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Abstract

Brazil’s worldwide taxation regime is misaligned with both international
trends and taxation theory. This article demonstrates the functional conver-
gence between Pillar Two IIR and traditional CFC rules, arguing that their
supposed compatibility reflects path dependence rather than rational tax po-
licy. We propose an expanded IIR framework designed to replace both Bra-
zil’s current worldwide taxation system and the need for parallel CFC rules.
The proposed model addresses functional gaps in standard GloBE IIR
through dual-threshold architecture, safe harbour provisions and a tiered
rate structure. This approach offers an opportunity for tax decluttering, eli-
minating institutional redundancy while maintaining robust protection

against base erosion and profit shifting.

Keywords: income inclusion rule, CFC, worldwide taxation, decluttering, Pil-

lar Two.

Resumo

O regime brasileiro de tributaciao em bases universais estd desalinhado tanto
das tendéncias internacionais quanto da teoria da tributagdo. Este artigo de-
monstra a convergéncia funcional entre a /IR do Pilar 2 e as regras CFC tra-
dicionais, sustentando que sua suposta compatibilidade reflete dependéncia
de trajetéria e ndo uma politica tributdria racional. Propomos uma estrutura
de IIR ampliada destinada a substituir tanto o atual sistema brasileiro de
TBU quanto a necessidade de regras CFC paralelas. O modelo proposto su-
pre lacunas funcionais da /IR padrio do GloBE, por meio de um sistema de
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duplo limite, regras de safe harbour e estrutura de aliquotas escalonada. Esta
abordagem oferece uma oportunidade para o decluttering tributario, elimi-
nando redundancias institucionais e mantendo prote¢ao robusta contra ero-
sdo da base tributéria e transferéncia de lucros.

Palavras-chave: regra de inclusao de renda, CFC, TBU, decluttering, Pilar 2.

Introduction

The contemporary international tax system faces a severe crisis of legitimacy
and effectiveness, struggling to address the complexities of economic globaliza-
tion and the sophisticated strategies employed by multinational enterprises —
MNESs. This crisis has prompted comprehensive reform initiatives, most notably
the OECD/G20 Base Erosion and Profit Shifting (BEPS) project and the Inclusive
Framework Two-Pillar Solution. These developments create opportunities for ju-
risdictions to reassess their international tax regimes and pursue reforms that
address both domestic policy objectives and international coordination demands.

Brazil’s position in this evolving landscape proves particularly complex. The
country maintains perhaps the world’s most comprehensive worldwide taxation
regime, subjecting all foreign profits of controlled entities to immediate domestic
taxation regardless of distribution, location or income characteristics. This ap-
proach, established through Law 12,973/2014, places Brazil in increasing isola-
tion as most jurisdictions have transitioned toward territorial systems with target-
ed anti-abuse measures. Simultaneously, Brazil has begun implementing the Pil-
lar Two framework through Law 15,079/2024, which establishes the Qualified
Domestic Minimum Top-up Tax (QDMTT) and mandates comprehensive reform
of the country’s worldwide taxation regime.

Article 40 of Law 15,079/2024 requires the Executive Branch to submit leg-
islative proposals introducing both an Income Inclusion Rule (ITR) consistent
with OECD Pillar Two guidelines and a reformed controlled foreign company
(CFC) regime. This legislative mandate creates a demand for analyzing optimal
design approaches for Brazil’s international tax system.

This article argues that Brazil’s implementation of Pillar Two presents an
opportunity to achieve tax system decluttering by replacing both the current
worldwide taxation regime and the need for separate CFC legislation with a care-
fully calibrated expanded IIR framework. Rather than perpetuating institutional
redundancy through parallel systems addressing similar policy concerns, Brazil
can adopt a unified approach that captures the anti-abuse benefits of traditional
CFC rules while operating within the internationally coordinated Pillar Two
framework.

The study operates across five analytical steps. First, we examine the funda-
mental theoretical inadequacies of current international tax principles, demon-
strating that source and residence-based taxation face structural problems that
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superior alternatives could address, yet remain constrained by path dependence.
Second, we analyze Brazil’s worldwide taxation regime from theoretical and com-
parative perspectives, establishing that unilateral comprehensive taxation creates
systematic competitive disadvantages for national MNEs. Third, we demonstrate
the functional convergence between IIR and CFC rules, arguing that their sup-
posed compatibility reflects institutional inertia rather than rational policy de-
sign. Fourth, we propose an expanded IIR framework designed to address the
functional gaps preventing standard GloBE implementation from completely re-
placing traditional CFC legislation. Finally, we examine the legal and practical
implementation requirements for the proposed reform, including constitutional
considerations and revenue compensation mechanisms.

This analysis focuses exclusively on outbound investment measures, particu-
larly the IIR framework and its relationship to CFC legislation. The Undertaxed
Profits Rule (UTPR), while representing an important component of the Pillar
Two framework, falls outside this article’s scope due to its fundamentally different
operational mechanisms and distinct legal considerations.

The proposed approach offers Brazil the opportunity to achieve interna-
tional leadership in tax decluttering while addressing domestic policy objectives
more effectively than current arrangements. By eliminating institutional redun-
dancy, reducing compliance burdens, and aligning with international best prac-
tices, the expanded IIR framework could position Brazil as a model for pragmat-
ic tax reform that captures theoretical insights within practical implementation
constraints.

1. The fundamental inadequacy of source and residence-based taxation:
theoretical alternatives and the persistence of suboptimal institutions

The international tax system, anchored in the traditional principles of
source and residence-based taxation, faces a severe crisis of legitimacy and effec-
tiveness in the twenty-first century. What began as a pragmatic solution to early
twentieth-century revenue collection needs has evolved into a complex web of
rules that systematically fails to address the fundamental challenges posed by
economic globalization, technological advancement and the rise of multinational
enterprises — MNEs. This section argues that the current income tax framework
is structurally inadequate for modern economic realities and that, while superior
theoretical alternatives exist, their implementation faces significant institutional
constraints, rooted in path dependence.

The critique presented here operates on three analytical levels. First, we
examine the fundamental conceptual flaws embedded in source and resi-
dence-based taxation, demonstrating that these principles rest on arbitrary his-
torical choices rather than sound economic foundations. Second, we explore the
theoretical alternatives that have emerged from decades of scholarly research,
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particularly consumption-based taxation and destination-based corporate in-
come taxation, which offer demonstrable economic and administrative advantag-
es. Finally, we confront the sobering reality that, despite their theoretical superi-
ority, these alternatives face implementation barriers that appear insurmountable
given the path-dependent nature of institutional development.

1.1. The arbitrary foundations and systemic failures of income taxation

The modern income tax system emerged not from careful economic design
but from historical accident and administrative convenience. As John Cochrane
observes, the income tax became dominant around 1913 primarily because “in-
come was easier to measure than sales, value added, consumption, or other eco-
nomically better concepts™.

This arbitrary foundation has generated what Cochrane terms a “century of
cat and mouse” between taxpayers and tax authorities®. Each new avoidance strat-
egy prompts regulatory responses, which in turn spawn more sophisticated avoid-
ance techniques, creating an endless cycle of increasing complexity without cor-
responding improvements in economic efficiency. Rather than addressing the
underlying structural problems, policymakers have consistently chosen to add
layers of complexity, resulting in a system that imposes enormous compliance
costs, while failing to achieve its objectives of efficiency and equity.

The theoretical foundations of residence or source-based taxation face even
more fundamental challenges. As Devereux and de la Feria demonstrate, the
traditional economic concepts of residence and source have become inadequate
foundations for allocating corporate tax rights in the context of multinational
enterprises’. The residence principle for corporations is inherently susceptible to
profit shifting. Concerning the source principle, the core problem lies in the im-
possibility of meaningfully defining where profit is “generated” in an intercon-
nected global economy. Modern MNEs create value through complex networks
spanning multiple jurisdictions, making any attempt to allocate profits to specif-
ic sources inherently arbitrary. Devereux and de la Feria emphasize that multina-
tional profits typically emerge from multiple geographic locations simultaneous-
ly, as companies strategically leverage diverse local conditions to optimize their

! COCHRANE, John H. It’s time the US abolished the income tax. Chicago Booth Review, 12 fev.
2024. Available at: https://www.chicagobooth.edu/review/its-time-us-abolished-income-tax. Ac-
cessed: 21 jul. 2025.

2 COCHRANE, John H. It’s time the US abolished the income tax. Chicago Booth Review, 12 fev.
2024. Available at: https:/www.chicagobooth.edu/review/its-time-us-abolished-income-tax. Ac-
cessed: 21 jul. 2025.

* DEVEREUX, Michael; DE LA FERIA, Rita. Designing and implementing a destination-based
corporate tax. Oxford University Centre for Business Taxation Working Paper n. 14/07, May 2014,
p- 8.
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global returns®. This fundamental reality undermines the conceptual coherence
of traditional source-based approaches, rendering the classical economic notion
of source largely obsolete for contemporary tax policy purposes.

In this context, sophisticated profit-shifting strategies are becoming more
successful in the modern digital economy. Transfer pricing manipulation, debt
shifting, and intellectual property migration represent rational responses to a
system that lacks theoretical coherence. The OECD’s BEPS initiative, while ac-
knowledging these problems, fundamentally misdiagnoses them as implementa-
tion failures rather than structural design flaws.

The vulnerabilities of source and residence-based systems extend far beyond
profit shifting. As demonstrated by Auerbach et al., current systems create sys-
tematic distortions across multiple dimensions of business decision-making®.
These distortions impose deadweight losses that compound over time, reducing
global economic welfare. The irony is that while governments compete fiercely to
attract mobile capital through tax concessions, the overall effect is to reduce the
global tax base available to all jurisdictions. The race to the bottom in corporate
tax rates represents a classic collective action problem, where individual rational
behavior produces collectively suboptimal outcomes.

1.2. Superior theoretical alternatives: consumption and destination-based
taxation

The superior alternative to income taxation has been well-established in
economic theory for decades. Consumption taxation avoids the fundamental
problems that plague income taxation by focusing on what economists regard as
the most appropriate tax base. This approach eliminates the bias against saving
and investment that characterizes income taxation, while preserving compatibili-
ty with progressive distribution objectives through targeted transfer mechanisms
and refundable tax credits for lower-income households®.

The theoretical advantages of consumption taxation are sound. It eliminates
the double taxation of capital income that occurs under income tax systems,
thereby removing artificial distortions in intertemporal choice. It renders irrele-
vant the complex distinctions between debt and equity financing that create op-
portunities for manipulation under current systems. Most importantly, consump-

* DEVEREUX, Michael; DE LA FERIA, Rita. Designing and implementing a destination-based
corporate tax. Oxford University Centre for Business Taxation Working Paper n. 14/07, May 2014, p. 7.

> AUERBACH, Alan et al. Destination-based cash flow taxation. Oxford University Centre for Business

Taxation Working Paper n. 17/01, jan. 2017.

MELLO, Helio de. Entre a Regra de Ramsey e a seletividade: uma defesa da aliquota tinica na

tributagao do consumo. Revista Tributdria e de Finangas Piiblicas n. 159. Sao Paulo, 2023, p. 59-86,

p- 69-71; 75-79.
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tion taxation naturally implements destination-based principles that eliminate
the profit-shifting opportunities that afflict residence and source-based systems.
Under a comprehensive consumption tax regime, the location of production and
the tax residence of the producing company become irrelevant for tax purposes,
as all goods and services are taxed where they are consumed, or in the place of
residence of the consumer. This renders meaningless the common practice of
establishing corporate tax residence in low-tax jurisdictions for purely tax-driven
reasons.

Recognition of consumption taxation’s theoretical superiority has led to the
development of practical implementation frameworks, most notably the Destina-
tion-Based Cash Flow Tax (DBCFT) proposed by Auerbach, Devereux and col-
leagues. The DBCFT combines the economic benefits of consumption taxation
with the administrative familiarity of corporate income taxation. As these authors
demonstrate, the DBCFT displays exceptional economic efficiency properties by
eliminating distortions in investment decisions, both regarding scale and geo-
graphic allocation, as well as corporate financing choices’”. The proposed system
eliminates the profit-shifting opportunities that characterize current regimes,
making transfer pricing manipulation irrelevant: since exports are untaxed and
imports are taxed, the declared prices of inter-company transactions have no ef-
fect on overall tax liability.

An alternative approach to achieving destination-based taxation involves
implementing a destination-based corporate income tax (DBCIT), as proposed
by Devereux and de la Feria. This approach is intended to transform corporate
taxation by applying the destination principle directly to corporate income. The
DBCIT uses a tax base similar to VAT but with the crucial difference that labor
costs are deductible, making it effectively a tax on economic rent. The system
determines destination primarily through customer location as a legal proxy, en-
suring that corporate profits are taxed where sales occur rather than where pro-
duction takes place. A key innovation is the proposed One-Stop-Shop (OSS)
mechanism, where the country of production collects tax at the destination coun-
try’s rate and transfers the revenue accordingly, similar to European Union VAT
administrative procedures. This approach eliminates transfer pricing manipula-
tion since intra-group transactions net out for tax purposes, while maintaining
familiar administrative structures adapted from European VAT experience. The
DBCIT thus offers a practical framework for destination-based business taxation
that preserves the economic benefits of consumption taxation while operating
within existing corporate tax institutional frameworks®.

7 AUERBACH, Alan et al. Destination-based cash flow taxation. Oxford University Centre for Business
Taxation Working Paper n. 17/01, jan. 2017, p. 21.
8 DEVEREUX, Michael; DE LA FERIA, Rita. Designing and implementing a destination-based
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1.3. Path dependence and the persistence of suboptimal institutions

Despite the compelling theoretical case for fundamental tax reform, the
prospects for implementation remain remote due to what Douglass North termed
path dependence: the tendency for institutional arrangements to persist even when
superior alternatives are available®. North’s analysis reveals that institutional
frameworks create the underlying incentive systems that guide economic behav-
ior, with their evolutionary path determining whether economies advance, stag-
nate, or decline'.

Path dependence operates through multiple mechanisms that lock societies
into existing institutional arrangements. Transaction costs make radical changes
expensive and risky. Existing stakeholders develop vested interests in maintain-
ing current systems. Cultural factors and collective learning create cognitive frame-
works that make alternatives difficult to perceive or evaluate.

In the taxation context, path dependence manifests through the enormous
infrastructure built around current systems. Tax professionals, government agen-
cies, accounting firms, and MNEs have invested heavily in expertise specific to
existing rules. Legal systems have evolved to support source and residence-based
principles. International treaties embody these principles in binding commit-
ments that are costly to modify.

The path dependence problem becomes particularly acute in international
taxation due to coordination requirements. As Becker and Englisch observe in
their analysis of destination-based tax proposals, concerning the EU, “in a Com-
munity of still 27 Member States, such a fundamental and ambitious reform of
corporate taxation would probably fail to overcome the unanimity hurdles built
into the founding treaties of the EU™".

The coordination problem extends beyond formal voting requirements to
encompass deeper issues of national sovereignty and tax competition. Countries
fear that unilateral moves toward superior tax systems will disadvantage them
relative to nations that maintain existing approaches. This creates a classic pris-
oner’s dilemma where the collectively optimal outcome remains unattainable de-
spite its obvious benefits. Under these circumstances, international organizations
like the OECD, while acknowledging the problems with current systems, remain
committed to incremental reforms that preserve existing institutional structures.

corporate tax. Oxford University Centre for Business Taxation Working Paper n. 14/07, May 2014, p.
9-22.
NORTH, Douglass C. Institutions, institutional change and economic performance. Cambridge: Cam-
bridge University Press, 1990.
1" NORTH, Douglass C. Prize Lecture. NobelPrize.org, 1993. Available at: https://www.nobelprize.
org/prizes/economic-sciences/1993/north/lecture/. Accessed: 21 jul. 2025.
"' BECKER, Johannes; ENGLISCH, Joachim. A European perspective on the US plans for a desti-
nation based cash flow tax. Social Science Research Network, 2017, p. 33.
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The BEPS project exemplifies this approach: attempting to address profit shift-
ing through additional rules and reporting requirements rather than confront-
ing the fundamental design flaws that make such behaviors rational.

The political economy of tax reform further reinforces path dependence.
Existing systems, however flawed, create well-defined sets of winners and losers
with predictable political preferences. Proposed reforms, even when clearly supe-
rior in aggregate terms, create uncertainty about distributional consequences
that mobilize opposition from potentially affected groups. The complexity of
modern tax systems also creates information asymmetries that favor status quo
preservation. Tax professionals possess specialized knowledge that gives them
disproportionate influence in policy debates, yet their economic interests often
align with maintaining complexity rather than pursuing simplification. Political
leaders, facing multiple competing priorities and short-term electoral pressures,
naturally gravitate toward incremental changes that minimize political risk.

Furthermore, the international nature of modern tax policy creates addi-
tional veto points that make comprehensive reform nearly impossible. Any coun-
try considering fundamental reform must anticipate responses from trading
partners, potential treaty violations and complex transition problems that may
not have clear solutions.

The analysis presented here reveals a profound paradox at the heart of con-
temporary international taxation. While economic theory clearly identifies supe-
rior alternatives to current source and residence-based systems, and while practi-
cal implementation frameworks have been developed by leading scholars, the
prospects for meaningful reform remain virtually nil. The combination of path
dependence, coordination problems, and political economy constraints appears
to lock the international community into institutional arrangements that are
deeply flawed. This situation represents a particularly clear example of what
North identified as the general tendency for societies to persist with inefficient
institutions'?.

The theoretical work examining destination-based corporate taxation and
related reforms, while offering valuable tax policy insights, serves primarily as a
demonstration of the considerable challenges in bridging the gap between opti-
mal design and practical implementation, rather than as a straightforward tax
policy roadmap. While scholars can identify clearly superior institutional ar-
rangements, the path-dependent nature of institutional evolution ensures that
societies often remain trapped in suboptimal equilibria despite full knowledge of
better alternatives.

2 NORTH, Douglass C. Institutions, institutional change and economic performance. Cambridge:
Cambridge University Press, 1990.

MELLO, Helio de. From Worldwide Taxation to Expanded IIR: toward Tax Decluttering
in Brazilian International Taxation.
Revista Direito Tributdrio Internacional Atual v. 15. ano 7. p. 62-92. Sdo Paulo: IBDT, 2° semestre 2025.



70 REVISTA DIREITO TRIBUTARIO INTERNACIONAL ATUAL v. 15

This reality has profound implications for the remainder of this analysis,
particularly from the perspective of prescribing tax policy for Brazil. If funda-
mental reform of international tax principles appears unattainable at the global
level, attention must turn to more modest reforms that work within existing insti-
tutional constraints while attempting to minimize the most egregious inefficien-
cies of current arrangements from a national perspective. Rather than pursuing
theoretically superior but practically unachievable comprehensive reforms, Brazil
must identify pragmatic policy adjustments that can meaningfully improve its
international tax system within the current global institutional framework. The
following sections explore whether such pragmatic improvements are possible
within the Brazilian context, specifically through modification of controlled for-
eign company rules in conjunction with implementation of OECD Pillar Two
measures.

2. Brazil’s worldwide taxation in international context: theoretical
considerations and the case for territorial transition

Brazil’s comprehensive worldwide taxation regime represents a fundamen-
tal misalignment with both international trends and economic theory regarding
optimal tax system design. While worldwide taxation may possess theoretical jus-
tification under specific conditions of global harmonization, its unilateral imple-
mentation creates systematic competitive disadvantages that economic analysis
clearly identifies as suboptimal from a national perspective. This section demon-
strates that Brazil’s isolated adoption of worldwide taxation principles contradicts
both empirical evidence of international best practices and theoretical prescrip-
tions for optimal tax policy, compromising the international competitiveness of
Brazilian companies.

2.1. Brazil’s worldwide taxation regime in comparative perspective

Brazil’s outbound tax system, as established by Law No. 12,973/2014, oper-
ates a comprehensive worldwide taxation regime that applies to all profits earned
by controlled and affiliated entities abroad, regardless of their actual distribu-
tion, the location of the controlled entity, or the passive or active nature of the
income. Under this system, profits from controlled entities abroad are deemed
available to the Brazilian parent company when such profits are recognized in the
foreign entity’s financial statements. These profits are included in the domestic
tax base at ordinary IRPJ and CSL rates (typically reaching a combined 34% rate).
This approach fundamentally differs from typical controlled foreign company
(CFC) rules implemented by most jurisdictions, which focus on specific anti-abuse
purposes targeting passive income or low-tax arrangements rather than compre-
hensive income inclusion.
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The historical evolution of the Brazilian regime reveals four distinct phases
since 1995, each demonstrating the permanent tension between Supreme Court
decisions and revenue collection objectives”. While most developed economies
implemented comprehensive worldwide taxation during the 1960s through early
1980s, Brazil’s belated adoption in 1995 proves particularly anachronistic. By that
time, the international community had already begun its systematic movement
away from such approaches'. Brazil’s persistence with universal taxation becomes
particularly problematic because the country consolidated this framework when
most major economies, recognizing its competitive disadvantages, transitioned
toward territorial regimes.

As Schoueri and Galdino observe, the characterization of the Brazilian re-
gime as CFC legislation depends entirely on the definition adopted for such rules.
If CFC rules are conceptualized as specific anti-avoidance rules (SAAR) aimed at
tax avoidance situations involving low-tax jurisdictions, then Brazil clearly does
not possess such rules'. Instead, it operates a full inclusion model that indiscrim-
inately taxes foreign earnings across all business activities and jurisdictions, un-
like the targeted approach that characterizes traditional CFC legislation, adopted
by countries following territorial taxation principles'®.

The magnitude of Brazil’s international isolation becomes evident when ex-
amining global trends. As documented by recent studies, of the 37 OECD mem-
ber countries, 34 currently offer some exemption or deduction for foreign-source
dividend income'. A notable example of this movement is the United States’
adoption of a partial territorial system through the Tax Cuts and Jobs Act of 2017,
where American corporations became entitled to full deduction of foreign-source
dividends'®. This overwhelming trend toward territorial taxation principles re-
flects practical responses to economic globalization and intensified international
tax competition.

' SCHOUERI, Luis Eduardo; GALDINO, Guilherme. Controlled Foreign Company legislation in
Brazil. In: KOFLER, G. et al. (ed.). Controlled Foreign Company Legislation. IBFD, 2020, p. 1-3.
SANTOS, Ramon Tomazela. Territorial tax systems: motivations and key considerations for ef-
fective change. Tax Notes International v. 89, n. 10, March 5, 2018, p. 925-926.

> SCHOUERI, Luis Eduardo; GALDINO, Guilherme. Controlled Foreign Company legislation in
Brazil. In: KOFLER, G. et al. (ed.). Controlled Foreign Company Legislation. IBFD, 2020, p. 1.
SANTOS, Ramon Tomazela. A Agao 3 do Projeto BEPS e o regime brasileiro de tributacao em
bases universais na Lei n. 12.973/2014. Revista Forum de Direito Tributdrio v. 15, n. 88, jul./ago.
2017, p. 101.

7 TAX FOUNDATION. Anti-base erosion provisions and territorial tax systems in OECD Coun-
tries. February 2024. Disponivel em: https:/taxfoundation.org/research/all/federal/anti-base-ero-
sion-territorial-tax-systems/. Acesso em: 29 jul. 2025.

SANTOS, Ramon Tomazela. Territorial tax systems: motivations and key considerations for ef-
fective change. Tax Notes International v. 89, n. 10, March 5, 2018, p. 926.
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International best practices focus CFC rules on income that enables base
erosion and artificial profit shifting, while the Brazilian regime primarily aims at
increasing tax collection, dispensing with analysis of abusive planning or artifi-
cial structures. The modifications introduced by Law No. 12,973/2014 did not
bring the Brazilian system closer to international CFC rules but merely deter-
mined access to special taxation regimes without altering the fundamental prin-
ciple of worldwide taxation'.

2.2. Theoretical considerations: global versus national perspectives on optimal
taxation

Economic analysis of international taxation establishes a fundamental dis-
tinction between global and national perspectives in evaluating optimal tax sys-
tems, with profound implications for policy design. This distinction demonstrates
that conditions for optimality vary significantly according to the objective pur-
sued by the tax system?’.

From the perspective of global optimality, the concepts of fiscal neutrality,
Capital Export Neutrality (CEN), Capital Import Neutrality (CIN) and Capital
Ownership Neutrality (CON), provide theoretical frameworks for evaluating dif-
ferent tax regimes. CEN, which favors worldwide taxation, maintains that inves-
tors should face identical effective tax rates regardless of investment location,
preserving competitive neutrality between different investors in the same juris-
diction. CIN, supporting territorial taxation, implies that all investments within
the same jurisdiction should face identical effective tax rates, preserving compet-
itive neutrality between different investments in the same jurisdiction. CON, a
more recent concept, focuses on the neutrality of corporate ownership decisions?'.

Devereux’s analysis reveals that the choice between these approaches de-
pends critically on the perspective adopted. From a global perspective, both ter-
ritoriality and universality can theoretically achieve efficiency, provided they are
uniformly adopted by all jurisdictions?*. Complete harmonization would elimi-
nate competitive distortions and allow neutrality principles to operate effectively.
In such scenarios, worldwide taxation could achieve CEN while territorial systems

19

SANTOS, Ramon Tomazela. A A¢ao 3 do Projeto BEPS e o regime brasileiro de tributagio em
bases universais na Lei n. 12.973/2014. Revista Forum de Direito Tributdrio v. 15, n. 88, jul./ago.
2017, p. 108.

DEVEREUX, Michael P. Taxation of outbound direct investment: economic principles and tax
policy considerations. Oxford Review of Economic Policy v. 24, n. 4, 2008, p. 678-719.

GALENDI, Ricardo André. Fundamentos da tributagio de lucros no exterior entre competitivi-
dade e harmonizagao. Revista Direito Tributdrio Atual v. 33. Sao Paulo: IBDT, 2015, p. 390-395.

# DEVEREUX, Michael P. Taxation of outbound direct investment: economic principles and tax
policy considerations. Oxford Review of Economic Policy v. 24, n. 4, 2008, p. 702-708.
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could achieve CIN, with both potentially supporting CON under appropriate
conditions.

The crucial insight from Devereux’s analysis, though, concerns the national
perspective on optimal tax policy. Assuming both domestic and outbound invest-
ment are financed marginally by inbound portfolio investment, and that the
country lacks market power, there exists no convincing argument for taxing re-
turns from outbound direct investment®. In this scenario, taxation of foreign
profits merely raises the pre-tax rate of return required by companies, potential-
ly placing them at competitive disadvantages in foreign markets.

2.3. National policy implications: competitive disadvantages and reform
imperatives

The theoretical framework developed above demonstrates why Brazil’s iso-
lated adoption of worldwide taxation creates particularly severe problems. Santos
observes that the main objection to comprehensive taxation systems focuses on
harmful consequences for domestic company competitiveness abroad, but this
problem arises specifically because of unilateral adoption by individual coun-
tries?’. When Brazilian companies compete with multinationals from countries
adopting territorial regimes for investments in low-tax jurisdictions, even legiti-
mate investments with substantial economic substance, they face competitive dis-
advantages that may render economically efficient projects unviable.

From the national perspective, as Devereux demonstrates, adopting territo-
riality proves optimal regardless of policies adopted by other countries®. The
consistent movement away from worldwide taxation systems toward territorial re-
gimes combined with limited CFC rules reflects not merely political consider-
ations but recognition that unilateral maintenance of universal systems imposes
disproportionate competitive costs on domestic companies. The development of
the OECD BEPS Project, particularly Action 3 on effective CFC rules, offers
frameworks that reconcile anti-abuse objectives with preservation of business
competitiveness?.

Economic theory converges toward the conclusion that Brazil should aban-
don its worldwide taxation system and adopt territorial regimes accompanied by
adequate instruments for preventing base erosion. Increasing global adoption of

DEVEREUX, Michael P. Taxation of outbound direct investment: economic principles and tax

policy considerations. Oxford Review of Economic Policy v. 24, n. 4, 2008, p. 708-711.

SANTOS, Ramon Tomazela. Territorial tax systems: motivations and key considerations for ef-

fective change. Tax Notes International v. 89, n. 10, March 5, 2018, p. 928.

% DEVEREUX, Michael P. Taxation of outbound direct investment: economic principles and tax
policy considerations. Oxford Review of Economic Policy v. 24, n. 4, 2008, p. 711.

% OECD. Designing effective Controlled Foreign Company Rules, Action 3 — 2015 Final Report,

OECD/G20 Base Erosion and Profit Shifting Project. Paris: OECD Publishing, 2015.

24

MELLO, Helio de. From Worldwide Taxation to Expanded IIR: toward Tax Decluttering
in Brazilian International Taxation.
Revista Direito Tributdrio Internacional Atual v. 15. ano 7. p. 62-92. Sdo Paulo: IBDT, 2° semestre 2025.



74 REVISTA DIREITO TRIBUTARIO INTERNACIONAL ATUAL v. 15

Pillar Two, with its Income Inclusion Rule (IIR), presents an opportunity for Bra-
zil to reevaluate its international taxation regime, since the IIR possesses charac-
teristics functionally similar to CFC rules.

This convergence suggests possibilities for replacing the current Brazilian
regime with systems more aligned with international practices while achieving
comprehensive base protection. Rather than maintaining isolated worldwide tax-
ation that theory shows to be suboptimal from a national perspective, Brazil can
transition to territorial principles with instruments for preventing base erosion
that address legitimate policy concerns without imposing systematic competitive
disadvantages on domestic enterprises.

The functional similarity between IIR and traditional CFC rules, which will
be explored in detail in the following section, suggests that Brazil can achieve
genuine institutional decluttering by implementing expanded IIR frameworks
that eliminate need for parallel CFC legislation while maintaining robust protec-
tion against base erosion and profit shifting.

3. The functional convergence of IIR and CFC legislation: towards tax
decluttering

The implementation of the OECD Pillar Tivo framework has generated in-
tense academic debate regarding its relationship with existing CFC rules. While
some observers emphasize the alleged differences between the GloBE IIR and
traditional CFC legislation, this analysis demonstrates that the fundamental sim-
ilarities between these regimes far outweigh their superficial distinctions. More
importantly, the coexistence of both systems represents an institutional redun-
dancy that contradicts basic principles of tax system design and administrative
efficiency. This section argues that the supposed compatibility between IIR and
CFC rules, as promoted by the OECD, reflects path dependence rather than ra-
tional policy design, and that Brazil’s singular position, potentially implementing
the IIR without parallel CFC rules to be preserved, offers an opportunity to
achieve the institutional decluttering that international tax system urgently re-
quires.

3.1. Beyond OECD rhetoric: the substantive convergence between IIR and CFC
rules

Johanna Hey provides a penetrating critique of the alleged distinctions be-
tween the GloBE IIR and traditional CFC regimes. Despite OECD claims that the
IIR and CFC rules serve different purposes, the author observes that the Pillar
Two Blueprint fails to specify in which way their objectives diverge. Hey’s insight
reveals that the integration of substance-based carve-outs into the GloBE frame-
work has fundamentally transformed its character, creating what she characteriz-
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es as “nothing else than an advanced CFC rule”?. This convergence represents a

decisive departure from the original conception of a universal minimum tax to-
ward a mechanism that operates according to principles familiar from decades of
CFC rule development.

The core similarity lies in the basic operational mechanism: both systems
require parent entities to include in their tax base income earned by controlled
entities abroad when that income has been subject to insufficient taxation. In-
deed, the Pillar Two Blueprint explicitly acknowledges this convergence, stating
that “the operation of the IIR is, in some respects, based on traditional CFC rule
principles and triggers an inclusion at the level of the shareholder where the in-
come of a controlled foreign entity is taxed at below the effective minimum tax
rate”?®. This admission represents the OECD’s implicit recognition that GloBE
IIR, in essence, has evolved into a sophisticated variant of existing CFC rules.

The substance-based carve-outs prove particularly crucial to this conver-
gence. By excluding routine returns based on formulaic assumptions related to
tangible assets and payroll, the IIR effectively targets only excess returns, adopt-
ing an approach somewhat analogous to that employed by CFC regimes that dis-
tinguish between active and passive income. This evolution represents what Hey
terms the “farewell to the original idea of a worldwide minimum tax”?’. Rather
than implementing comprehensive taxation of all foreign income below a speci-
fied threshold, which would approximate the regime to worldwide taxation, the
GloBE system now focuses specifically on income that exhibits characteristics as-
sociated with base erosion and profit shifting.

The argument advanced by Brian Arnold regarding the theoretical founda-
tions of international taxation provides additional support for this convergence
analysis. Arnold’s critique of the “single tax principle” demonstrates that this con-
cept, frequently invoked to justify the GloBE framework, lacks historical founda-
tion and represents unjustified revisionism rather than authentic interpretation
of international tax principles. As Arnold observes, the “single tax principle” re-
ceived virtually no attention until the OECD/G20 BEPS Project, with the primary
historical emphasis being on eliminating double taxation rather than preventing
double non-taxation®. This analysis reveals that the supposed theoretical distinc-
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tion between GloBE rules (allegedly based on the single tax principle) and CFC
rules (allegedly based on residence-based taxation) lacks meaningful foundation.

Furthermore, Arnold’s analysis exposes the conceptual confusion underly-
ing claims that the IIR operates according to different principles than traditional
CFC legislation. Both systems effectively implement residence-based taxation
with the objective of preventing base erosion and profit shifting. The GloBE sys-
tem’s use of formulaic substance carve-outs does not alter this fundamental char-
acter. It merely represents a broader mechanism for distinguishing between legit-
imate business activities and arrangements primarily motivated by tax consider-
ations. Indeed, as Hey points out, “action 3 already mentioned an excess profits
approach as a possible, though not yet used at that time, way of defining attribut-
able CFC income™.

The technical operation of both systems further reinforces their functional
convergence. Traditional CFC rules typically calculate inclusion amounts by ap-
plying domestic tax accounting rules to determine the controlled entity’s income,
then testing whether the effective foreign tax rate falls below a specified thresh-
old. The IIR follows precisely the same logic, albeit with standardized accounting
adjustments and a uniform 15% threshold. As Hey notes, this standardization
could represent significant simplification compared to the complex recalcula-
tions required under many existing CFC regimes™.

In essence, both IIR and CFC rules seek to prevent the erosion of the domes-
tic tax base through artificial profit shifting to low-tax jurisdictions. Both systems
are embodied in residence-based taxation while accommodating legitimate inter-
national business activities. Rather than constituting a revolutionary departure
from existing principles, the IIR represents an evolutionary refinement of CFC
rules.

3.2. The redundancy of parallel regimes and the imperative for decluttering

The recognition of functional convergence between IIR and CFC rules im-
mediately raises a question: do jurisdictions actually need both a GloBE IIR and
the traditional CFC frameworks recommended in the 2015 OECD BEPS Action 3
report?

One of the most significant failures in contemporary international tax poli-
cy design is the creation of redundant institutional architecture that imposes
enormous compliance costs without corresponding benefits. Rather than remov-
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ing existing complexity before introducing new measures, policymakers have
consistently layered new rules atop existing frameworks.

The international movement toward tax decluttering has gained momen-
tum through increased recognition of the considerable and unnecessary costs of
overlapping and redundant regulations. As documented by the Tax Foundation,
the OECD has initiated a decluttering project, acknowledging that international
tax rules have become unwieldy and require systematic simplification®. In this
context, The European Union has committed to reducing administrative burdens
by 25% overall and 35% for small and medium enterprises, explicitly recognizing
that the proliferation of tax rules creates barriers to economic activity**.

Countries implementing Pillar Two IIR while retaining existing CFC legis-
lation create precisely the type of redundancy that modern decluttering efforts
seek to eliminate. As observed by German and Dutch policymakers in their De-
cember 2024 joint statement, the minimum tax should serve as “the starting point
of an effort to ‘declutter’ international tax rules”®. This recognition implicitly
acknowledges that rational policy design would eliminate redundant mechanisms
rather than perpetuating parallel systems.

The path dependence explanation for this redundancy proves particularly
illuminating. Countries maintain existing CFC rules alongside new IIR require-
ments not because such duplication serves any coherent policy objective, but be-
cause institutional inertia makes fundamental reform appear too costly or politi-
cally risky. As Hey observes, the OECD has shown little interest in simplifying the
international tax system throughout the BEPS process, with national legislators
similarly reluctant to reduce complexity and instead remaining cautious to not
create new loopholes™.

This institutional conservatism produces systematically suboptimal out-
comes. If international tax policy were designed from scratch, incorporating cur-
rent knowledge about base erosion techniques and administrative capabilities, no
rational observer would propose the coexistence of CFC rules with a parallel IIR
system addressing the same concerns through different methodologies. The Eu-
ropean Economic and Social Committee explicitly recognizes this problem, cau-
tioning that “Pillar 2 may overlap with certain provisions in the Anti-Tax Avoid-
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ance Directives, particularly regarding Controlled Foreign Company (CFC)
rules” and recommending that “Member States should review existing CFC rules
and consider repealing or modifying those that have become unnecessary”?.

Brazil’s position in this context offers an opportunity to avoid the institu-
tional redundancy that characterizes other jurisdictions that implemented Pillar
Two. The country’s current worldwide taxation system, while problematic for the
reasons identified in the previous section, creates the possibility of implementing
a clean transition to the IIR framework without maintaining parallel CFC legisla-
tion.

Law No. 15,079/2024, which establishes Brazil’s QDMTT, mandates that the
Executive Branch submit to Congress a legislative proposal to reform the world-
wide taxation rules with a view to introducing the IIR in accordance with the
OECD Pillar Two guidelines, and a CFC regime. While Article 40’s main provi-
sion appears to contemplate two distinct regimes, the substantive legislative intent
becomes evident through the four guiding directives established in the article’s
items: (i) protection and prevention of tax base erosion, especially through profit
shifting between entities; (ii) international competitiveness of Brazilian compa-
nies with productive investments abroad; (iii) the necessity to balance rule preci-
sion with the reduction of administrative and compliance burdens, including the
possibility of adopting objective criteria for determining the elements that com-
pose the norm; and (iv) prevention or elimination of double taxation.

A careful analysis of these directives reveals that an expanded IIR frame-
work that obviates the need for separate CFC legislation would more effectively
fulfill the legislature’s substantive objectives than maintaining parallel systems.
The third directive explicitly prioritizes the reduction of administrative and com-
pliance burdens, goal that is better served by a unified framework rather than
overlapping systems. This approach would position Brazil as a leader in interna-
tional tax simplification, while achieving the legislature’s substantive policy goals.

The analysis presented here reveals that the supposed compatibility between
IIR and CFC rules reflects institutional inertia rather than optimal policy design.
The functional convergence between these systems, demonstrated through their
shared operational mechanisms and policy objectives, suggests that their coexis-
tence represents precisely the type of redundancy that international decluttering
efforts seek to eliminate. Brazil’s opportunity to implement a streamlined ap-
proach offers both domestic benefits and the possibility of international leader-
ship in tax system design. The following section will examine how this approach
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might be structured to capture the benefits of both systems while avoiding their
redundant complexity.

4. A proposal for an expanded Income Inclusion Rule (IIR)

The implementation of OECD Pillar Two presents Brazil with an opportuni-
ty to address the tax regimes redundancy identified in the previous section while
reforming its problematic worldwide taxation model. This section proposes an
expanded IIR framework designed to replace both Brazil’s current worldwide
taxation system and the need for parallel CFC legislation. While acknowledging
the functional gaps that prevent the standard GloBE IIR from completely sup-
planting traditional CFC rules, the analysis demonstrates that carefully calibrat-
ed modifications can achieve comprehensive anti-avoidance coverage within a
simplified institutional framework.

4.1. The functional gaps in the standard GloBE IIR

Despite the functional convergence between IIR and CFC rules established
in the previous section, significant limitations prevent the standard GloBE IIR
from completely replacing traditional CFC legislation. These limitations stem
from specific gaps that explain widespread skepticism regarding complete CFC
replacement through standard IIR implementation.

Hey’s analysis reveals the fundamental limitation in high-tax jurisdictions:
the GloBE IIR demonstrates lower effectiveness than most existing CFC regimes,
particularly when the Pillar Two minimum effective tax rate (ETR) remains at
relatively modest levels. From the perspective of multinational enterprises in
high-tax countries, income shifting to achieve ETRs of 15% remains economical-
ly attractive compared to domestic rates of 25%, 30%, or higher**. This proves
particularly problematic for Brazil, where combined IRP] and CSL rates (in most
cases, 34%) significantly exceed the 15% GloBE minimum threshold.

Conventional CFC regimes typically subject passive income to full inclusion
in the parent entity’s tax base, resulting in taxation at normal domestic rates. The
standard IIR’s 15% ETR provides less protection against base erosion than com-
prehensive CFC taxation at domestic rates. Arnold’s analysis reinforces these con-
cerns, concluding that extending CFC rules proves preferable to implementing
minimum-tax approaches and that minimum tax adoption would not eliminate
the need for CFC rules addressing passive income and certain business income
categories™.
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The threshold limitations represent equally significant concern. Hey notes
that, regarding country-by-country reporting, it has been demonstrated that
EUR 750 million minimum threshold results in the exclusion of roughly 85% to
90% of multinational enterprises from the reporting scope, while the reports con-
tinue to be filed by corporate groups that account for approximately 90% of total
business revenues. Nevertheless, the author states that applying CFC regimes ex-
clusively to large multinational enterprises with consolidated revenues exceeding
EUR 750 million appears unlikely. Restricting CFC rules to very large MNEs
would undermine their deterrent function and incentivize smaller groups to ex-
ploit base erosion opportunities without meaningful risk of sanction*’.

This creates substantial coverage gaps, as traditional CFC regimes, despite
often containing de minimis provisions, generally apply irrespective of total group
revenue, thereby offering broader deterrent effects, across MNEs of varying sizes.
The main concern is not revenue collection, since, as demonstrated above, the
EUR 750 million threshold maintains coverage of a significant portion of corpo-
rate revenues. Rather, the issue lies in the market distortions that arise from the
absence of CFC taxation for corporate groups below this threshold, which tends
to render such groups artificially more competitive, undermining the level play-
ing field that CFC legislation should preserve.

4.2. Addressing functional gaps through IIR expansion: a framework for tax
decluttering

The identification of functional gaps need not preclude adopting an ex-
panded IIR as a comprehensive replacement for CFC rules. The proposed frame-
work addresses these limitations through three primary modifications: adjusted
threshold requirements, safe harbour provisions and differentiated rate treat-
ment for passive income. This approach recognizes that the standard GloBE
framework provides a foundation for comprehensive anti-avoidance coverage, but
requires calibration to address the specific concerns that motivate traditional
CFC legislation.

4.2.1. Threshold architecture and safe harbour framework

The proposed framework implements a dual-threshold architecture that
balances administrative efficiency with comprehensive coverage requirements.
The first threshold, set significantly below the EUR 750 million GloBE standard,
would trigger application of the expanded IIR to multinational enterprises that
pose meaningful base erosion risks but fall outside standard Pillar Two coverage.
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The determination of this lower threshold should reflect the fundamental
objective of de minimis provisions: addressing situations where administrative costs
exceed intended neutrality benefits. From a microeconomic perspective, this im-
plies setting the threshold at the point where the marginal cost of compliance and
enforcement matches the marginal benefit in terms of maintaining the intended
tax structure and minimizing distortions. While precise threshold determination
requires empirical analysis beyond this work’s scope, the principle clearly indi-
cates a level significantly below the EUR 750 million Pillar Two standard.

For multinational enterprises falling between the proposed Brazilian thresh-
old and the EUR 750 million Pillar Two threshold, the framework would imple-
ment carefully designed safe harbour provisions. These safe harbours serve the
dual function of reducing compliance burdens for genuinely low-risk enterprises
while maintaining comprehensive coverage of potential base erosion situations.
The safe harbour criteria should incorporate probabilistic indicators that identity
enterprises unlikely to engage in significant profit shifting activities.

Potential safe harbour criteria might include geographic concentration of
operations in high-tax jurisdictions, predominant engagement in activities with
inherent location-specific requirements, limited use of intellectual property li-
censing structures, and historical patterns of effective tax rates consistent with
operational substance. These criteria would operate as rebuttable presumptions,
allowing enterprises to demonstrate low base erosion risk while preserving the
tax administration’s ability to apply the IIR where specific evidence suggests po-
tential abuse.

Nevertheless, the proposed framework maintains full GloBE compliance for
MNEs above the EUR 750 million threshold. No safe harbours beyond those ex-
plicitly provided in OECD guidance would be available for these enterprises, en-
suring that the Brazilian IIR remains qualified under international standards
and preserves the harmonization benefits that justify adopting Pillar Two frame-
work.

4.2.2. Differentiated rate treatment: a tieved approach

The most significant functional gap between standard GloBE implementa-
tion and comprehensive CFC replacement relates to passive income treatment.
Traditional CFC rules typically subject passive income to full domestic taxation,
reflecting recognition that such income exhibits high mobility and limited con-
nection to genuine business activities. The standard GloBE uniform 15% mini-
mum ETR provides insufficient protection against passive income shifting in
high-tax jurisdictions.

The proposed framework addresses this gap through a tiered rate structure
that differentiates treatment based on income characteristics while preserving the
substance-based carve-outs that represent the GloBE framework’s principal inno-
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vation. This approach recognizes that different types of income pose varying lev-
els of base erosion risk and merit correspondingly differentiated treatment.

The tiered structure operates according to three categories that reflect both
economic substance and base erosion risk profiles:

A) Income from substantive activities: The framework preserves the sub-
stance-based carve-out mechanism for income that qualifies under GloBE rules,
reflecting recognition that such income represents genuine business activities
with meaningful economic substance. The carve-out calculation, based on formu-
laic returns on payroll and tangible assets, provides an objective mechanism for
distinguishing between income that reflects genuine value creation and income
that may result from profit shifting arrangements.

The substance-based approach offers several advantages over traditional ac-
tive vs. passive income distinctions. The formulaic calculation reduces opportuni-
ties for manipulation through minor changes in business structure or legal char-
acterization. The focus on payroll and tangible assets creates direct connections
to real economic activities that are inherently difficult to shift for purely tax pur-
poses. The global standardized calculation methodology enhances predictability
and reduces compliance costs compared to jurisdiction-specific substance tests.

B) Excess returns from non-passive activities: Income that exceeds the sub-
stance-based carve-out but does not qualify as passive income under traditional
CFC definitions would remain subject to the standard 15% ETR threshold. This
category captures income that exhibits characteristics of potential base erosion,
exceeding routine returns from business activities, but does not display the ex-
treme mobility associated with passive income categories.

The 15% threshold for this category maintains alignment with international
GloBE implementation while providing meaningful base protection. Enterprises
earning excess returns through genuine innovation, market position, or opera-
tional efficiency would face top-up taxation only when effective tax rates fall sig-
nificantly below international norms. This approach preserves incentives for le-
gitimate business activities while addressing clear cases of insufficient taxation.

C) Passtve income: Income qualifying as passive under traditional CFC defi-
nitions would be subject to Brazil’s normal corporate income tax rates (IRP] plus
CSL), with a floor at the 15% ETR to maintain GloBE compliance. This approach
preserves the comprehensive anti-avoidance protection that characterizes tradi-
tional CFC rules while operating within GloBE computational and coordination
mechanisms.

The passive income category addresses the core concern that motivates CFC
legislation: highly mobile income with limited connection to genuine business
activities. Traditional CFC rules recognize that passive income — including divi-
dends, interest, royalties, and similar categories — can be easily shifted to low-tax
jurisdictions without corresponding shifts in underlying economic activities. The
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proposed framework maintains full domestic rate taxation for such income, en-
suring that Brazilian enterprises cannot obtain competitive advantages through
passive income shifting.

The determination of passive income categories should align with estab-
lished international practices while incorporating necessary adaptations for Bra-
zilian legal and economic circumstances.

The framework’s floor provision, ensuring that passive income faces at least
15% effective taxation even when subject to Brazilian tax benefits, addresses situ-
ations where domestic tax incentives for IRP] and CSL might result in effective
tax rates below the international minimum threshold. This mechanism ensures
that tax benefits granted by Brazilian legislation cannot undermine the mini-
mum taxation objectives.

4.3. IIR framework components and CFC building blocks

The viability of replacing traditional CFC rules with an expanded IIR de-
pends on whether GloBE framework components can adequately address func-
tional requirements identified by the OECD as essential for effective CFC legisla-
tion. The Action 3 report identifies six fundamental building blocks*!: (i) rules for
defining a CFC; (ii) CFC exemptions and threshold requirements; (iii) definition
of CFC income; (iv) rules for computing income; (v) rules for attributing income;
(vi) rules to prevent or eliminate double taxation.

4.3.1. Definition of CFC and control requirements

The GloBE framework defines controlled entities through consolidated fi-
nancial statements tests rather than complex legal and economic control defini-
tions characterizing many CFC regimes. This approach provides standardization
advantages by utilizing internationally recognized financial reporting principles
while eliminating technical gaming opportunities afflicting jurisdiction-specific
control tests*?. The emphasis on financial reporting control naturally aligns with
information requirements necessary for IIR compliance, reducing administrative
burden compared to systems requiring separate control determinations for tax
purposes.

4.3.2. Exemptions and threshold requirements
The threshold and safe harbour framework described above addresses
OECD building block requirements while improving upon traditional CFC ap-
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proaches. Substance-based carve-outs represent a more sophisticated mechanism
for exempting genuine business activities than conventional active vs. passive in-
come distinctions. Limiting coverage to specific income categories represents one
of the most significant weaknesses of classic CFC regimes, creating compliance
costs and circumvention opportunities®. The formulaic carve-out approach pro-
vides greater resistance to manipulation while maintaining focus on income that
genuinely raises base erosion concerns.

4.3.3. Definition and computation of income

The GloBE framework’s standardized financial accounting starting point,
combined with predetermined adjustments, creates more consistent and less ma-
nipulable income measurement than jurisdiction-specific computational rules
characterizing most CFC regimes. This standardization reduces many technical
arbitrage opportunities arising when different jurisdictions apply domestic tax
accounting rules to determine CFC income.

4.3.4. Attribution rules and anti-double taxation measures

International coordination mechanisms address double taxation concerns
that represent primary CFC design considerations. Within this framework, Pillar
Two attribution rules satisfy essential OECD requirements while providing sim-
plifications relative to traditional CFC approaches. The focus on ultimate parent
entity liability, combined with ordering rules preventing double taxation within
multinational groups, creates more streamlined attribution than complex share-
holder-level calculations characterizing many CFC regimes.

5. Legal aspects for implementing the proposal: litigation risks and legislative
recommendations

This section examines the principal legal considerations for implementing
the proposal developed in previous Section: abandoning Brazil’s worldwide taxa-
tion regime and introducing an expanded IIR. Rather than pursuing a dogmatic
or doctrinal analysis to determine the most legally sound position, this analysis
adopts the perspective of a tax policy formulator, evaluating the need for Consti-
tutional Amendment or National Tax Code modification through complementa-
ry law to mitigate litigation risks before implementing the measure through ordi-
nary law.

Beyond constitutional and legal compatibility questions, the analysis ad-
dresses practical implementation considerations, including legislative framework
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design and compensation mechanisms to address potential revenue effects of the
proposal.

5.1. Constitutional and legal framework: risk assessment and implementation
requirements

The constitutional challenges concerning GloBE implementation have inter-
national precedents, most notably Switzerland’s experience where voters ap-
proved a constitutional amendment in a public vote on 18 June 2023 to enable
Pillar Two adoption**. The Swiss constitutional amendment specifically allows
deviations from “the principles of generality and equity of taxation and the prin-
ciple of taxation according to economic capacity” to accommodate Pillar Two
rules, demonstrating that constitutional adjustments may be necessary to prevent
litigation after GloBE implementation®.

Andrade’s constitutional analysis reveals incompatibilities between Pillar
Two provisions and Brazilian constitutional principles, particularly regarding the
equality principle. The author’s analysis suggests that the differentiation criteria
adopted by OECD recommendations lack constitutional justification in Brazil,
meaning that IIR (and, a fortiori, UTPR) implementation would conflict with the
equality principle®©.

The principal Brazilian Supreme Federal Court (STF) decision addressing
related issues (ADI 2,588) provides limited guidance for predicting judicial re-
sponses to Pillar Two implementation. This case, which required over a decade
for resolution, demonstrates the absence of cohesion among individual Justices’
votes, making it unsuitable as a reliable foundation for predicting Court positions
on new international tax measures'. Moreover, the focus of that decision (the
equity method and the characterization of abuse) does not directly correspond to
the aspects that may be subject to questioning regarding GloBE rules*s.

*EY. Switzerland votes to amend Constitution to allow Pillar Two implementation. Global Tax Alert,

June 21, 2023. Disponivel em: https:/www.ey.com/en_gl/technical/tax-alerts/switzerland-votes-to-
-amend-constitution-to-allow-pillar-two-impl. Acesso em: 31 jul. 2025.
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Despite these analytical limitations in existing precedents, political consid-
erations suggest low probability that the STF would declare OECD-recommended
measures unconstitutional. The Court’s general deference to international orga-
nizations, combined with widespread international adoption of Pillar Two mea-
sures, favors strong presumptions towards the acceptance of the OECD frame-
work, representing powerful incentives for constitutional accommodation rather
than confrontation. Indeed, the OECD’s institutional legitimacy and broad inter-
national consensus supporting Pillar Two implementation would complicate judi-
cial decisions to declare such measures unconstitutional, as this would position
Brazil against international consensus and potentially undermine its participa-
tion in global economic coordination mechanisms.

That said, the most significant legal challenge to IIR implementation in-
volves compatibility with article 43 of the National Tax Code, which establishes
income availability as a fundamental requirement for federal income taxation.
This provision, which represents the core of income tax legal framework, limits
taxation to the availability of income to taxpayers, creating potential conflicts
with IIR approaches that may include income not directly available to Brazilian
parent entities.

Brazilian doctrine and jurisprudence consistently recognize that CSL* re-
mains subject to Article 43 of the National Tax Code. This consensus means that
structuring the proposed expanded IIR as a CSL top-up tax — similar to Brazil’s
QDMTT implementation through Law 15,079/2024 — would not provide effective
means of avoiding Article 43 availability requirements.

The inclusion of paragraph 2 in Article 43 of the National Tax Code through
Complementary Law 104/2001 did not resolve availability questions, as this pro-
vision appears to delegate ordinary law authority to establish availability “condi-
tions and timing” rather than eliminating availability requirements entirely®.
The provision maintains income availability as a fundamental prerequisite while
providing legislative flexibility in determining when and how availability occurs.
This interpretation suggests that IIR implementation could face challenges based
on taxation of unavailable income under current National Tax Code provisions,
since IIR provides for the taxation of income over which Brazilian entities lack
free disposal power. Therefore, GloBE categorical approach, which applies prede-
termined criteria regardless of actual availability circumstances, may be under-
stood as contrary to the legal mandate of Article 14 of the National Tax Code.

1 The CSL (Social Contribution on Profits) is a Brazilian tax on profits that is considered covered
by the Double Taxation Conventions according to Article 2.
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To implement expanded IIR framework while minimizing litigation risks,
the amendment of Article 43 of the National Tax Code through complementary
law enactment may represent the most advisable approach. The modification
could amend paragraph 2 of Article’s 43 to establish that, for foreign-source in-
come, IRPJ tax events occur, under terms defined by ordinary law, upon patrimo-
ny increases, regardless of availability. This formulation would provide clear leg-
islative authorization for IIR implementation while limiting the exception to for-
eign-source income.

However, part of Brazilian doctrine considers income availability require-
ments implicit in constitutional income tax provisions, meaning that National
Tax Code modifications might face constitutional challenges®. Some scholars ar-
gue that availability requirements derive directly from constitutional income tax
definitions rather than merely complementary law provisions, creating potential
obstacles to legislative modification efforts.

Despite these theoretical challenges, the risk of Supreme Federal Court de-
termination that OECD Pillar Two recommendations violate Brazilian constitu-
tional provisions remains low for previously discussed political reasons. Neverthe-
less, constitutional amendment proposals should not be discarded as preventive
measures to ensure maximum legal certainty and prevent litigation.

5.2. Implementation Framework and Revenue Compensation

From formal implementation perspectives, consolidating Pillar Two norms
represents the recommended approach. Implementing IIR through modification
of Law 15,079/2024, which introduced Brazil’'s QDMTT, would create unified leg-
islative framework for all Pillar Two measures while capitalizing on shared con-
ceptual foundations. Both IIR and QDMTT operate through similar computa-
tional mechanisms and address comparable policy objectives, making legislative
consolidation both practical and theoretically sound.

Law 15,079/2024 already establishes foundational frameworks for minimum
taxation concepts, standardized calculation methodologies, and international co-
ordination mechanisms that would support expanded IIR implementation. Build-
ing upon existing QDMTT infrastructure would reduce implementation costs
while ensuring consistency between different Pillar Two components.

Legislative consolidation would also facilitate future modifications as inter-
national Pillar Two frameworks evolve. Maintaining unified legislation for all Pil-
lar Two measures would ensure consistent interpretation and application while

°1 ANDRADE, Leonardo Aguirra de. As regras recomendadas pelo Pillar Two e a sua relacao com
o ordenamento juridico brasileiro. Revista Direito Tributdrio Internacional Atual v. 12, ano 6. Sao
Paulo: IBDT, 2° semestre 2023, p. 191.
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simplifying compliance requirements for affected enterprises. This approach re-
flects best practices in international tax coordination, where jurisdictions increas-
ingly adopt comprehensive frameworks rather than piecemeal measures.

In particular, the fact that the expanded IIR encompasses features that ex-
tend beyond the Pillar Tivo Blueprint, as proposed in Section 1V, should not lead
to the adoption of separate legislation, as if the tax consequences arising from the
lower threshold and the application of domestic rates to passive income derived
from parallel CFC rules. Although such features exceed the standard GloBE
rules, they share the same underlying concepts and legal frameworks. The advan-
tages of decluttering stem precisely from maintaining a single regime for the
taxation of foreign controlled entities.

The substitution of worldwide taxation with expanded IIR framework would
likely generate revenue losses, as the proposed system targets specific base ero-
sion situations rather than comprehensive foreign income taxation. While opti-
mal tax rule design should focus on fundamental tax principles, such as equality
and neutrality, rather than revenue objectives — which should be calibrated
through rate adjustments — the fiscal impact on public accounts cannot be disre-
garded.

Revenue compensation should focus on taxpayers currently subject to exces-
sively low effective tax rates. Although combined IRP] and CSL nominal rates in
Brazil typically reach 34%, numerous tax benefits and favorable treatments en-
able various taxpayers to achieve ETRs below 15%. Brazil’s QDMTT application
should provide precise identification of such taxpayers, as the additional CSL
applies specifically to enterprises with effective rates below the 15% threshold.
Thus, the implementation of expanded IIR replacing worldwide taxation should
include programmatic provisions requiring revenue shortfall compensation
through review of tax treatments that trigger QDMTT.

Since QDMTT applies only to multinational enterprises above GloBE
thresholds, reviewing tax benefits that generate additional CSL liability should
produce greater revenue than the top-up tax itself. This revenue differential sug-
gests that comprehensive benefit review could compensate for worldwide taxation
abandonment while improving overall tax system efficiency.

Conclusion

This analysis demonstrates that Brazil’s current international tax regime
suffers from fundamental design flaws that create systematic competitive disad-
vantages while failing to achieve satisfactory policy outcomes. The comprehensive
worldwide taxation established through Law 12,973/2014 represents an anachro-
nistic approach that isolates Brazil from international trends and imposes dispro-
portionate costs on domestic enterprises competing in global markets. Economic
theory converges toward the conclusion that unilateral maintenance of a world-
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wide taxation regime proves suboptimal from a national perspective, regardless
of policies adopted by other countries.

This study reveals that, while economic theory clearly identifies superior
alternatives to current source and residence-based systems, relying on destina-
tion-based taxation, path dependence and coordination problems appear to lock
the international community into inefficient institutional arrangements. This re-
ality necessitates pragmatic approaches that achieve meaningful improvements
within current frameworks rather than pursuing theoretically superior but prac-
tically unachievable comprehensive reforms.

The functional convergence between Income Inclusion Rule and traditional
controlled foreign company legislation reveals that the supposed compatibility
between these systems reflects path dependence rather than rational tax policy.
Despite OECD rhetoric emphasizing their distinct purposes, both mechanisms
operate through identical basic principles: requiring parent entities to include in
their tax base income earned by controlled entities abroad when subject to insuf-
ficient taxation. The evolution of the GloBE framework, particularly through sub-
stance-based carve-outs, has transformed the IIR into what is essentially an ad-
vanced CFC rule, making their coexistence a clear example of the institutional
redundancy that contemporary decluttering efforts seek to eliminate.

The expanded IIR framework proposed here addresses the functional gaps
that prevent standard Pillar Two implementation from completely replacing tra-
ditional CFC legislation. The model operates through two innovations that col-
lectively provide comprehensive anti-avoidance coverage within a streamlined
institutional framework. First, a dual-threshold architecture extends coverage
beyond the EUR 750 million GloBE standard to capture smaller multinational
enterprises that pose meaningful base erosion risks, while implementing careful-
ly designed safe harbour provisions that reduce compliance burdens for genuine-
ly low-risk enterprises.

Second, the proposal implements a tiered rate structure that differentiates
treatment based on income characteristics. Income qualitfying for GloBE sub-
stance-based carve-outs, reflecting genuine business activities with meaningful
economic substance, receives formulaic protection based on returns on payroll
and tangible assets. Excess returns from non-passive activities remain subject to
the standard 15% effective tax rate threshold, maintaining international align-
ment while providing meaningful base protection. Most significantly, passive in-
come faces full domestic IRP] and CSL rates with a 15% ETR floor, preserving the
comprehensive anti-avoidance protection that characterizes traditional CFC rules
while operating within GloBE framework.

From a legal implementation perspective, the primary challenges involve
compatibility with Article 43 of the National Tax Code, which establishes income
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availability as a fundamental requirement for taxation. While theoretical consti-
tutional challenges exist, political considerations suggest low probability of Su-
preme Federal Court determination that OECD-recommended measures violate
Brazilian constitutional provisions. Nevertheless, modification of Article 43
through complementary law represents the most advisable approach for minimiz-
ing litigation risks while providing legislative authorization for expanded IIR im-
plementation.

The revenue implications of substituting worldwide taxation with the pro-
posed framework require careful management through comprehensive review of
tax benefits that enable taxpayers to achieve ETRs below 15%. Brazil’'s QDMTT
application should provide precise identification of such tax benefits, creating
opportunities for revenue compensation that simultaneously improves overall tax
system efficiency. Since reviewing tax benefits affecting large MNEs should gen-
erate greater revenue than the top-up tax itself, a comprehensive tax benefit re-
view could offset worldwide taxation abandonment while enhancing competitive
neutrality.

Brazil’s opportunity to implement a streamlined expanded IIR represents
more than domestic policy optimization. It offers international leadership in
demonstrating how countries can achieve tax system decluttering while maintain-
ing robust base protection. By eliminating tax regimes redundancy, the proposed
approach could serve as a model for pragmatic reform that captures theoretical
insights within implementation realities.
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