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Purpose of the blog1.

This blog raises the question as to whether the Pillar I Amount A proposal is consistent with the value creation
standard? Naturally, as a start, the question arises as to what the value creation standard is.

Value creation standard2.

Although the meaning of value creation, as used in the BEPS project, was never clarified by the OECD, it has
received significant academic attention. In fact, the concept has been extensively criticized.[1] Putting aside
the criticism, we believe that the value creation concept does the job of a “source”[2] rule. In other words, it
determines the countries that are allowed to tax an enterprise’s cross-border business income.

To elaborate, under the current framework, business income is generally “sourced” in the state where an
enterprise conducts business or economic activities with its production factors (such as employees).[3]. The
history of the current framework can be traced back to the work undertaken by the League of Nations in the
1920s.[4] The League of Nations concluded that income of business enterprises/commercial establishments
should  be taxed in  the state  where an enterprise  has  its  “origin”.  “Origin”  was defined as  the place where
“earnings are created” by human agency.

In early 2000s, the OECD once again discussed this framework[5] and concluded that the international
corporate tax base should be allocated among states based on the “supply” approach (which is based on
production factors) as opposed to a “supply-demand” approach (which is based on production and demand
factors). It seems that the BEPS project has also reinforced the application of the “supply” framework, as
several Actions of the BEPS plan have reinforced the application of activity-based concepts. For example,
BEPS Actions 8-10 now provide detailed guidance on the concept of control over risk and DEMPE; BEPS Action
5 introduced the substantial  activities  test;  and BEPS Action 6  provides  that  treaty  benefits  will  be  granted
only to taxpayer structures that are linked to core commercial activity. Thus, in our view, if a corporate
taxpayer’s personnel, such as employees, performs relevant activities only in Country R (assuming Country R
is also the state of its tax residence), then business income derived from those activities should prima facie
be taxed only in that state under tax treaty and Transfer Pricing (TP) rules.[6]

On the other hand,  from an international  corporate tax perspective,  when Company R from Country R
conducts business in Country S through “origin”, “supply”, or “value creation” factors therein (such as its
employees), then the latter state taxes the income linked to those factors.[7] From a legal taxable nexus
perspective, the value creation factors in Country S could either be a part of the same enterprise (such as a
PE)[8]  or  a  separate  related  entity.  From a  profit  allocation  perspective,  TP  rules  are  typically  employed to
allocate profits to the separate related entity[9] or to the PE.[10]

The Pillar I debate3.

In addition to acting as a “negative source” rule,[11] the value creation concept has also been used to argue
for the development of a “positive source” rule.[12] Indeed, with the rise of digitalization, policymakers are
currently being confronted with the issue of how a user/market country can tax the business income of an
enterprise operating in  the digital  space.  While  this  issue was being debated heavily  in  academic and
policymaking  circles  in  2019,  the  OECD  issued  a  Public  Consultation  Document[13]  offering  the  following
three solutions:  the user  participation (UP)  approach,  the marketing intangibles  (MI)  approach and the
significant  economic  presence  (SEP)  approach.  Of  these  three  approaches,  the  first  two  were  linked  to  the
value creation concept.  The UP proposal  argued that a user creates value and not the activities of  the firm
itself. This proposition should be dismissed as the mere availability / contribution of raw data by users does
not  create  value  for  an  enterprise.  The MI  proposal,  on  the  other  hand,  argued that  the  activities  of  a  firm
create intangible value in the minds of the customers/users and proposes to tax such intangible value. This
line of thinking stays within the boundaries of the value creation concept. In the latter part of 2019, these
three  approaches  were  merged  in  the  OECD’s  Proposal  for  a  Unified  Approach  under  Pillar  I  (Pillar  I
Proposal),[14] which comprises, in particular, of Amount A.[15] One can raise the question of whether Amount
A is consistent with the value creation standard (as the present authors understand it).

Our perspective4.

On the one hand, it could be argued that out of these three proposals, from a conceptual perspective Amount
A seems to be built on the MI proposal. To elaborate, the value creation standard should, to begin with, be
seen from a supplier’s (firms) perspective. This would imply that the standard clearly permits taxation in the
state where the firm performs its activities with its personnel (as discussed earlier). This also implies that the
standard permits taxation in the market country to the extent that the non-resident supplier has created
value in that state. Indeed, it is reasonable to state that many MNEs currently create “intangible” value in the
market  country  as  a  result  of  their  own  efforts.  This  intangible  value  could  either  stem  from  extensive
investments  to  develop  the  goodwill  of  their  trademarks,  i.e.  their  brands.

To elaborate, a trademark is a sign that is controlled by one legal proprietor, the trademark owner. The
trademark owner is conferred a legal monopoly by a public authority – generally a State – over the use of the
sign in a given territory.[16] From an economic point of view, a trademark is a benchmark that indicates the
origin of a good or service;[17] as such, the trademark creates incentives for the trademark owners to
propose goods or services of at least constant quality.[18] This system works because the legal monopoly to
use the trademark makes it impossible for competitors of the trademark owner to duplicate the protected
sign.[19]

A brand,  by contrast,  is  a  marketing term which may be defined as a “name, term, design,  symbol,  or  any
other  feature  that  identifies  one  seller’s  good  or  service  as  distinct  from  those  of  other  sellers”.[20]
Fundamentally, the origin of the value of a brand is found in the exclusive right of the owner of the trademark
on which the brand is based to use the protected sign.[21] To determine the value of a brand, particular
attention is paid to consumer preferences[22], sunk costs[23], access to consumers,[24] market phase[25]
and to the possible existence of a wide portfolio of products that may be obtained under strong brands.[26]
These various elements may constitute barriers to entry for competitors from the brand owner.[27] These
barriers to entry have, to some extents, similarities to the barrier to entry deriving from the existence of an
exclusive contract[28]

For undertakings, the importance of brands goes far beyond the functions usually attributed to trademark law.
The reason therefore is that a brand has goodwill attached to it, which may make it one of the most important
assets of an undertaking.[29]

Firstly,  brands  retain  various  intellectual  property  rights  that  provide  brand  owners  with  legal
protection and enable the owners to invest in their brands. As already stated, the protection issued to
trademark law profits  to  brand owners.  In  addition,  a  package can be protected through copyrights
and designs, and a manufacturing process can be preserved by a patent. For this reason, thanks to
the exclusivity provided by the state, brand owners have the incentive to improve their products and
to differentiate them from competing products.[30]
Secondly,  brands  represent  a  competitive  and  financial  advantage:  the  loyalty  associated  with  a
brand “provides predictability and security of demand for the firm and creates barriers to entry that
make it difficult for other firms to enter the market”.
Thirdly, brands reduce barriers to entry for their owner, because the holding of an existing brand may
be an important asset for a firm willing to diversify its activities into a new market: the brand, in that
sense, will be an indicator of quality of the new product.[31] As a means of identification, brands also
simplify the handling or tracing of products.[32]
Finally,  “brands use non-price factors to differentiate products and drive purchasing decisions along
non-functional  dimensions”.[33]  Brands  thus  enable  firms  to  differentiate  their  products  not  only
through the four elements which can traditionally be copied by competitors, namely product, price,
place and promotion, but on the basis of the personality of the product, which is an element of
differentiation between products that cannot be duplicated.[34]

It is fundamental to stress one more time that brands find the origin of their economic importance in the legal
protection granted by trademark law. As a consequence of the prevention that trademark law offers regarding
the use of a protected sign to any person who is not authorised by the right owner, the brand of one
undertaking is connected by consumers with the quality of one certain product or service only.

From a tax ‘sourcing’ perspective, a few commentators such as Professor Lawrence Lokken[35] and Professor
Mitchell A Kane[36] have argued that the use of IP could be sourced to the country wherein laws provide legal
protection for that property[37]. Other commentators such as Paul Oosterhuis and Amanda Parsons build on
this line of thinking and state that, under existing principles, ‘a strong argument can be made that the
jurisdiction where the base of customers or a network exists is a natural source for goodwill and customer-
based intangibles’[38].

In light of the above considerations, it could be argued that many MNEs (consumer facing or automated
digital  service  businesses),  as  a  result  of  their  own  efforts  (especially  marketing  efforts),  create  market
related intangibles which are “inherently connected to the sales market”.[39] At the same time, many highly
digitalized businesses, in particular those operating as online advertisers or online marketplaces, create user
networks (which are currently intangible in nature).

Under the current international corporate tax framework, in most circumstances, the value of these intangible
assets that is linked to the user/market country is not taxed. In other words, income that can be “sourced” to
the  user/market  countries  escapes  taxation.  As  Amount  A  seeks  to  allocate  MNE’s  profits  to  user/market
countries (albeit a portion of the residual profits), it seems consistent with the value creation standard (or at
least, our understanding of that standard) [40]. We do acknowledge that this is a debatable proposition.

On the other  hand,  it  could be argued that  Amount A goes beyond the value creation standard as it
incorporates elements of all three proposals. This is especially true as certain elements from the G24 & SEP
proposal  have  been  incorporated  into  the  Unified  Approach  such  as  i)  the  international  corporate  tax  base
should be based on the “supply-demand” approach which takes into account demand side factors – this would
nevertheless ultimately depend on the re-allocation percentages; ii) a predetermined formula should be used
to solve the profit allocation issue, as opposed to facts and circumstances transfer pricing rules; iii) the scope
of Amount A covers cloud computing businesses which are mostly B2B as opposed to B2C.

Way forward and alternate proposals, for instance, UN Proposal5.

Irrespective of the above debate, our view is that the Pillar I blueprint puts forward a strong framework to
arrive at a global consensus. As discussed in the IFA / OECD session today, policy makers should take this
opportunity to advance the international tax debate as opposed to introducing unilateral taxes (e.g. DSTs).
Furthermore, they should stop focussing on bilateral solutions within the existing tax treaty framework (e.g.
the UN Proposal[41] on digital services which was made without a proper impact assessment as compared to
Pillar I which, in combination with Pillar II, seeks to raise USD 50-80 Billion per year). In fact, the UN proposal,
on the face of it may seem an easy solution, but is loaded with challenges. A thorough analysis might indicate
that its gross withholding approach (Art. 12B Para 2) may not really be in the interest of developing countries
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in light of its various features, for example, not being applicable to businesses beyond ADS businesses
(restrictive scope) as well as its sourcing rules (Art. 12B Paras 6-7). Additionally, in situations wherein the
income is connected with a PE, the rules throw you back to Article 7 (Art. 12B Para 5). In such circumstances,
if  the profit attribution rules are not changed then the income that could be attributable to the PE could be
minimal or zero. Also, from a taxpayer’s standpoint, the net taxation approach under the proposal (Art. 12B
Para 3) does not provide rules for loss relief as compared to the Amount A proposal (pre regime losses or
losses within the regime) as well as rules dealing with segmentation. Moreover, as it stays within the existing
framework, it does not provide a strong tax certainty mechanism for taxpayers. Thus, the UN proposal, which
is a “rushed” out proposal, is prone to disputes which could ultimately lead to double taxation. These matters
will be discussed at a later point in time. Stay tuned.
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