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New Research Department Policy Paper:
[bookmark: _GoBack]The Two-Pillar Reform of the International Taxation of Multinational Corporations: Challenges and Policy Recommendations

· The Two-Pillar Reform in international taxation aims to ensure fair and efficient taxation of multinational corporations by addressing the challenges posed by the digital and global economy. These challenges include the ability of companies operating in one country to register their income and pay taxes in another country with lower tax rates.
· The first pillar focuses on taxing large and highly profitable multinational corporations, creating a new taxation right for market destination countries where the economic activity generating the profits took place. The second pillar establishes a global mechanism for an effective minimum tax rate of 15 percent, addressing the phenomenon of profit shifting and base erosion.
· The reform necessitates an examination of its potential impacts on Israel’s attractiveness as a destination for foreign investments, while also creating opportunities to increase tax collection and reduce the use of tax benefits.
The current international taxation system, designed over a century ago, is struggling to cope with increased globalization and the modern economy, where much business activity occurs in a virtual space without the need for physical presence. The international tax reform, led by the OECD, aims to address these challenges. It includes two main pillars designed to close gaps in the tax system in the digital age of the global economy. These changes are intended to ensure that the tax system is fairer and more efficient, and meets the needs of the modern economy. A new policy paper written by Dr. Sagit Leviner and Yehuda Porath of the Bank of Israel Research Department reviews the reform from a macroeconomic perspective, explains its components, and discusses its possible implications on investment promotion policies.
The first pillar of the reform focuses on taxing large and highly profitable multinational corporations. It transfers the right to tax a portion of the business profits generated by these companies to market destination countries where the final consumers of the companies’ products or services are located. Most of the affected companies are currently based in developed countries, so this pillar is expected to primarily transfer tax revenues from developed to developing countries. However, its impact on the global economy, as well as on Israel’s economy, is expected to be relatively small.
The second pillar establishes a global mechanism for an effective minimum tax rate of 15 percent for multinational corporations.[footnoteRef:1] This pillar addresses the ongoing decline in corporate tax rates (“the race to the bottom”, see the figure below) and the profit shifting that has significantly eroded the tax base in recent decades. It does so by setting a limit on international tax competition. The mechanism operates by creating an additional taxation right in countries related to the company’s activities if a multinational corporation does not reach the minimum tax rate in the country where it operates. It is designed to ensure that multinational corporations pay minimum taxes regardless of where they operate. The scope of the second pillar is broader than that of the first, applying to a larger number of companies and potentially having a more significant impact on the global economy in general, and on Israel’s economy in particular. [1:  Effective taxation primarily refers to taxes actually paid and does not take into account most types of tax benefits for companies.] 


As of now, 147 countries have joined the Two-Pillar Reform in principle through the OECD’s Inclusive Framework. Of the 118 countries that have joined the Inclusive Framework and for which data is available in PwC’s databases, 58 countries have already published detailed plans for implementing the reform or adopted the second pillar arrangements in local legislation, and 12 others have announced plans related to the reform or sought public comments, including Israel. OECD and G20 countries are leading the implementation of the reform. However, there is still much work to be done to complete the implementation of the reform in all of the Inclusive Framework member countries. Given the US administration’s opposition to the reform, it is possible that the United States will slow down the reform or demand further examination. For example, a new Executive Order has declared that the international tax reform will not be implemented in the US, and has instructed the planning of countermeasures against countries that apply tax rules that discriminate against American companies.[footnoteRef:2] [2:  https://www.whitehouse.gov/presidential-actions/2025/01/the-organization-for-economic-co-operation-and-development-oecd-global-tax-deal-global-tax-deal/] 
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The reform has the potential to moderate international competition for attracting investments, thereby reducing the extent of tax incentives that Israel needs to offer to attract companies. Currently, the economic cost of these incentives is approximately 0.3 percent of GDP annually (around NIS 6 billion per year).[footnoteRef:3] Reducing these incentives would increase state revenues, which is particularly important in the current period given the long-term increase in defense expenditures. Specifically, equalizing the global minimum tax rate presents an opportunity to reassess Israel’s investment promotion regime, with the aim to focus it on companies that provide special benefits to the economy: investments that create broader value than what is reflected in the company’s profits (“positive externalities”), or those that are of high value to the economy and where the investing companies have the ability to relocate from Israel. [3:  Israel Tax Authority (2024), Report of the Israel Tax Authority for the years 2021-2022 and preliminary data for 2023, Ministry of Finance, Chief Economist’s Office, Israel.] 

Alongside the inherent benefits of the Reform, it is necessary to examine if and where it might reduce Israel’s attractiveness as a destination for foreign investments. Israel currently encourages investments primarily through a reduced corporate tax rate under the Encouragement of Capital Investments Law. Companies eligible for corporate tax benefits enjoy significantly reduced tax rates, which can be as low as 6 percent, compared to the statutory corporate tax rate in Israel of 23 percent. According to the Reform’s rules, if these companies pay an effective tax rate lower than 15 percent in Israel, other countries where these companies operate could tax them on the difference between 6 and 15 percent. Therefore, it is appropriate for Israel to impose a local effective minimum corporate tax of 15 percent, either through a supplementary local tax or by reducing existing benefits. To compensate, in cases where there is a special benefit from the activities of some companies, alternative incentives that comply with the Reform’s rules will need to be developed.
Beyond adjusting direct incentives where necessary, the potential reduction in international competition for companies through tax incentives highlights the need to improve the fundamentals of Israel’s economy by investing in human capital and infrastructure to enhance Israel’s attractiveness to investors. Recommendations for such measures, which will help maintain Israel’s attractiveness as a destination for foreign investments and support long-term economic growth, have been published as part of strategic plans submitted by the Bank of Israel to incoming governments, the latest of which was in January 2023.[footnoteRef:4] [4:  See link: https://www.boi.org.il/en/communication-and-publications/press-releases/the-bank-of-israel-s-program-to-accelerate-economic-growth-recommended-strategic-pillars-of-action-for-the-government/] 



Statutory Corporate Tax Rates, 2000-2023
(excluding countries with 0% rates)

Advanced economies	2000	2001	2002	2003	2004	2005	2006	2007	2008	2009	2010	2011	2012	2013	2014	2015	2016	2017	2018	2019	2020	2021	2022	2023	30.994879999999998	29.956259999999997	28.765019999999996	28.30968	27.137139999999999	26.113719999999997	25.913220000000003	25.167599999999997	23.547059999999998	23.273739999999997	23.106999999999999	22.571559999999998	22.41602	22.71754	22.4817	22.361400000000003	22.086559999999999	21.89406	21.487280000000002	21.285839999999997	20.968180000000004	20.781459999999996	20.486540000000005	20.565740000000005	Developing economies	2000	2001	2002	2003	2004	2005	2006	2007	2008	2009	2010	2011	2012	2013	2014	2015	2016	2017	2018	2019	2020	2021	2022	2023	32.189823529411768	32.003137254901965	31.48	31.36137254901961	31.217254901960782	30.123333333333331	29.152745098039215	28.681568627450979	28.000784313725489	27.794901960784312	27.541960784313723	27.210392156862746	27.141764705882352	26.798235294117649	26.390784313725486	26.272941176470589	26.106274509803924	26.233725490196079	26.055294117647062	25.304901960784314	24.885686274509805	24.434705882352944	23.444509803921569	23.346470588235295	Total	2000	2001	2002	2003	2004	2005	2006	2007	2008	2009	2010	2011	2012	2013	2014	2015	2016	2017	2018	2019	2020	2021	2022	2023	31.598267326732675	30.989831683168301	30.135950495049503	29.850633663366335	29.197396039603959	28.13837623762376	27.549019801980197	26.941980198019802	25.795970297029704	25.556702970297028	25.346435643564355	24.913940594059405	24.802287128712869	24.778089108910891	24.455594059405939	24.33653465346535	24.116316831683168	24.085376237623763	23.793900990099011	23.31526732673267	22.94632673267327	22.626168316831684	21.980168316831687	21.969871287128715	Israel	36	36	36	36	35	34	31	29	27	26	25	24	25	25	26.5	26.5	25	24	23	23	23	23	23	23	SOURCE: OECD Statutory Corporate Income Tax Rates Database 
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Adopted the arrangements in legislation 54 28 6 12

Published proposed legislation 4 1 0 0

Announced plans and/or asked for public comments

4

12 4 0 0

Did not publish a response program 48 5 1 (US) 6

Total 118 38 7 18

1

 Israel is defined as a country that has announced plans.  It is included in "All countries" and in "OECD countries"

2

 PwC's data relate to 118 out of ther 147 countries in the Inclusive Framework.

3

 There are no data for Russia or the African Union.

4

 Including countries that have received a 6-year extension.

SOURCE: PwC's Pillar two Country Tracker (as of January 25, 2025).
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