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Pillar 2 —QDMTT, UTPR & GIR
developments relevant to Hong Kong,
Singapore and Mainland China

On 17 July 2023, the OECD published a number of documents which
provide additional clarity regarding various aspects of Pillar 2, otherwise
known as GloBE, or the global minimum tax. While the documents are
extensive, key focus areas of these documents relate to Qualified
Domestic Minimum Top-up Tax (QDMTT), the Under Taxed Profits /
Payments Rule (UTPR), the GloBE Information Return (GIR) and the
Subject to Tax Rule (STTR).

We have selected and summarized several of the key developments for
MNE Groups with operations in Hong Kong, Singapore and Mainland
China.

QDMTTs are effectively a local version of the GloBE rules that allow
jurisdictions to collect the minimum 15% top-up tax locally, rather than
it being collected by the jurisdiction in which the ultimate parent entity
(UPE) operates. Since the introduction of the concept of QDMTTs, there
have been questions regarding the exact manner of operation of
QDMTTs and whether they are required to operate in precisely the same
manner as the GloBE rules, or whether some divergence will be
permitted. There have also been questions about which tax authority



will have the final say in order to determine how much top-up tax is due.
For example, would it be the jurisdiction operating the QDMTT? Or
could a jurisdiction with a right to apply the Income Inclusion Rule (IIR)
challenge the interpretation of the jurisdiction operating the QDMTT?
Similarly, could a jurisdiction operating the UTPR seek to make a
challenge to both jurisdictions’ interpretations of the GIoBE rules?

To resolve some of these questions, the concept of a QDMTT Safe
Harbour had been raised in December 2022 and developed throughout
2023. As expected, its introduction has now been confirmed. The
significance of the QDMTT Safe Harbour is that it effectively gives the
jurisdiction operating the QDMTT the final decision on whether an MNE
Group must pay top-up tax within that jurisdiction. In other words,
where a jurisdiction that meets the safe harbour criteria determines that
an MNE Group should pay $80 of top-up tax under a QDMTT, it should
not be open to another jurisdiction to then argue that the correct
amount of top-up tax should have been $100. This previously could have
led to uncertainty for the MNE Group and the potential for excess
taxation. Such scenarios might have arisen where a difference in opinion
occurred regarding the proper application of the GloBE rules and could
have led to a scenario where multiple claims were made by different tax
authorities on the same MNE Group.

The OECD has outlined a number of requirements that must be met in
order to be eligible for the QDMTT Safe Harbour. These include rules
relating to the usage of particular accounting standards, an explicit
requirement regarding consistency with the GloBE rules (subject to
specific deviations) and meeting an ongoing administrative standard in
respect of the rules. Meeting the requirements of the QDMTT Safe
Harbour will be monitored by a peer review process that is to be
developed and administered by the OECD.

The QDMTT Safe Harbour could have implications for MNE Groups’ Pillar
2 projects. As tax administrations operating QDMTTs will effectively have
greater authority within the Pillar 2 construct, MNE Groups may be
forced to engage with those tax authorities individually, rather than with
the tax authority of the UPE as was envisioned in the original Pillar 2
framework. Therefore, it will be important to have the necessary data
and skillsets locally to respond to these tax authorities. This could push
MNE Groups to adopt a more decentralized approach to projects or to
create satellites of Pillar 2 excellence in different geographies and time
zones.

The UTPR was originally supposed to be a backstop mechanism that
would apply where top-up tax was not collected under either a QDMTT
or lIR. However, over the past 12 months, the UTPR has attracted
increasing attention. In particular, the potential for the UTPR to collect
significant amounts of top-up tax from MINE Groups headquartered in
the US and Mainland China. This concern has been magnified by
legislation introduced by Korea that if unchanged would introduce the
UTPR 1-year earlier than most other jurisdictions, meaning it would
apply from 2024.



To ease the initial burden of the UTPR on certain jurisdictions, the OECD
has created a transitional relief mechanism. This mechanism applies to
the UPE jurisdiction and would prevent the UTPR from applying to the
UPE jurisdiction for fiscal years that begin on or before 31 December
2025 and ending before 31 December 2026. Effectively, meaning the
UTPR should not be applicable for MNE Groups with a 31 December year
end, until 1 January 2027.

The transitional relief only applies in respect of jurisdictions that have a
headline rate of tax of 20% or more. Accordingly, jurisdictions such as
the US and Mainland China should be able to utilize this transitional
relief, whereas jurisdictions such as Hong Kong and Singapore should not
be able to. Making the transitional relief subject to a 20% headline rate
of tax appears to give rise to outcomes that are not consistent with the
core design of the GloBE rules, which are focused on effective tax rates.
For example, this could lead to a scenario where a Singapore UPE has an
effective tax rate of 10%, but has its profits subjected to top-up tax
under the UTPR, whereas a US UPE could have an effective tax rate of
0% but benefit from the transitional UTPR relief.

The GIR is effectively the GIoBE tax return that will be filed in respect of
an MNE Group’s position under the GloBE rules. The GIR is extensive and
requires the submission of a large amount of information, including
information on a constituent entity by constituent entity (CE) basis. The
GIR was subject to a public consultation in early 2023, during which
many respondents argued that providing information at a CE level was
not practical. Typically, group accounting systems do not support the
provision of such granular information and to extract or create the
information manually would be time consuming. In response to these
concerns, the OECD has introduced a transitional simplified jurisdictional
reporting framework.

This simplification would apply for fiscal years beginning on or before 31
December 2028 and ending on or before 30 June 2030. Effectively,
meaning the simplification should be applicable for MNE Groups with a
31 December year end, until 31 December 2029.

The simplification would allow MNE Groups to report the majority of
information in respect of a particular jurisdiction on an aggregated basis.
For example, the various different adjustments required under Article 3
of the GloBE rules would not be required for each CE, but rather, one
aggregated adjustment could be made for all CEs within the jurisdiction.

The simplification is only available in jurisdictions where no top-up tax
arises, or where top-up tax does arise but is not required to be allocated
on a CE-by-CE basis. Whether CE-by-CE allocation will be necessary
should be considered on a case-by-case basis, but an example of when it
would occur is where some CEs in a jurisdiction are wholly owned by a
UPE and others are owned by a Partially Owned Parent Entity. There will
be many instances where MNE Groups will still have some jurisdictions
where they are required to include the full CE-by-CE information in their
filing. However, many MNE Groups will consider this a helpful
simplification, at least in respect of the filing process itself.



Despite the simplification of filing during the transitional years, MNE
Groups would still be expected to have substantially robust accounting
systems and processes in place to facilitate jurisdictional filing and if
necessary, would need to be able to trace particular items to CEs where
relevant to the accuracy of the GloBE adjustments. Tax authorities that
wish to obtain more information about the filing of a particular MNE
Group will also still be able to request information on a CE-by-CE basis
should they wish to. Given the potential for tax authorities to request CE
level information and an expectation around tracing of specific
adjustments within an accounting system, the simplification may not be
as helpful as many MNE Groups had hoped for. In the longer term there
is an expectation of CE-by-CE data provision, meaning MNE Groups will
need to invest considerable effort and capital in order to prepare for
Pillar 2.

The STTR is a component of the Pillar 2 rules that was agreed several
years ago and was intended to assist developing jurisdictions to collect
tax revenue in respect of certain cross border intra-group payments.
However, the OECD had focused recent efforts on developing the GloBE
rules, rather than the STTR, making this the first major STTR
announcement in the last couple of years. The concept of the STTR is
that it should allow a developing source jurisdiction to effectively switch
off treaty benefits in respect of intra-group payments made to
developed jurisdictions that do not tax those payments at a rate of at
least 9%.

For example, if Hong Kong had a tax treaty with a developing jurisdiction
under which the developing jurisdiction reduced its interest withholding
tax rate from 10% to 5% in respect of interest paid to Hong Kong, and a
Hong Kong lender earned interest which was not taxed in Hong Kong
pursuant to the Foreign Source Income Exemption. The STTR could apply
to effectively switch off the treaty benefits enjoyed by the Hong Kong
lender, to the extent of 9% withholding tax in total. This means that the
developing jurisdiction that was already withholding 5%, could withhold
an additional 4% as a result of the STTR.

The STTR references a 9% nominal rate. However, that can be flexed to
take into account the different rules that jurisdictions operate. For
example, if a jurisdiction had a 20% rate that only applied to 25% of a
company’s relevant income, the rate would be computed as 5%, rather
than 20%. The STTR also includes targeted anti-avoidance provisions to
prevent the imposition of intermediaries that could prevent the STTR
from applying.

The STTR is relevant for jurisdictions such as Hong Kong and Singapore
that operate quasi-territorial regimes and continue to exempt or
otherwise not tax certain types of income, such as interest income for
example. However, in practice, due to the nature of applicable treaties
that both jurisdictions have entered into, the practical impact of the
STTR may be limited.



While the OECD release may appear to be focused on certain safe
harbours and transitional matters, these are substantive and will have
significant impacts for MNE Groups. The QDMTT Safe Harbour measure
should help to create certainty, whereas the UTPR transitional relief
should provide relief for MNE Groups with Mainland China and US UPEs,
among others. The STTR has also reemerged and should be looked at
closely by MNE Groups with large operations in developing jurisdictions.

The OECD continues to develop the Pillar 2 rules at a considerable pace.
This is happening at the same time as many jurisdictions draft and begin
to implement domestic versions of the Pillar 2 rules. The new rules
published by the OECD, plus the divergence between the OECD model
rules and domestic versions of these rules is creating substantial
complexity. MNE Groups will need to continue to commit significant
resources to the tax technical aspects of Pillar 2, as well as to data,
compliance and accounting disclosure readiness.
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