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The OECD released the public consultation document on a “unified approach” for dealing with nuances of
digital taxation on 9th October, 2019, inviting comments from stakeholders, to be submitted within the next
one month. The unified approach seeks to combine the proposed approaches around “user participation”;
“marketing intangibles”; and “significant economic presence”, broached by the OECD in the earlier
consultation papers, into a single approach, by leveraging from the nuances envisaged by each of them. A
crisp analysis is made in this article on the various aspects of the proposed “unified approach” of OECD in
dealing with tax challenges of digitalisation of the economy.

Scope or coverage

1 . The consultation document suggests that the unified approach would cater to large consumer-facing
businesses, e.g. businesses that generate revenue from supplying consumer products or providing digital
services that have a consumer facing element.

2. While the OECD states that further research is required in order to clearly define the scope of the unified
approach, yet, one is compelled to state that the OECD needs to make a proper demarcation between
businesses, which are “technology driven”; and the ones, which are “technology enabled”, so as to the
restrict the application of the unified approach only to the former type of businesses and not the latter one.

3 . In order to elucidate further, every business house today would have an interactive website, with a
catalogue of services and products, which would also be otherwise available to customers across the
counter. Would the mere having of such an interactive website, which is a mere enabler of business, make a
business house subject to the unified approach; or should there need to be more facets or nuances around
the manner in which the website needs to function, for the same to be a driver of business for the MNC
group, in order to be subjected to the unified approach relating to digital taxation ?

4 . The OECD needs to clearly articulate the boundaries for coverage of unified approach under digital
taxation, so that any and every business house, which employs technology for reaching out to customers, do
not get caught in the web of the same. Ideally, technology driven business houses may be subject to the
intricacies of the unified approach under digital taxation; and not technology enabled business houses.

New nexus rule for taxpayers

1. It is now well understood by all and sundry that the consensus amongst G-20 countries and also within the
OECD, is to enlarge the rule of “nexus”, which generally enables a jurisdiction to levy income tax on a
foreign enterprise dealing with its economy, beyond physical presence, which is the bedrock of the
traditional or conventional norm, enshrined in international tax treaties, being christened as permanent
establishment (PE). The reason is not too difficult to decipher, namely that the physical form of “nexus” or
PE, which has been in vogue since the last several decades, has lost its relevance in the modern digital
world, where a foreign enterprise may be able to transact business with the economy of the country through
digitized mode, without the need of having any physical presence; or by having a skeleton presence, in such
country.

2 . The consultation paper seeks to introduce a new concept of PE for such digital presence, through
amendment of tax treaties, since the current concept of PE being created only through physical presence,
cannot be tinkered with to accommodate any such digital PE therein. The OECD would be looking at
introducing revenue thresholds in the relevant market jurisdiction for determining as to whether or not a
foreign enterprise may be said to have sufficiently penetrated the economy of the host jurisdiction through
digital presence, for satisfying the “nexus” test, so that the host jurisdictions may be entitled to levy income
tax on such foreign enterprise.

3. It is expected that such digital nexus may be conceptualized through the concept of significant economic
presence, of the like introduced by the Indian Government in its domestic tax legislation, as a preparatory
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measure to the likely amendment in the international tax treaties going forward. One needs to see as to
what types of revenue thresholds or other parameters that the OECD may formulate for constituting such
digital PE.

4. Further, the OECD may possibly need to introduce a second round of multilateral instrument, in order to
amend tax treaty network amongst all countries across the world through signing of some common
documents, so as to avoid the unenviable ordeal of amending each and every tax treaty in this regard.

5. An interesting point, which emerges from the proposed unified approach is that the OECD is seeking to
create digital nexus not only in cases where a foreign enterprise does not have any physical presence
whatsoever in the host jurisdiction, whether by itself or another entity acting as a distributor of the foreign
MNE, but also in cases where the foreign MNE has a business associate in the host jurisdiction, ideally in the
form of a distributor, whether or not it is a related party of the foreign enterprise.

6. Thus, in other words, under the unified approach, the OECD is seeking to conceive of a situation that the
market jurisdiction would deserve to levy income tax on profits of a foreign enterprise arising out of dealings
with its economy, over and above the profits attributable to physical activities actually performed in the host
jurisdiction, whether by the foreign enterprise or even by separate legal entities, acting as distributors of the
foreign enterprise, whether or not the said entities are related parties of the foreign enterprise.

7 . The above is certainly an uncomfortable proposition; and unless handled with utmost care and caution,
could result in incongruous results. For instance, let us take the example of a foreign company (F Co) selling
products to its Indian subsidiary company (Sub Co) for distribution in the Indian market. Sub Co earns arm’s
length profits, commensurate to its functional, asset and risk (FAR) profile, which are offered to tax in India.
Now, as per the new nexus rule postulated by the OECD under the unified approach, in case F Co falls under
the scope of digital taxation, then a digital PE of F Co may be said to exist in India; and a portion of the
profits of F Co, relatable to the sales made by Sub Co, would be brought to tax in India.

8. The manner of computation of such additional profits shall be discussed in the subsequent paragraphs of
this article, dealing with the new and revised profit allocation rules, however, the pertinent question, which
looms large is that what sort of profits belonging to F Co would the OECD seek to attribute to India in the
instant case, if Sub Co would have been awarded arm’s length reward for its FAR profile, where such arm’s
length remuneration may have even been computed by applying the residual profit split method, namely
where Sub Co contributes to unique marketing intangibles through its intense marketing and distribution
efforts ? Would it not result in the market jurisdiction encroaching upon profits relatable to trade intangibles;
and other functions relating to developing or manufacturing of the products, which may ex facie challenge
logic under the normal canons of transfer pricing and international taxation ? A detailed analysis has been
made on this aspect later on in this article.

9 . The OECD would do well to give a re-thought to the scenario referred to above, before proceeding to
redefine the nexus rules for digital PE.

New and revised profit allocation rules

1. Having discussed in brief on the new proposed nexus rule, for conceptualizing digital PE, as a proxy for
physical presence of a foreign enterprise in a host jurisdiction, let us now delve into the new and revised
profit allocation rules proposed under the unified approach for attributing profits to such digital PE.

2. The OECD has proposed a three tier approach for profit allocation, namely as follows :

a. “Amount A”, being profits to be allocated to the new concept of digital PE, for which a formulary approach
has been prescribed.

b. “Amount B”, being profits to be allocated to actual functions performed in the host jurisdiction, whether by
the foreign enterprise itself; or by any other entity, generally being a related party, acting as a distributor,
for which the OECD has proposed the application of a fixed return, as a proxy for arm’s length return under
TP for baseline or routine marketing and distribution functions.

c . “Amount C”, being additional profits, attributable to actual functions performed in the host jurisdiction,
beyond the base line or routine functions of marketing and distribution, for which a fixed return has been
proposed as Amount B above.

3 . Let us discuss Amounts B and C first, as they are easily recognizable/ identifiable; and also relate to
present day reality. Amount B refers to the arm’s length profits allocated to functions, ideally distribution
functions, performed in the host jurisdiction. Incidentally, the OECD has proposed to prescribe fixed returns
for routine or baseline marketing and distribution functions to be carried out in the host jurisdiction, which
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may vary with reference to industry and/ or region.

4. As discussed earlier, Amount C refers to the additional profits attributable to actual functions performed in
the host jurisdiction, beyond the base line or routine functions of marketing and distribution, for which a
fixed return has been proposed as Amount B above. The determination of Amount C is proposed to be
carried out with reference to arm’s length principles of transfer pricing, namely after taking into account the
FAR profile of the entity carrying out the necessary activities and functions in the host jurisdiction.

5. Thus, a combination of Amount B and Amount C appears to be the profits allocable to the actual functions
carried out in the host jurisdiction, having regard to the FAR analysis of the entity carrying out such
functions, with reference to the arm’s length principles of transfer pricing. In case the relevant entity in the
host jurisdiction only carries out baseline or routine marketing and distribution functions, then the fixed
return under Amount B, which may be prescribed by the OECD as a measure of safe harbour, would be the
all-pervasive profits allocable to the host jurisdiction under the existing texture of tax treaties; and no resort
would need to be made to Amount C.

6. The OECD is contemplating to set up a robust mechanism for dispute prevention and resolution, relating
to determination of the profits under Amount C, which incidentally is the scenario existing even in the
present day.

7 . We shall now discuss the new element of allocation of profits to digital PE, being Amount A. This is a
completely new phenomenon; and is proposed to be applicable to attribute profits only in the context of the
new nexus rule for digital PE; and not for existing concepts of PE and transfer pricing under the current
textures of Article 7 and Article 9 of international tax treaties.

8. Amount A is proposed to operate in the following manner :

a . The global profits of the foreign MNE group is intended to be first ascertained with reference to the
relevant business line and/ or regional/ market basis, whichever may be more appropriate, from consolidated
financial statements, prepared in accordance with GAAP or IFRS.

b. From such global profits, a fixed percentage for routine functions, as may be prescribed by the OECD, is
proposed to be deducted, in order to arrive at the residual profits of the MNE group, which may be said to
relate to intangibles and value drivers of business.

c . Incidentally, the fixed percentage for routine functions, as referred to above, are meant to cover all
routine functions performed by the MNE group across all countries in the world, namely covering
manufacturing, procurement, distribution, etc.; and have no relevance whatsoever to the routine returns
awarded to marketing and distribution functions in any particular jurisdiction under Amount B, as above.

d . The residual profits arrived at, as referred to in paragraph (b) above, would then be split to marketing
jurisdictions across the world, wherever the MNE group would be selling products/ services, by applying a
fixed percentage, which may vary with reference to industry, business line, etc.

e . Once the split of residual profits, as may be allocable to marketing functions is determined, then such
moderated residual profits would be allocated to the digital PEs of each market jurisdiction with reference to
an allocation key, which appears to be sales.

9. Thus, allocation of profits to the new concept of digital PE is proposed to be carried out by the OECD by
resorting to a formulary approach under fractional apportionment, since, as per the OECD, the existing arm’s
length principles of transfer pricing may not be adequate to cater to the new concept of digital PE, created
without the conventional or traditional physical presence of an enterprise in the host jurisdiction.

10. A reflection upon the proposed mechanism of allocation of profits to digital or virtual PE under Amount A
would throw up the following points for deliberation :

a. The digital PE appears to be a proxy for actual functions, which might have been carried out in the user or
market jurisdiction, had the business been of a brick and mortar type and not digital.

b . The two functions, which can generally be conceived to have been performed in the user or market
jurisdiction, for which a proxy is being conceived of by the OECD as part of BEPS Action 1, are the ones
relating to the two extreme sides of the supply chain, namely procurement; and marketing and distribution.

c. The question arises, namely what would be the drivers or sources of residual profits that one can ascribe
to; or associate with, procurement and marketing and distribution functions, particularly the latter, since
allocation to residual profits of an MNE Group to market jurisdictions is being proposed to be carried out with
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reference to the sales ?

d . Generally, residual profits can be attributed to intangible assets, being – (i) trade intangibles, which
constitute of patents, technology, copyright, software, etc., which are created through research and
development functions; and (ii) marketing intangibles, which constitute of trademark, brand, distribution and
dealership network, etc., which are created through intense marketing and distribution functions. Residual
profits can also be attributed to key and strategic functions, performed by senior personnel; and the
assumption of related risks.

e. There is no doubt that trade intangibles and their associated rewards cannot be attributed to any digital
PE. The OECD has also clearly acknowledged the same in the public consultation document. Further, the very
concept of digital PE presupposes that the strategic functions are also not physically performed in the
market jurisdiction.

f. In that case, would the residual profits, that the OECD postulates to ascribe to the digital PE, relate only to
marketing intangibles ? If that be the case, then to the extent such marketing intangibles, which would
obviously refer to unique or non-routine marketing intangibles, are already contributed by distributors in the
market jurisdiction, for which adequate arm’s length remuneration would have otherwise been provided
under the conventional or traditional concepts of transfer pricing, being covered through the combination of
Amount B and Amount C, as discussed above, the same should not be allocated to the digital PE of the
foreign enterprise for attributing any amount of residual profits relating to the same to the digital PE. The
OECD also acknowledges this aspect of the matter in the public consultation paper; and admits that further
work is warranted in order to prevent such duplication of rewards at the level of the marketing jurisdiction.

g. Then the only marketing intangibles; and the associated rewards, which may be allocated to the digital PE
under Amount A, would be that related to marketing and advertisement functions, which are not performed
in the market jurisdiction; and thus, are not already captured as part of Amount B and Amount C. Such
marketing intangibles can be associated with advertisement and marketing functions, if any, performed
through the website or apps of the foreign enterprise, which may be held to constitute digital PE. Now, for
attributing profits to such unique marketing intangibles, if any, would it be prudent to resort to a formulary
approach, instead of applying the conventional residual profit split method under traditional transfer pricing
principles, by taking the functions of advertisement and marketing actually performed in the market
jurisdiction, if any; and through the website and app, as one cohesive whole; and thereafter applying the
sophisticated techniques of the residual profit split method ?

h. While there is bound to be an element of subjectivity in such analysis, yet through proper administering of
the process, one should be able to arrive at more scientific and logical results, instead of applying a
formulary approach, whereby it is assumed that in any and every case, irrespective of the class and nature
of advertisement spend done on the website or app interalia for the relevant marketing jurisdiction, some
element of unique marketing intangibles would have mandatorily been contributed by the digital PE of the
relevant market jurisdiction.

i. The OECD may thus consider the above aspect before putting its final stamp of approval on the formulary
approach for attribution of profits to digital PE, for what it appears to be, only relating to unique marketing
intangibles contributed by such digital PE.

j . There is another aspect with respect to the formulary approach conceptualized for attributing profits to
digital PE as part of Amount A, as above. As discussed earlier, the two functions, which can generally be
conceived to have been performed in the user or market jurisdiction, for which a proxy is being conceived of
by the OECD as part of BEPS Action 1 in the form of digital PE, are the ones relating to the two extreme sides
of the supply chain, namely procurement; and marketing and distribution.

k. While we have touched upon the aspect of marketing and distribution functions, as above, with a humble
suggestion that perhaps a formulary approach is not warranted for hypothesizing an omnipresent unique
marketing intangible being contributed by the digital PE; and accordingly allocating a slice of the residual
profits of the MNE Group to such digital PE, let us now touch upon the procurement functions, for which it
appears, that the OECD has not conceived of attributing any returns.

l. Procurement functions may be synonymized with social network companies, collating data from millions of
active users on social network platforms, on their preferences for lifestyle, accessories, vacations, etc., which
may be supplied to various business houses for targeting either individual buyers; or a particular community
of buyers in a jurisdiction.

m. Had it not been for such social network sites, then perhaps an MNE Group would have been required to
deploy several hundred of work force in a user jurisdiction to gather data from various people. In such
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scenario, the user jurisdiction would have received an arm’s length or market driven reward for the
procurement efforts of the work force referred to above.

n. However, there would not have been any value, as such, for the data, which the work-force would have
otherwise collected from the users in the jurisdiction, as opposed to the scenario of procurement with
reference to tangible products or services, where the sourcing jurisdiction is allocated with a reward for both
the functions of procurement (post BEPS Action 7, procurement functions would not qualify as preparatory
and auxiliary, so as to be exempt from the threshold of PE); and also the functions of actual manufacture of
products or delivery of services.

o. In the brick and mortar world, the data with reference to customer habits, would not have itself cost any
additional amount, namely beyond the arm’s length/ market driven rewards associated with the procurement
functions thereof. It is only after such data was processed through niche technology, software, etc., which
would have taken place at the level of the headquarter of the foreign enterprise; and not in the user
jurisdiction, that the processed data would have been valuable, when sold to various global organisations,
seeking to sell products/ services to the customers in the said user jurisdiction.

p. In the digital world, the social networking platform is a proxy for procurement of the raw data, without any
physical intervention in the user jurisdiction. It is a fact that through the social networking platform, the MNE
Group is able to gather much more data as compared to efforts through normal human intervention; and
thus, with the concept of “scale without mass”, the efficiency of procuring data would have increased
manifolds under the digital regime.

q. However, the point to ponder is that what are the business drivers of such digitized form of procurement of
data; and further, where are they located ? Clearly, the business drivers would be the platform for social
networking, which would have been created through intense research and development at the level of the
headquarter of the MNE Group. The conversion of the raw data into processed data would anyway be carried
out at the headquarter of the MNE Group.

r . Thus, if a digital PE, say through significant economic presence, is conceptualized for the foreign
enterprise in the user jurisdiction, as a proxy for normal functions of procurement of data, though at a much
larger scale, would any portion of residual profits, which can conceivably relate only to trade intangibles in
the case of sophisticated procurement functions through digital mode, be allocated to the user jurisdiction ?
It is difficult to comprehend of an affirmative answer in the instant case. Further, as discussed above, the
OECD has also acknowledged the fact that trade intangibles; and their associated returns cannot be
attributed to any digital PE.

s . How would then routine rewards be attributable to procurement of data to a user jurisdiction through
digital mode, namely without human intervention, particularly when one may not be able to ascribe any cost
to the raw data, for the purposes of applying any mark-up thereon in order to arrive at any arm’s length ?
Probably, more research needs to be carried out by the OECD, before coming up with any conclusive answer
or solution in this regard.

It is expected that the OECD shall consider the above aspects; and many more, which erudite commentators
from across the world would highlight as part of the response to the public consultation paper on the unified
approach to digital taxation. One also appreciates that many of the decisions would be taken having regard
to geo-political considerations around both developed and developing countries, barring USA, which is the
home of majority of the digital giants, vying for a pie of profits and related taxes earned by such companies.
No doubt, the days ahead would be extremely interesting and also challenging for both tax administrators
and taxpayers.
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