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On 1 July 2021, 130 countries and jurisdictions, constituting the vast majority of
the OECD/G20 Inclusive Framework on Base Erosion and Profit Shifting (IF),
agreed on an international tax reform package. The measures agreed include two
pillars, each of which addresses a separate concern.

e Pillar One targets the largest groups of multi-national companies (MNCs)
focussing initially on those with at least EUR20 billion of consolidated revenue
and will require them to pay tax in the locations where their customers and
users are located. It will achieve this by using a formulaic approach to allocate
a percentage of profits between each jurisdiction based on a number of
factors including the relative size of the customer / user base. In doing so it
will effectively reduce the ability of MNCs to choose where they book some of
their profits for tax purposes and accordingly where they pay certain amounts
of tax.
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e Pillar Two introduces a minimum effective tax rate of at least 15% which will
be applied on a jurisdiction-by-jurisdiction basis to MNCs with revenue of
EUR750 million or more. Pillar Two intends to require a minimum amount of
tax to be paid in respect of the profits that a group has in each jurisdiction. It
therefore aims to significantly reduce tax competition between jurisdictions
that may otherwise offer MINCs the benefit of low rates of corporation tax.

The rules for both pillars are intended to be drafted in 2022, with the majority of
those rules becoming effective in 2023. Further details on the operation of these
rules are anticipated to be released in October.

Global agreement

The agreement of 130 out of the 139 countries and jurisdictions in the IF to both
Pillar One and Pillar Two, which collectively represent 90% of the global economy,
is extremely significant. The agreement paves the way for a level of international
tax cooperation and reform that is generationally important.

It was anticipated that certain jurisdictions, in particular those with relatively low
rates of tax, that are also likely to be the most impacted, would not agree to the
measures. In total, 9 jurisdictions did not agree to the proposed measures,
including Ireland and Hungary.

The failure of these jurisdictions to agree to the measures is unlikely to impact
their effectiveness overall. This is because the measures will generally provide for
tax to be collected in either the headquarters' jurisdictions of large multi-national
groups or in the jurisdictions in which their customers and users are based. This
means that the participation of a majority of the world's economies is likely to be
sufficient to effectively implement the rules.

Timeline and method of implementation

The agreement provides for the primary measures in Pillar One and Pillar Two to
be effective in 2023. This is an ambitious timeline and is sooner than many
commentators had anticipated.

Pillar One in particular would require a new multi-lateral instrument to be drafted
and agreed before it is implemented. While the drafting of such an instrument
can be achieved relatively quickly, in practice ratifying such an instrument
domestically in each jurisdiction may take several years. For example, a significant
number of countries are yet to ratify the multi-lateral instrument that was used to
implement certain minimum standards in the OECD's previous Base Erosion and
Profits Shifting project. Accordingly, a significant political effort may be necessary
to meet the agreed upon timelines.

The primary measures of the global minimum tax in Pillar Two can be
implemented without a multi-lateral instrument as they essentially either operate
in a similar manner to controlled foreign company rules or they apply to deny
deductions for certain outbound payments, which are within the purview of a
jurisdiction's domestic law. Accordingly, while a multi-lateral instrument may be
drafted to cover these rules at a later stage time, they can initially be
implemented without one.

The treaty based rule in Pillar Two, referred to as the Subject to Tax Rule, allows a
jurisdiction to deny treaty benefits in certain circumstances and will impact the
operation of treaties. Therefore, its implementation would require a multi-lateral
instrument. As with Pillar One implementation, a significant political effort will be
required to implement the Subject to Tax Rule to meet the agreed upon
timelines.



Pillar One — Applies to the largest groups

The agreement around Pillar One provides for only groups with revenue of at
least EUR20bn to be initially in-scope. The threshold may be reduced to EUR10bn
after a 7 year period and a review. Accordingly, only the world's very largest
groups will be in the scope of this rule.

Pillar One will apply to groups that have a profit margin of at least 10% and it will
effectively redistribute 20% - 30% of the excess profit above that profit margin for
taxation in "end market jurisdictions". These are jurisdictions where goods or
services are used or consumed and essentially represent where MNCs' customers
and users are based.

While Pillar One is significant in that it will provide taxing rights to jurisdictions in
which customers and users are based, the reallocation of only 20% - 30% of
excess profits still means that the majority of the residual profit in excess of a 10%
profit margin will be unaffected.

Pillar Two - Global minimum tax rate of at least 15%

The agreement on Pillar Two provides for a global minimum tax rate of at least
15%. However, it is possible that the final rate may be higher than 15%. In
particular, US negotiators had set 15% as an absolute minimum, but have
suggested that an even higher rate would be preferable. Recently, certain
developing nations have also called for a rate that is higher than 15%.

At the beginning of 2021 the global minimum tax rate was likely to be between
10% and 12.5%. The increase to at least 15% is meaningful and is likely to apply to
significantly more groups than a 10%-12.5% rate. The higher rate will not only
make complying with the tax more expensive for groups, but it will also mean that
groups may not be able to take advantage of certain incentives. For example,
Hong Kong typically provides incentives at 8.25%, but the newly proposed global
minimum tax rate of 15% is far closer to Hong Kong's own standard headline
profits tax rate of 16.5% than the previously envisaged global minimum tax rate,
meaning the vast majority of benefit from incentives could be lost.

The potential for Pillar One and Pillar Two to impact the international tax system
and to have subsequent impacts on domestic tax systems is significant and with
implementation set for 2023 we would encourage groups to begin assessing
these impacts in the near future.
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