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OECD's public
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Secretariat Proposal for a
"Unified Approach" under
Pillar One
On 9 October 2019, the OECD released a public consultation
document: Secretariat Proposal for a "Unified Approach" under Pillar
One. In this article, we briefly introduce the background of the
document, the key features of the "Unified Approach", the next steps
for getting consensus, and potential implications for enterprises.
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1. Background
Before publishing the proposed "Unified Approach", the OECD had
released a series of documents on addressing the tax challenges of
the digitalization of the economy. These documents are part of the
ongoing work of the OECD/G20 Inclusive Framework for the global
implementation of the Base Erosion and Profit Shifting (BEPS)
project. We list below the main documents issued on this topic by
the OECD in 2019:


On 29 January 2019, the G20/OECD Inclusive Framework on
BEPS released a policy note "Addressing the Tax Challenges
of the Digitalisation of the Economy- Policy Note". The Policy
Note explained that the OECD will explore two areas (the
"pillars") in parallel to work towards reaching a new
consensus-based long-term solution:
-

Pillar One: Allocation of taxing rights between countries,
looking at both nexus and profit allocation rules and, in
particular, the reward for market/user countries.
Pillar Two: Explore on a "without prejudice" basis taxing
rights that would strengthen the ability of jurisdictions to
tax profits where another jurisdiction with taxing rights
applies a low effective rate of tax to those profits.
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On 13 February 2019, the OECD released a consultation
document "Addressing the Tax Challenges of the
Digitalization of the Economy". This document sets out four
proposals: three proposals are relevant to issues under Pillar
One, and the fourth one, the "global anti-base erosion
proposal", is relevant to issues under Pillar Two.
On 31 May 2019, the OECD released a "Program of Work to
Develop a Consensus Solution to the Tax Challenges Arising
from the Digitalization of the Economy".

As the allocation of a new taxing right to market jurisdictions
through new nexus and profit application rules may have
significant implications for corporate tax revenue, countries have
had diverging views on this topic, and there is not yet a political
consensus. To help build a political consensus among the more
than 130 countries participating in the G20/OECD Inclusive
Framework, the OECD Secretariat has drawn on the
commonalities of the existing three proposals under Pillar One
and made a new proposal, the "Unified Approach", as set out in
the public consultation document released by the OECD on 9
October 2019. In parallel, the OECD continues its work in respect
of the global anti-base erosion proposal under Pillar Two and a
consultation document is expected to be released in November
2019.
2. The "Unified Approach"
We outline below the proposed "Unified Approach" in terms of its
scope, the new nexus rule, and the new profit allocation rule as
described in the consultation document.
2.1 Scope
The "Unified Approach" should be focused on "large consumer-facing
businesses", with a broad definition, e.g. businesses that generate
revenue from supplying consumer products or providing digital
services that have a consumer-facing element. However, the
document only provides limited explanations of what may be
considered "large consumer-facing businesses", and suggests that
further discussions would be necessary to define the businesses in
scope. Based on the current guidance, we understand the following:
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Large consumer-facing businesses would include highly
digitalized businesses which interact remotely with users, as
well as other businesses that market their products to
consumers and may use digital technology to develop a
consumer base, which means some traditional industries
could also be in scope;
Large consumer-facing businesses would include not only
B2C businesses, but also some B2B businesses;
Extractive industries, commodities and financial services may
be specifically carved-out;
Group revenue of EUR750 million has been suggested as the
threshold for limiting the application of the "Unified
Approach" to large businesses only (similar to what is used
for country-by-country reporting requirements).

2.2 New rule to create a nexus between businesses and
market jurisdictions (the new nexus rule)
Under the existing international tax framework, a jurisdiction may
tax the business profits of a non-resident enterprise only if the
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enterprise has a permanent establishment in the jurisdiction. This generally means the enterprise having
some degree of physical presence.
In our increasingly digitalized global economy, many businesses operate beyond the traditional models
and conduct more and more consumer-facing and/or user-facing activities from a remote location
without a physical presence in the market jurisdictions. As a result, in spite of having "a sustained and
significant" involvement there, businesses do not create a permanent establishment under the current
rules and do not incur tax liabilities in the market jurisdiction.
The "Unified Approach" proposes a new nexus rule aimed at solving this problem. Following the new
nexus rule, where a business has "a sustained and significant" involvement in the economy of a market
jurisdiction, such as through consumer interaction, that market jurisdiction will have taxing rights on the
business. How do we determine whether a business has "a sustained and significant" involvement in a
market jurisdiction? The simplest way would be to define a revenue threshold as the primary indictor of
"a sustained and significant" involvement, with this threshold being able to be adapted to the size of the
market.
2.3 New profit allocation rule
Once it is determined that a market jurisdiction has a right to tax the business profits of a non-resident
enterprise, the next question is how much profit should be allocated to that jurisdiction. Under the
"Unified Approach", three possible types of taxable profits have been proposed: Amount A, Amount B
and Amount C. These amounts would be allocated to market jurisdictions using a "three-tier
mechanism". Amount A are profits allocated to market jurisdictions according to the new nexus rule,
while Amount B and Amount C are profits allocated to market jurisdictions according to the traditional
nexus rule (e.g., a subsidiary or permanent establishment). The interaction of the three amounts will
need to be studied further to avoid duplication of profits being allocated to market jurisdictions.
Amount A – the market jurisdiction's portion of deemed residual profit according to the new
taxing right
A market jurisdiction entitled to tax under the new nexus rule needs to have a new profit allocation rule
to determine the amount of the business profits that it may tax. The new nexus rule and the new profit
allocation rule comprise the "new taxing right" of a market jurisdiction.
The Secretariat has proposed to use a formulaic approach to calculate the amount of the profits that a
market jurisdiction may tax. This approach would go beyond the arm’s length principle and beyond the
limitations on taxing rights as determined by reference to a physical presence.
Amount A would be calculated by following the four steps below:
Step 1: Determine the total profits of the group


The relevant measure of profits could be derived from the consolidated financial statements
under the accounting standards of the headquarters jurisdiction, prepared in accordance with
Generally Accepted Accounting Principles (GAAP) or International Financial Reporting
Standards (IFRS). Some standardised adjustments need to be considered further. Additionally,
as the profit margin of a group may vary substantially across business lines, regions or
markets, further consideration need to be given to the measurement of profits across business
lines and geographic regions.

Step 2: Determine the deemed residual profit of the group by excluding deemed routine profit




The deemed routine profit seeks to approximate the remuneration for routine activities.
To reduce disputes in this area, a simplified approach has been suggested for the calculation of
the deemed routine profit: deemed routine profit = total profit multiplied by an agreed fixed
percentage. This percentage may vary by industry.
The deemed residual profit of the group = total profit of the group less deemed routine profit

Step 3: Calculate the portion of the deemed residual profit that is attributable to market jurisdictions


Non-routine profits may be attributable to many activities, including those targeted by the new
taxing right as well as ones not targeted by the new taxing right, e.g., trade intangibles,
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capital, and risk. For example, a social media business may generate non-routine profits from
its consumers’ data and valuable brand, but also from its innovative algorithms and software.
The new taxing right targets the former, not the latter.
For simplicity, an internationally agreed fixed percentage could be used to determine the
amount of the deemed residual profit to be attributed to the market jurisdiction under the new
taxing right: the deemed residual profit to be attributed to the market jurisdiction = the
residual profit of the group (from step 2) multiplied by an agreed fixed percentage (at this
point, no percentage has been suggested).
Different percentages could be adopted for different industries or business lines.

Step 4: Allocate the relevant portion of the deemed residual profit between different market jurisdictions


Allocating the relevant portion of the deemed residual profit calculated in step 3 between the
eligible market jurisdictions. The allocation could be based on a previously agreed allocation key,
using variables such as sales.

Amount B - Fixed return for certain baseline activities (e.g., routine marketing and
distribution functions)
Profits arising from certain baseline activities in market jurisdictions, in particular routine marketing and
distribution functions, would remain taxable according to existing rules (e.g., transfer pricing under the
arm’s length principle and profit attribution under permanent establishments).
To reduce disputes and increase certainty in this area, the use of a fixed return for the "baseline"
activity has been suggested. This fixed return could be determined by a single fixed percentage or a
fixed percentage that varied by industry or region. However, a clear definition of the activities that
qualify for the fixed return would also be required.
Amount C - Additional return
Taxpayers and tax administrations would retain the ability to argue that the activities taking place in the
market jurisdiction go beyond the baseline level of functionality and therefore warrant a profit in excess
of the fixed return contemplated under Amount B. Thus, an additional profit – Amount C – may be due
where this is supported by the application of the arm’s length principle.
In addition to suggesting the use of simplified methods to calculate profits taxable in each step of the
three-tier approach, it has also been suggested that consideration should be given to improve the
existing dispute prevention and resolution mechanisms to avoid double taxation and to reduce
compliance costs.
3. Next steps
Interested parties are invited to submit their comments on the proposed "Unified Approach" no later
than 12 November 2019. The OECD will hold public consultation meetings regarding Pillar One issues
on 21 and 22 November 2019 in Paris. Another public consultation document for Pillar Two is expected
to be released in early November 2019. The related public consultation meeting will take place in
December 2019.
The OECD looks forward to a consensus-based solution on the new nexus and profit allocation rules, as
well as the global anti-base erosion proposal, by 2020. In particular, much expectation has been placed
on the Inclusive Framework meeting in June 2020. However, even after a political consensus has been
reached, a significant amount of technical work will still need to be carried out to address the details,
because the "Unified Approach" only provides a framework. This means that there is still a long way to
go from agreeing to the "Unified Approach" to implementing it in jurisdictions around the world.
The OECD Secretariat drafted the "Unified Approach" proposal using a simple and easy-to-implement
approach. For example, the proposed rules use straightforward revenue thresholds and fixed
percentages to determine whether rules apply and the resulting profit allocations. This is a key takeaway for future policy development. Developing a policy that is easy-to-implement may enhance its
acceptability internationally, and international consensus based solutions bring certainty to enterprises.
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4. Potential Impact to Enterprises
The OECD is currently conducting an economic analysis of the impact brought by the tax challenges
arising from digitalization of the global economy. According to preliminary findings, new nexus and
profit allocation rules may lead to a modest increase in global tax revenues, although changes to the
distribution of taxing rights among jurisdictions may be significant. Low and middle-income economies
are expected to gain revenue, while larger market jurisdictions may receive the most benefit. At the
same time, investment hubs are likely to experience significant losses to their taxable profits.
China is a very large market jurisdiction. For in-scope large enterprises targeting the growing Chinese
consumer market, the "Unified Approach" may increase their taxable profits in China. Nevertheless, as
China has already sought to tax the value created by in-country marketing intangibles, the exact impact
on these large enterprises will need to be analysed after the details of the "Unified Approach" have come
out.
Furthermore, as more and more large Chinese enterprises have made outbound investments1 or
targeted consumers in markets outside China, the "Unified Approach" may also increase the tax costs of
these enterprises in the market jurisdictions. However, since many Chinese enterprises invest in or
target consumers in developing countries, the impact on these enterprises will first depend on whether
these market jurisdictions adopt the "Unified Approach".
The reallocation of profits from investment hub jurisdictions (generally with low tax rates) to market
jurisdictions may increase the applicable tax rate and thus increase the total tax burden of multinational
groups. On the other hand, if profits are reallocated from home jurisdictions (with high tax rates) to
market jurisdictions, the impact on the overall tax burden may be limited, assuming that the tax paid in
the market jurisdiction can be claimed as a foreign tax credit or the foreign income is exempt from tax
in the home jurisdiction.
Finally, if the "Unified Approach" is adopted, there will be significant impact on existing double taxation
agreements, OECD transfer pricing guidelines, profit attribution rules for permanent establishments, as
well as domestic tax law. These would all need to be reviewed and revised. As a result, enterprises
that may be impacted by the proposed rules need to track progress on the OECD's work plan over the
coming years to be ready for the resulting reform.

1

According to the World Investment Report 2019 issued by the United Nations Conference on Trade and Development, China
is ranked in second place in terms of outward investments. For details, please refer to
https://unctad.org/en/PublicationsLibrary/wir2019_en.pdf
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If you prefer to receive future issues by soft copy or update us with your new correspondence details, please
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6

About Deloitte
Deloitte refers to one or more of Deloitte Touche Tohmatsu Limited (“DTTL”), its global
network of member firms, and their related entities. DTTL (also referred to as “Deloitte
Global”) and each of its member firms and their affiliated entities are legally separate
and independent entities. DTTL does not provide services to clients. Please see
www.deloitte.com/about to learn more.
Deloitte Asia Pacific Limited is a company limited by guarantee and a member firm of
DTTL. Members of Deloitte Asia Pacific Limited and their related entities, each of which
are separate and independent legal entities, provide services from more than 100 cities
across the region, including Auckland, Bangkok, Beijing, Hanoi, Hong Kong, Jakarta,
Kuala Lumpur, Manila, Melbourne, Osaka, Shanghai, Singapore, Sydney, Taipei and
Tokyo.
The Deloitte brand entered the China market in 1917 with the opening of an office in
Shanghai. Today, Deloitte China delivers a comprehensive range of audit & assurance,
consulting, financial advisory, risk advisory and tax services to local, multinational and
growth enterprise clients in China. Deloitte China has also made—and continues to
make—substantial contributions to the development of China's accounting standards,
taxation system and professional expertise. Deloitte China is a locally incorporated
professional services organization, owned by its partners in China. To learn more about
how Deloitte makes an Impact that Matters in China, please connect with our social
media platforms at www2.deloitte.com/cn/en/social-media.
This communication contains general information only, and none of Deloitte Touche
Tohmatsu Limited, its member firms, or their related entities (collectively the “Deloitte
Network”) is by means of this communication, rendering professional advice or
services. Before making any decision or taking any action that may affect your finances
or your business, you should consult a qualified professional adviser. No entity in the
Deloitte Network shall be responsible for any loss whatsoever sustained by any person
who relies on this communication.
© 2019. For information, contact Deloitte China.

7

