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Unresolved challenges of public debt
continue to mount
The global tax model has moved away from the old
landscape of simple revenue generation to a new one
characterised by large industrial countries adopting
competitive tax regimes in order to attract investment.
Globalisation has helped spur the flow of capital around
the world, by creating increasingly footloose multinational
corporations. These entities have more choice in deciding
how they want to manage their assets. As the corporate
tax base has become more mobile, countries have been
offering increasingly favourable tax regimes to attract firms
to their jurisdictions. The ensuing tax competition has
driven down rates of corporate tax to historic lows.
The average corporate income tax rate for OECD countries
has dropped from 48% in the early 1980s to 22% in 2020.

The digitalisation of the global economy has also laid bare
some of the limitations of the traditional tax system.
Tax authorities around the globe have been grappling with
how to adapt revenue collection models to a world in which
it is increasingly challenging to attribute economic value of
businesses geographically.
The need for governments to maximise tax revenues has
become even more important in light of the challenges
faced by nations following the COVID-19 pandemic.
Government balance sheets are incredibly strained.
As of April 2021, central banks and governments across the
world had committed an estimated $16 trillion of stimulus
to help shield their economies from the pandemic. This is
equivalent to roughly 15% of global gross domestic product.

Framework for international tax
reform garners widespread support
In the context of weakening public finances, there has been
increasing political and media focus on the potential for
tax avoidance by large multinational companies. The latest
initiative to address rules for taxing cross-border digital
services and curbing tax base erosion comes from the
world’s largest advanced economies. In early June, G7
finance ministers agreed in principle to a multilateral
corporate tax deal. The agreement is comprised of two
“pillars”.
The first pillar relates to where profits are booked and
where tax liabilities are due. It would reallocate taxing rights
on the largest and most profitable multinational enterprises
(MNEs), including digital companies, according to where
final sales are made, rather than where profits are booked.
In-scope companies would be those with global turnover
of above 20 billion euros ($24 billion) with a profit margin
of at least 10%. Only 20% of profit above this 10% margin
would then be available for redistribution.

The second pillar aims to boost global tax returns and limit
tax rate competition between countries. It would impose
a global minimum corporate tax rate of at least 15% on a
country-by-country basis. In principle, a firm covered by
the deal paying an effective rate below 15% on profits
booked in such a jurisdiction would have to make up the
difference to the tax authority in its home country.
Since the G7 put forth the agreement in June, 132 countries
have agreed to the blueprint following talks with the OECD
in early July. On the 9th of July, G20 finance ministers
bestowed their political endorsement. Final and binding
legislation is tentatively scheduled to take effect worldwide
in 2023. However, for this to happen, nations must hammer
out the remaining details by the G20’s next meeting
this October so tax codes can be revised next year. It is
yet to be seen if these ambitious deadlines can be met,
particularly as it took years for many countries to ratify a
previous less far-reaching amendment to international tax
treaties.

G7 TAX DEAL GARNERS BROAD SUPPORT BUT IS SHROUDED IN AMBIGUITY CAPITAL ECONOMICS | COMMISSIONED BY IQEQ

2

Long way to go before deal makes it
across the line
Although the broad terms of the deal have been agreed,
many specifics have not. On the first pillar, for example,
we do not know which multinationals will be covered
(it has been suggested that only the 100 largest would be
included, and lobbying for sectoral exemptions is already
underway), or how their profits will be defined. Few of
the contentious details have been resolved, including the
precise rate, the tax base, the tax thresholds or how to
ensure compliance. There is also uncertainty surrounding
possible exemptions for emerging nations.
More fundamentally, we do not know if the deal will actually
be implemented – it must pass national legislatures,

and getting through the US Senate in particular appears
challenging. Pushback is also likely to come from some EU
member states. None of the low-tax European jurisdictions
of Estonia, Hungary and Ireland have supported the
agreement. Their main point of contention surrounds
the proposed 15% minimum tax rate, and Hungary and
Estonia have argued that the current proposal violates EU
law. These jurisdictions will need to be swayed to change
their position, as the EU requires unanimous backing from
member states on all tax decisions. Cyprus, which was not
involved in the OECD talks but is an EU member, will also
have to get on board.

G7 proposals likely to have minimal
macroeconomic ramifications
Setting aside the uncertainties about implementation,
if something like the G7 proposals came into being, they
would not be a game changer for the world economy.
Given that the proposal on sales-based taxation is largely
a redistributive measure, it would not significantly increase
the tax liabilities of MNEs. What’s more, it would be likely
to apply to a relatively small number of global firms –
the Biden administration has suggested just the world’s
100 most profitable companies. And with taxing rights only
applied to profits above a 10% margin, the plans seemingly
fail to capture large digital companies that were at the
centre of the original policy proposals, such as Amazon,
which have high revenues but historically have had no or
low profits. So while this proposal may indeed see finance
ministries across the world benefit from additional tax
revenues, the magnitude of these recouped funds would
not be enough to make a meaningful impact on their public
finances. This is especially the case when compared with
the trillions of dollars that governments around the world
have spent to keep their economies afloat during the
COVID-19 pandemic.

A range of evidence suggests that there is generally little
scope for a global minimum tax rate of 15-20% to have
macroeconomic ramifications. In principle, by reducing the
incentive for global companies to shift profits to lower tax
jurisdictions, a global minimum tax could boost corporate
tax liabilities, raising tax revenues and/or reducing
investment. But contrary to some of the recent media
commentary, the extent of profit shifting by MNEs is small
– several papers put it at less than 5% of the total profits
generated by multinationals.
In the OECD, approximately 10% of total tax revenue comes
from taxing corporate profits, on average, and most of that
comes from domestic firms rather than MNEs in highincome countries. So, even assuming half of corporate tax
revenue comes from MNEs, then a complete halt to profit
shifting would boost this 5% share of the total tax take by
about 5% – in other words, it would boost total tax revenue
by around just 0.25%, which is in line with the revenue
impact estimated by the OECD in its own economic impact
assessment.
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Large wealthy nations have most
to gain while smaller jurisdictions
may face stiffer competition
While the global effects would be trivial, there would
of course be some winners and losers.
Larger, high-income countries would benefit more in
absolute terms than smaller jurisdictions under the first
pillar, as they would in theory attract most of the new
reallocated income arising from where final sales are
made. Under the second pillar, many big and developed
nations already have higher tax rates than embodied in
the global tax proposals, and are often where MNEs are
headquartered. Therefore, their public coffers should
gain from the top-up relating to profits booked in lowertax jurisdictions. This is particularly the case for the US,
where many of the giant tech companies are based, but
also rings true for Germany and France. On the other
hand, jurisdictions where large MNEs are not typically
headquartered are unlikely to see any increase in their tax
revenue in the short term.

By contrast, jurisdictions with large numbers of double tax
agreements and favourable tax regimes for cross-border
capital flows, such as Luxembourg, the Netherlands, and
Singapore could stand to lose some tax revenue under
the first pillar as their ability to attract foreign investment
could be undermined. While these nations have so far
supported the plan, issues may arise as the details of the
final agreement are hashed out.
And smaller jurisdictions with statutory corporate tax
rates below 15%, such as Ireland, Hungary, Switzerland
and Cyprus would face stiffer competition for inward
investment as a result of the second pillar. The tax regimes
of these smaller nations are seen as an essential tool to
help them compete against more powerful economies, and
a main point of contention is over concerns that the 15%
minimum tax rate would hamper economic growth in their
domestic economies.
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