efficiency, this section provides some preliminary
observations on whether, and how, the Inclusive Frame-
work can better address these problems in the future.
History has shown that the efforts to counter tax compe-
tition is a stage-by-stage process. Political compromises
that produce questionable policy features are unavoidable
in practice.'* As Wardell-Burrus (2022) points out, the
deficiencies of Pillar Two may be due to the fact that it
is an “incompletely theorized agreement”. Nevertheless,
there would be further opportunities for jurisdictions to
discuss these issues under the Inclusive Framework over
time. It should not be inferred, from the fact that a com-
promise has not yet been reached, that one could not be
reached."” The authors acknowledge that many inter-
national organizations have pointed out the problems
caused by harmful tax competition,"® and, therefore, the
authors do not oppose the multilateral efforts to regulate
it. What the authors propose is that the Inclusive Frame-
work address tax competition in a more holistic, equitable
and systematic manner in the future.

With regard to equality, the global justice principle should
be followed to ensure that developing countries can obtain
afair deal on tax competition. This means that small devel-
oping countries with obvious comparative disadvantages
should receive meaningful financial or technical support
as compensation for the limitation on their ability to use
the tax tools at their disposal,'” as well as a redistributive
mechanism to reduce their comparative disadvantages in
non-tax factors."® In order to achieve this, the sustainable
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development goals can be taken into consideration in the
reform of the international tax system."” When setting the
agenda, the regulation of tax competition can belinked to
relevant subjects, such as the improvement of the invest-
ment climates of developing countries. As a useful tool of
negotiation, issue linkage can address global issues in a
more holistic way, promote the coordinated development
of rules and policies in different legal fields and create
broader benefits for all parties involved.'*

With regard to efficiency, the Inclusive Framework and
relevant international organizations (such as the OECD,
the International Monetary Fund (IMF), the World Bank,
the United Nations Conference on Trade and Develop-
ment (UNCTAD)) may issue reports or guidelines to
make developing countries aware of the problems they
may encounter when participating in new forms of tax
competition. Further multilateral agreement may also be
achieved to refine the rules within the Inclusive Frame-
work, where such agreements can be reached.””! As tax
competition and the campaign against it are a perma-
nent topic, it is possible for jurisdictions to launch a new
round of cooperative talks under the Inclusive Framework
(or any other more popular platform) at some point in
the future, bringing the international tax regime into the
“BEPS 3.0” stage.

6. Conclusions

Based on the analysis in this article, this concluding
section will summarize answers to the three-level ques-
tions. First, tax competition is a complex and dynamic
concept that takes on different forms at different stages.
Correspondingly, the multilateral efforts to regulate tax
competition involve an evolving process, with changing
emphases and methods at different stages. The OECD’s
efforts to counter tax competition can be divided into the
following three stages: (i) the pre-BEPS stage; (ii) the BEPS
1.0 stage; and (iii) the BEPS 2.0 stage. In the BEPS 2.0 stage,
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Pillar Two intends to curb corporate income tax competi-
tion in a more comprehensive way through the fiscal fail-
safe. The motivations for interest-divergent jurisdictions
to reach consensus on Pillar Two are complex, but revenue
concern may be a possible explanation.

Second, the designers of Pillar Two intentionally utilized
the fiscal fail-safe to promote adoption and compliance.
As a strategic response to Pillar Two, jurisdictions may
either implement the GloBE rules or raise their tax rates
to the global minimum to avoid the top-up tax levied by
other jurisdictions. Accordingly, it is expected that Pillar
Two will substantially influence the tax policies of juris-
dictions and reduce their motivation to engage in tradi-
tional corporate income tax competition. However, Pillar
Two does not eliminate the conditions of tax competition.
Jurisdictions may turn to other forms of tax competition
that are not or less affected by Pillar Two in the medium
and long term. For instance, jurisdictions will continue to
compete for multinational SMEs and international ship-
ping business. They may use non-covered tax incentives,
QRTCsand non-tax subsidies to attract investment. They
can also utilize the jurisdictional blending approach, the
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QDMTT and the SBIE. The authors’ analysis in thisarticle
reveals the degree and extent of effectiveness of Pillar Two
in addressing tax competition, thereby paving the way for
future research and tax reform.

Third, the authors argue that Pillar Two may not ensure
amore equitable and efficient tax competition landscape.
In terms of equality, the “benefit-to-all” narrative of Pillar
Two is questionable. Without any substantive develop-
ment assistance as part of the Pillar Two package, it is
unclear whether, and how, Pillar Two can truly reduce the
North-South wealth gap and promote distributive justice.
In terms of efficiency, the overall effect of Pillar Two on tax
competition seems to be mixed. Although it may improve
efficiency to some extent by restricting traditional cor-
porate income tax competition, it may also introduce
some new inefficiencies. These distortions can be prob-
lematic because they either run counter to the objectives
of Pillar Two, damage economic efficiency, or exacerbate
inequality between countries. In light of such a finding,
the authors suggest that the Inclusive Framework should
address tax competition in a more holistic, equitable and
systematic manner.
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