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Dear Sir / Madam, 

We thank the OECD for providing us with the opportunity to provide our comments on the “Proposal 
for a “Unified Approach” under Pillar One”.  

In this document, we provide preliminary comments on the overall Unified approach (Section 1). 
Specific comments addressing some of the questions raised by the Secretariat are provided in Section 
2.  

1. Preliminary comments 
The Secretariat presents the proposed “Unified Approach” (in particular the new taxing right for 
market jurisdictions, “Amount A”) as a necessary complement to the existing, consensus-based 
international taxation rules and the arm’s length principle.  

An argument put forward by the Secretariat is that “there are increasing doubts that the arm’s length 
principle can be relied on to give an appropriate result in all cases (such as, for example, cases 
involving non-routine profits from intangibles)”. We are of the opinion that this statement does not do 
justice to the arm’s length principle. The correct application of the transfer pricing methods 
promulgated in the OECD Transfer Pricing Guidelines will lead to reasonable, arm’s length outcomes, 
particularly when dispute resolution processes between countries, taxpayers and tax administrations 
are in place. Furthermore, it is very likely that the outcome of recent actions under the BEPS project 
has strengthened the consistent application of the arm’s length principle. 

The OECD “Unified Approach” has many features that are close to that of a formulary 
apportionment. In our view, implementation of this approach ignores the key elements that drive 
profitability of digital and other consumer facing businesses and the fact that the value drivers may 
vary substantially from one business context to another.   

In recent years, multinationals have invested billions of dollars into digitalization or further 
development of their already-digital business models. The risks taken by investors in these companies 
are significant. In many cases, returns on these investments have yet to materialize as many 
companies that invested in digitalization currently operate at marginal profitability or make losses. 
The taxation rights to be gained by the market jurisdictions under the Unified Approach will, in many 
cases, shift arm’s length profits away from the jurisdictions where the development of technology and 

                                                      
1 Pim Fris, Yves Hervé, Harlow Higinbotham, Emmanuel Llinares, Jacques Potin, Amanda Pletz, and Vladimir Starkov 
have contributed to these comments. The views expressed herein are the views of these contributors and do not represent the 
views of NERA Economic Consulting 

 



Page 2 
      
  

   

 

© NERA Economic Consulting   
 

marketing intangibles took place. In our view, such reallocation of arm’s length profits is arbitrary and 
economically incorrect.  

Under the Unified Approach, significant tax payments in market jurisdictions may arise at a time 
when the investments in intangibles undertaken in other countries have not yet been recouped 
providing below-market or negative returns on such investments. Apart from being unfair in terms of 
the international taxation, such a result will impose a heavy burden on the businesses subject to such 
taxation regime and may impede the innovation and digital transformation in the overall global 
economy with potentially negative implications for growth. In our view, the intertemporal effects of 
investments in developing intangibles should not be overlooked and should be given proper 
consideration. 

Furthermore, as economists, we note that the suggested approach can have a behavioral impact on 
businesses subject to this type of taxation. The reform, as proposed, may well trigger an increase in 
base eroding and profit shifting activities by MNEs and undermine the OECD’s work under BEPS 
Actions 8 to 10, particularly the recognition of the contribution to value creation as a driver of profit 
and taxation. 

Moreover, the Unified Approach ignores the fact that the value of user contribution to profit may vary 
substantially from one market to another.  For example, country markets with fewer users may 
actually contribute more into the overall profits of the firm than larger markets with more users, at 
least for certain types of products or services.  The arm’s length approach would consider the 
differences between the markets as one of the key comparability criteria, while the Unified Approach 
does not capture these differences.  

The OECD Guidelines already describe an application of the profit split method, including the 
residual profit split method. This method, in many cases, may be the most appropriate one to apply to 
digitalized companies to allocate profits among the various jurisdictions where they conduct their 
business.  

The Secretariat aims to address the issue that, under the existing taxation rules, a jurisdiction cannot 
tax profits made by digital companies in a territory where those companies are not physically present 
(i.e., conduct only remote sales). We believe that this specific issue can be addressed based on the 
arm’s length principle by modifying the OECD Model Tax Convention, specifically Article 3 (by 
changing the definition of “enterprise”) and Article 5 (by including user/customer base in paragraph 
2).   

As explained below, we fear that adopting rules not based on the arm’s length principle will be 
counter-productive. In particular, simplified formula type-based approaches will fail to reflect the 
specificities of the facts and circumstances. On the contrary, arm’s length based methods, such as the 
residual profit split method, can be relied upon as an effective way to recognize the value contribution 
of marketing intangibles in market jurisdictions (including, e.g., the user base).  Moreover, preserving 
the arm’s length standard fosters global consensus and minimizes economic and tax distortions. 
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2. Specific Comments on the Proposed Unified 
Approach 

2.1. Scope 
The definition of the business contexts in the scope of the proposed approach should be based on a 
clear economic rationale. Unfortunately, for the moment, the Secretariat is very vague on the logic 
underlying the selection of the businesses to which the Unified Approach would apply. As a result, it 
is hard to understand why the Secretariat contemplates carving out some industries and others not.  

In our opinion, the rationale for selecting the scope of the new approach should apply evenly to all 
business contexts. This would help stakeholders understand the overall concept of the reform, notably 
the new nexus and the associated new taxation right. For example, if one assumes that the users of 
certain digital services contribute to value creation, then one could argue that (i) the businesses in the 
scope of the reform should be the ones providing the digital services of the given type, (ii) the new 
nexus rules should be designed to ensure that the in-scope companies pay taxes wherever the users of 
their services are located and (iii) the calculation of the Amount A is designed to take into account the 
users’ contributions to value creation.  

Moreover, we agree that there may be some logic in arguing that users of digital services may 
contribute to value creation, for instance, by providing valuable data that can be used for targeted 
advertising or by uploading user-generated content to a social network. This could be considered the 
rationale for allocating profits to the users’ jurisdictions, even in the absence of a local physical 
presence. (At the same time, we would like to mention that a “standard” value creation analysis 
under DEMPE principles may very well lead to the conclusion that value is created by the division of 
the digital enterprise that performs the data collection and analysis function, and that that division 
will be the one potentially entitled to the residual profit). It is harder to apply the same logic to a 
broader set of “consumer-facing businesses” (for example, a retailer of branded consumer goods with 
some presence on-line and in “bricks-and-mortar” stores). If, on the other hand, all large consumer-
facing businesses should be in the scope of the new taxation method, then it is hard to see why any 
particular industry should be carved out.  

As discussed above, the value contribution of the users and, indeed, the very nature of the marketing 
intangibles attributed to users, can vary significantly from one company to the next and one product to 
the next.  Therefore, to identify the relevant companies or business models to be included in the scope 
of the reform, it may make more sense to (i) define clearly what the user-related intangibles are and 
(ii) define the threshold for user contribution to a business model that creates the right to compensate 
the user-related intangibles in the countries of users’ location.  

Many multinational enterprises run different business models simultaneously. Some of these 
businesses may be consumer-facing while others are not. Focusing on the consumer-facing activities 
would require multinational enterprises to perform a detailed segmentation of their financials, which 
in many instances may be difficult to do and will involve some arbitrary allocations. Based on our 
experience with the construction of profit split systems across a wide range of industries, the 
application of current definition of businesses in the scope of the proposal will run into issues of data 
availability and collection that will be difficult to address, thereby defeating the objective of achieving 
a “simplified” approach as set out by the Secretariat. Our experience suggests that segmentation 
analyses within MNEs is rarely simple and often requires extrapolations or adjustments.   
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2.2. New nexus 
The revised definition of the nexus appears vague to us. We believe that for this approach to be 
“administrable”, the Secretariat should be very clear on what constitutes “a sustained and significant 
involvement in the economy of a market jurisdiction”. 

In our view, defining a new nexus using only a single variable such as sales, will lead to potentially 
unfair and arbitrary results.  As previously described, value contributions by local users (or local 
marketing intangibles) vary from one product market to the next.   The arm’s length principle outlines 
ways of dealing with these factors, which are, essentially, comparability considerations. We believe 
that an analysis of whether nexus exists in a given market for a given product or service should begin 
with consideration of the business and economic factors that influence a firms’ success in a given 
market as described under the arm’s length principle.   

2.3. Amount A 
As indicated above, the segmentation of accounts based on business lines or regions are often 
complex and burdensome to multinationals. For instance, when a multinational company contracts 
with an unrelated reseller that buys the products in a single country and resells them in various third 
countries, the application of the consumer-based approach proposed by the Secretariat would require a 
tracking of the product flows from the market where the unrelated reseller buys the products to the 
destination markets where it resells the products. Tracking those flows could be difficult, again 
contradicting the objective of the Secretariat to have a simplified approach.   

Furthermore, the importance of marketing and user participation compared to other activities such as 
R&D, data analysis, etc. varies significantly between sectors and even within the same industry. As a 
result, any approach incorporating elements such as Amount A should take such differences into 
account. Timing issues should also be carefully considered. Notably, any approach focusing on the 
current-year accounting profit might fail to recognize the contribution of the investments in 
intangibles made in previous years. In contrast, an application of a profit split method under the arm’s 
length principle, will be able to account for the value contributions from the intangible assets 
accumulated over multiple time periods.   

Although we have not simulated the possible impact of the proposed reform, we anticipate that any 
taxing right similar to Amount A will lead to a substantial reallocation of profits between 
jurisdictions, with the taxable base being reduced in some countries and increased in others. This 
could have numerous consequences including the following, as an example: 

1. The countries that will have to “surrender” a part of their revenue base may have a difficult 
time consenting to the reform. We anticipate that the “surrender” countries will include the 
ones hosting the high technology companies.  

2. The results of the reform could put at risk the public finances of the jurisdictions that in the 
industrial sectors foster technological innovation and host successful technology companies. 
This, in turn, may slow the development of the innovations that benefits large populations of 
consumers. 

Finally, the Secretariat indicates that “the new rules (…) should be effectively applicable to both 
profits and losses”. To us, imposition of the profitability thresholds such as ones discussed in the 
Public Consultation Document, indicates that the treatment of profits and losses is not uniform.  
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2.4. Amount B 
We anticipate that it will be difficult to reach consensus on the size of the routine remunerations under 
the Amount B.  The arm’s length remuneration of routine functions varies over time, notably over the 
business cycle. Any approach including a component such as Amount B should take this into account.  

Furthermore, the scope of the routine activities by different businesses in the market countries can 
vary substantially. If the routine returns under the amount B are confined to distribution activities 
only, guidance for calculating the amounts for remunerating returns on other routine activities (e.g., 
manufacturing, services, etc.) will have to be developed as well.  

2.5. Amount C 
We note that the Amount C is likely to be subject to disputes between jurisdictions. Among the 
several potential tax distortions and controversies that Amount C in its current form would create, we 
would like to highlight the following: 

▪ It appears that proceedings over the size of the Amount C (if any) will involve only the tax 
authorities of the “market jurisdictions” and the taxpayers. The tax authorities of the country(ies) 
where the core functions of the taxpayers are hosted (i.e., the “export countries”) will not have 
any role to play in deciding the size of the Amount C (at least in the initial determination of this 
amount). The sole justification for this would be to argue that, based on the arm’s length 
principle, the taxable income in the market jurisdiction should be even higher.  

▪ The tax authorities of the “market countries,” thus, will be allowed to use the arm’s length 
principle to determine the Amount C. The tax authorities of the export countries, on the other 
hand, will be confined to calculating their revenues using the non-arm’s length method that results 
in the Amount A. Such a situation creates a double standard in taxation that will hardly foster the 
satisfactory international tax dispute resolution. 
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