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This is the second blog in our Pillar Talk series - here we look in detail at the Subject to Tax Rule.

The Rule

The Subject to Tax Rule (STTR) is the second element of Pillar 2, and is to be brought into effect by a multilateral 
convention.  It is a treaty based rule and seeks to amend existing double taxation agreements (DTA) between two parties 
and/or jurisdictions that are parties to the multilateral instrument.

The crux of the rule is that it gives the source state the right to impose a “top-up tax” where the tax rate applicable to 
covered income or miscellaneous income (as provided for in the DTA) arising to a non-resident of the other contracting 
state is less than 9%. Where no DTA exists the STTR is not required as there is no limitation on the taxing power of the 
source state.

Covered income for the purposes of the STTR includes the following:
•	 interest income;
•	 royalty income;
•	 payments made in consideration for the use or the right to use distribution rights in respect of a product or service; 
•	 insurance and reinsurance premiums; 
•	 fees to provide a financial guarantee or other financing fees; 
•	 rent or any other payment for the use of or the right to use a industrial, commercial or scientific equipment; and
•	 any income received in consideration for the provision of services.     

The tax to be charged, however, cannot exceed the difference between 9% and the statutory rate of tax applicable to the 
income in the jurisdiction where the payee is resident. The effective rate of tax is generally not considered in determining 
the top-up rate unless the payee is subject to preferential adjustment in respect of the income received.

In other words, where the foreign source covered income is subject to a preferential adjustment in the payee’s country of 
residence, any relief provided by way of: 

•	 a full or partial exemption;
•	 a deduction from the tax base; or
•	 a tax credit (excluding credit for foreign tax paid on the income), 

will lead to an examination of the effective rate at which tax is paid in the 
residence jurisdiction.
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1	 The multilateral convention to facilitate the implementation 

of the Pillar Two Subject to Tax Rule. 



Scope 

If company A, resident in Country A, receives £100 of interest income from its subsidiary in Country B and the DTA 
between Country A and B provides for a zero withholding tax on interest income, and in Country A the statutory rate 
of tax on the income is 10%, the rules should not apply. 

Country A

Country B

Company A

Company B

£100
0% WHT on interest

Tax
£100 @10% = £10

Net income = £10

£100

No STTR as 
interest is taxed at 
more than 9%

However, if in Country A the first £50 is exempt from tax, and the remaining £50 is taxed at the statutory rate 
of 10%, only £5 will be paid on the income of £100. This will mean an effective tax rate of 5%. Thus Country B, 
under the STTR, is entitled to an additional 4% tax (£4) to “top-up” the tax underpaid as a result of the preferential 
adjustment in country A.     

Country A

Country B

Company A

Company B

£100
0% WHT on interest

Tax
first £50 @0% = 0
Balance @10% = £5

Net income = £95
Adjusted net income = £95

£100

Top-up tax
9% - 5% (effective tax rate in 
country A) = 4%

£100 x 4% = £4

Further, where covered income is taxed at a rate less than 9% and the covered income is deemed to be 
attributable to a permanent establishment (PE) that the payee has in a third jurisdiction by both the 
country of residence and the country where the PE is established, the STTR will apply pari passu 
to the PE. However, this is subject to an additional requirement that the rate of tax in the third 
jurisdiction after any preferential adjustment is higher than the applicable rate of tax in the 
jurisdiction of the head-office entity.  The effect of this is that the top-up tax liability 
will be lower where income is attributed and taxed on its PE. 
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Thus, if in our example above, if the interest income received by company A is attributable to its PE in Country C 
and Country C has a similar preferential regime for interest income but taxes income in excess of £50 at 12%, the 
STTR will apply to the branch in Country C instead. 
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Country A

Country C

Company A

Branch A

Country B

Company B 

£100

£100

0% WHT on interest

Tax
first £50 @0% = 0
Balance @15% = £7.5

Net income = £95.2
Adjusted net income = £91.5

Top-up tax
9% - effective rate (7.5%) = 1.5%

£100 x 1.5% = £1.5

Exclusions 

The rules will not apply where the payor is an individual. Further, even where the payor is not an individual the STTR 
will not apply if the payee is an excluded person for the purposes of the rule. The list of excluded persons includes: 

•	 individuals;
•	 an unconnected party;
•	 pensions funds;
•	 pension schemes;
•	 non-profit organisations;
•	 investment funds; and
•	 investment managers. 

Mark-up Threshold 

The STTR will also not apply where covered income, excluding interest and royalties, is 
received by a payee and the amount received does not exceed the cost of providing the 
service plus an 8.5% mark-up. 
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Materiality Threshold 

The STTR will not apply unless the sum of the gross amount of covered income received from a resident of the 
source state and the gross amount of covered income paid by a PE of the payee is:

•	 equal to or greater than EUR 1 Million in the fiscal year concerned; or
•	 is equal to or greater than EUR 250,000 in the fiscal year concerned where one of the contracting jurisdictions 

has a gross domestic product of less than EUR 40 billion. These are mostly emerging and developing economies 
of the world such as Nicaragua, Mongolia, Mali and Burkina Faso.     

PE in Source Jurisdiction 

Where the payee carries on business in the source state through a PE, the STTR will not apply if the payment of 
the interest or royalty or other covered income is effectively connected or attributable to its activities in the source 
state through the PE. In that case, the source country shall exercise sole taxing rights over the business income 
attributable to the PE.  

Conclusion

A highlight of the STTR is that dividend income is not a covered tax. This means that where dividend income is 
cumulatively taxed at less than 9% under the DTA and domestic law of the recipient country, the country of source 
cannot impose any additional tax under the STTR.
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