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Pillar Two one year on:
what have we seen and
where are we going?

Speed read

The Income Inclusion Rule (ITR) and Qualified Domestic Minimum
Top-up Tax (QDMTT) both went ‘live’ from 31 December 2023 in
the UK, Member States of the EU and beyond, and the Undertaxed
Profits Rule (UTPR) came into effect from 31 December 2024.
Taxpayers are having to deal with their implications, particularly for
a company or groups sold to third party buyers requiring a settling
of intra-group loans. This can lead to unintended consequences

for commercial businesses and transactions, and how they are
reported. Typically, potential Pillar Two exposures cannot be readily
quantified in an M&A process and with the difficulties of securing
tax insurance policies, even the use of indemnities or tax covenants
to address unquantifiable and unknown risks may not be practicable
given the risk of opening up their commercially sensitive affairs

to a third party buyer or a tax authority. Careful attention should

be given to structuring investments into a joint venture to ensure
equity thresholds are correctly balanced. MNEs in scope would be
well-advised to give thought to optimising group holding structures
to mitigate risk of double taxation.
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he Income Inclusion Rule (ITR) and Qualified

Domestic Minimum Top-up Tax (QDMTT) have been
in force since 31 December 2023 in the UK, all Member
States of the EU and beyond. The Undertaxed Profits Rule
(UTPR) came into effect from 31 December 2024 in those
same jurisdictions, with other jurisdictions introducing
an IIR, a QDMTT, or both, and in some cases an entirely
new corporate income tax regime designed to act as a
defence against the incoming UTPR.

Notably, however, the US has not implemented Pillar
Two, whether the IIR or a QDMTT (at least, not in a
form consistent with the OECD’s model GLoBE (Global
Anti-Base Erosion) rules) and it appears abundantly
clear to pundits in the global tax industry that the Trump
administration certainly has no plans to do so. Much as
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. there may be good (and hotly debated) policy reasons
. why the US’s GILTI (Global Intangible Low-Taxed

. Income) regime ought to be considered as an IIR, or

. at least an equivalent to an IIR, the consensus amongst

practitioners appears to be that GILTI is not a qualifying
IIR, nor the US’s new corporate alternate minimum tax
(CAMT) a QDMTT.

The impact on transactions

¢ Meanwhile, during 2024, taxpayers have been grappling
. with the implications of the IIR and QDMTT or, in
¢ the UK, multinational top-up tax (MTT) and domestic

top-up tax (DTT), respectively. Real-life (or rather, real-
business) implications of Pillar Two, whether intended
or unintended, on wholly commercial arrangements

are becoming increasingly identifiable in the context of
M&A.

¢ Settlement of intragroup loans
¢ Where a company (or group of companies) is to be
. sold to a third party buyer, intragroup arrangements,

including loans and intercompany balances, between a
company within the M&A target group and a company
remaining in the seller’s group typically need to be
settled, extinguished or otherwise rationalised as part of
the sale and purchase agreement. Often, a simple release
or waiver of an intragroup loan in these circumstances

is most straightforward. For UK resident companies,
- such releases or waivers of loan relationships within the
. meaning of CTA 2009 Part 5 between connected parties

are generally neutral from a corporation tax perspective,

i.e. no deduction for a creditor; no cancellation of debt

income for a debtor (CTA 2009 Part 5 Chapter 5).
However, the authors understand that the same

loan releases or waivers between a debtor connected

to the creditor may, from an accounting or financial

. reporting perspective, give rise to recognition of a
¢ credit in the debtor’s profit and loss (P&L) statement,

including for Country-by-Country Reporting (CbCR)
purposes. This accounting credit can thus cause a
mismatch between the UK debtor’s income for tax and
accounting/CbCR purposes, with the potential effect
being a suppressed effective tax rate (ETR) of the debtor
as computed for top up tax purposes. Moreover, any

¢ corresponding creditor P&L debit, that could offset the
: impact of the loan waiver for top-up tax purposes, may
. be denied under the applicable CBCR transitional safe

harbour anti-arbitrage regime introduced to counter
arrangements that have a mismatch between tax and
accounting rules.

Assume now the entire UK resident group of
companies within the scope of both MTT and DTT
is loss-making and, accordingly, no profits of the UK

. group are subject to UK corporation tax. While debts of
i a UK loss-making target exiting the seller group can be
. released on a tax neutral basis from a UK corporation

tax perspective, as outlined the outcome under the DTT
may be very different depending on the accounting
treatment of such debt release. Of course, an intragroup
loan could be settled or extinguished other than by

way of a waiver, for example by roundtripping cash or
payables and receivables through a series of distributions

¢ and contributions across a large multinational group;

. and such settlement mechanisms can in turn mitigate a
¢ 15% DTT hit on a loan release. However, the corporate
© law processes and non-tax considerations associated

¢ with giving effect to such cumbersome settlement
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mechanics, especially where it involves distributions
requiring the existence of sufficient distributable reserves
(which a loss-making company is unlikely to have), are
not typically feasible to implement on an accelerated
M&A timetable or for other deal-related reasons, such as
execution certainty.

As stated by the OECD when the agreed proposal
on the Two-Pillar Solution was announced in October
2021, the objective of Pillar Two was to ‘[put] a floor
on tax competition on corporate income tax through
the introduction of a global minimum corporate tax
at a rate of 15% that countries can use to protect their
bases ... [setting] multilaterally agreed limitations
on [tax competition]’ As can be seen from the loan
waiver scenario, which neither involves a choice of
jurisdiction nor any cross-border mischief designed
to exploit differing corporate tax regimes, it is safe to
say that Pillar Two top-up taxes are already having
unintended consequences for commercial businesses and
transactions. Another safe bet is a sharpened focus on
how transactions are reported from a financial statements
perspective, whether through P&L or equity, given the
significant impact financial reporting and accounting
principles can have on the GloBE income calculations of
multinational enterprises (MNE).

Issues for buyers
Staying with M&A, how does a buyer deal with
purchasing a target that may be pregnant with Pillar
Two exposure? Potential Pillar Two exposures cannot be
readily quantified in an M&A process, e.g. to be taken
into account in pricing, given tax, legal and financial
diligence exercises are conducted on the target group
alone and not the wider seller group. Such inability to
diligence also takes tax insurance policies out of the
picture, much the same as for secondary liabilities.
That perhaps only leaves indemnities or tax covenants
to address unquantifiable and unknown risks of Pillar
Two top-up taxes, whether IIR, UTPR or QDMTT.
The specific considerations of whether a traditional tax
covenant may suitably address risks and make M&A
counterparties ‘whole’ in respect of any Pillar Two top-up
taxes was addressed in an article published last year (see
“The Impact of Pillar Two on tax risk apportionment
for a corporate sale’ (Anne Powell), Tax Journal,
2 March 2024) - and is not further discussed here.
However, even if an actual Pillar Two cost that
materialises post-transaction can be recovered through
an indemnity given by a contractual counterparty,
the desirability of obtaining such an indemnity is
questionable in the context of Pillar Two. Giving up
control or conduct over engagement with a relevant
tax authority, as well as any proceedings or disputes, in
relation to matters indemnified by a counterparty often
comes hand in hand with a buyer securing an indemnity.
Currently, there is uncertainty around how any tax
authority enforcement actions as regards Pillar Two will
shake out, including how, but perhaps more importantly
when, any multilateral disputes between different
jurisdictions asserting Pillar Two top-up taxes may be
resolved. Therefore, conceding control and handing over
the reins on your newly acquired businesses’ Pillar Two
affairs, which will likely involve granting a significant
level of access to confidential information, seems
quite a high price to pay. Sellers too, of course, will be
reticent to give an indemnity, at risk of opening up their
commercially sensitive affairs to a third party buyer.
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. Joint ventures
i Careful attention is also being given to structuring
¢ investments into a joint venture (JV), including on the

structure of capital contributed to the JV vehicle to ensure
equity - whether shares, warrants and options over shares,
or other convertible securities — thresholds are correctly
balanced and maintained to avoid consolidation from a
financial statements, and therefore Pillar Two, perspective.
A minority investor of a JV, where the JV is consolidated
for Pillar Two purposes into its majority JV partner, could

. be negatively impacted on economics where the JV has
¢ arrangements with a subsidiary of the majority JV partner

that is resident, domiciled or otherwise established in a
low (less than 15%) ETR jurisdiction and accordingly,
subject to UTPR (see figure 1).

Similarly, revisiting and triple-checking the
independence and non-control features of orphan
structures, for example, used in securitisation or
structured finance transactions is advisable to mitigate

: unintended top-up tax exposure.

Holding company structures

Has Pillar Two now hit the nail in the coffin on choice of
jurisdiction for holding companies, or at least the use of
‘offshore’ companies? That is, if other OECD BEPS Project
Action Plans, such as the multilateral instrument
principal purpose test, anti-hybrids rules and corporate

¢ interest restrictions (to name a few), can be said to have
¢ put wholly tax driven structures in the box, has Pillar Two

dealt the final blow to any remaining tax efficiencies of
attractive holding company structures? Perhaps the use of
entities in offshore jurisdictions may be less appealing,
with the Channel Islands jurisdictions, for example,
following suit on adopting Pillar Two taxes and Bermuda
introducing a new corporate income tax regime. However,
it seems we are still far enough away from a world which

i has a common corporate tax regime, at least one that is
¢ universally accepted and uniformly enforced, that it

would be an exaggeration to say holding company
jurisdictional comparisons are an exercise of the past.

I
Figure 1: JV UTPR
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Prior to 31 December 2023, the somewhat obvious
planning step to have considered for an MNE

¢ whose ultimate parent entity (UPE) was established

Minority investor
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in a jurisdiction that was not introducing IIR on
31 December 2023 was ‘out from under’ transfers —
essentially, taking subsidiaries established in low ETR
jurisdictions out from under intermediate holding
companies established in IIR jurisdictions (see figures
2 and 3 for illustrative purposes, where the jurisdiction
of A HoldCo has adopted the GloBE rules, both IIR and
UTPR).

Of course, this ‘out from under’ planning could
only ever offer a temporary one-year benefit, while the
UTPR remained at bay. Moving into 2025, questions
are being asked as to whether to reverse out this
planning, not necessarily to reduce or extinguish the
overall top-up taxes that may be imposed on profits of
subsidiaries in low ETR jurisdictions, but to reduce the
Pillar Two compliance burdens across multiple Pillar
Two jurisdictions. Taking the structure at figure 4 as
an example, an apportionment of B OpCo’s low ETR
profits would be required and reported in jurisdictions
of A HoldCo and other P2 OpCos with multiple UTPR
charges. Contrast this with the structure of figure 2 where
top-up taxes would be reported under one jurisdiction’s
IIR (i.e. A HoldCo).

|
Figure 2: Pre-31 December 2023 structure/2025 IIR structure
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Figure 3: 2024 ‘out from under’ structure
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Figure 4: 2025 UTPR structure
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With no effective dispute resolution mechanism for
jurisdictions that have adopted the Pillar Two GloBE
rules, MNEs in scope would be well-advised to give
thought to optimising group holding structures, to
mitigate risk of double taxation arising from, for example,
inconsistent formulaic apportionment of profits subject
to UTPR between different jurisdictions. Taxpayer
readiness for engagement or potential controversy with
tax authorities will also be tested as MNEs at a minimum
can expect far-reaching information requests from likely
many inquisitive Pillar Two jurisdictions.

Now suppose that UPE is a US corporation, and B
OpCo has ETR for GLoBE purposes at a GILTT rate of
13.125 per cent. by virtue of the (temporary) treatment
of US’s GILTT as a CFC regime, and thereby allowing
the allocation of US UPE’s GILTT taxes to B OpCo (see
figure 5).

I

Figure 5: US UPE 2025+ structure
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Some express scepticism and question the appetite of
jurisdictions of A HoldCo and other P2 OpCos to assess

¢ UTPR on their allocable proportion of the remaining
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1.875% (15 minus 13.125). This results from the political
fear that the Trump administration may have an inclination,
or at least the potential, to start an unwelcome trade war

in retaliation against Pillar Two jurisdictions assessing
potentially miniscule proportions of UTPR on what the US
regards as profits or income that should be subject to tax
exclusively at the US UPE level.

What, however, happens when the sun sets on GILTTs
CFC regime treatment in 2027 and there is potentially 15%
of all B OpCo’s GLoBE income up for grabs? The right
political and policy resolution may be to treat US’s GILTT as
a qualifying ITR. After all, the Inclusive Framework implicitly
acknowledged that the IIR was modelled on GILTT in its
2020 Pillar Two Blueprint. If, however, there is no such
acknowledgement or agreement from the OECD/Inclusive
Framework that GILTT is a qualifying IIR, tax authorities of
jurisdictions that have adopted the Pillar Two GloBE rules
will have no choice but to assess and enforce UTPR against
low-ETR subsidiaries of US UPE MNEs, with Pillar Two
enacted as domestic legislation.

There are indications already that fiscal authorities are
prepared to enforce Pillar Two, including UTPR. Rumour
has it, revenue officials from certain EU jurisdictions
are of the view that any transactions implemented prior
to 31 December 2023 with a view to be within scope of
the Pillar Two transitional safe harbour rules could be
challenged under the EU’s anti-abuse regime. According to
HMRC’s Policy paper published on the date of the Labour
Party’s first Budget, 30 October 2024, the Government
expects to collect in UTPR charges £550m in 2029/30.

It is also not inconceivable, following the CJEU’s
decision on Apple (Case C-465/20 P), that any special
concessions, arrangements or rulings between competent
authorities of EU Member States and US UPE MNEs on
UTPR could be the subject of a challenge by the European
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Commission under the state aid rules. Pillar Two has,
i it seems, empowered jurisdictions (and their taxing

authorities) as well as supranational organisations with the
right to police other jurisdictions’ alignment of domestic
corporate tax regimes to internationally acceptable
standards set by the OECD.

% Ever-changing domestic legislation

While noises have also been made to align the UK’s corporate
tax regime more with international standards - as is
evident from the policy rationale given for the consultation

. on transfer pricing, diverted profits tax and permanent
. establishment reform - Pillar Two has in the UK, as well as

many other jurisdictions, been adopted as a separate top-up
tax in addition to the existing corporate income tax regime.
Taxpayers are now tasked with getting familiar with not only
ever-changing domestic legislation to protect the corporate

- tax base but a new international standard of the corporate
. tax base, the latter in turn being intrinsically linked to and
. determined by financial reporting standards. This dichotomy,

however, is not apparent in the US as GILTT forms part of the
overall US federal income tax regime, last reformed under
Trump’s Tax Cuts and Jobs Act 2017. Therein lies choices

¢ for MNEs on where is optimal to establish a business with
¢ international operations.

The co-existence of Pillar Two, GILTI and varying
domestic corporate income tax regimes across the OECD/
Inclusive Framework jurisdictions is to be debated for years
to come from multiple policy and practical perspectives. ll

ll & For related reading visit taxjournal.com

» The Impact of Pillar Two on tax risk apportionment for a corporate
sale (A Powell, 2.3.24)
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