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l. Introduction

For nearly a century, income tax treaties have served as the primary—if
limited—mechanism for coordinating cross-border taxation of business income in
a manner that aims to avoid double taxation. It has traditionally done so through
limited interference in the affirmative design of “local-country” tax regimes, and
broadly-framed limitations on source-based taxation—whether through reduced
gross basis withholding taxes or through limitations on the net basis taxation of
business income via fairly standardized permanent establishment and associated
enterprise articles.

The current phase of the OECD’s ongoing Base Erosion and Profit Shifting
initiative—often called BEPS 2.0—represents a potentially fundamental shift in
the international tax framework, attempting a more far-reaching coordination
among taxing jurisdictions in the design of their taxation regimes than has previ-
ously been attempted through the traditional treaty system. Of particular note,
the first of the two “Pillars” that form the basis for BEPS 2.0 aims to expand
source-based (or more precisely market-based) taxation of business income via
a new taxation regime that departs from conventional cross-border taxation of
income both in the measurement of business income and in the allocation of
taxing rights with respect to that income.

The concepts underlying Pillar I taxation represent a new, fundamental challenge
to the tax treaty system both because of their abandonment of the traditional
limitations on taxation of cross-border business income, and because of the nature
of the new tax that Pillar I, however precisely designed, would implement. On the
one hand treaties will need to be revised to pare back certain of the core principles
that have long animated the taxation of cross-border income, most notably the
principles of separate entity accounting, arm’s-length pricing, and limited taxable
nexus. On the other hand, treaty partners will need to determine the extent to
which the precise design of Pillar I taxation—both its affirmative design and the
design of the correlative relief that will be needed to avoid double taxation—will
be left to the treaty negotiation process (and perhaps the post-ratification “treaty
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regulatory process”) vs. domestic law. In essence Pillar I
proposes to carve back the scope of treaties and the tradi-
tional limitations imposed by treaties, thereby leaving a
hole in the international tax system. How that hole is filled,
and by whom, will in turn influence the design of Pillar
I taxation, the role of treaties in that design, the relative
authority of domestic taxing authorities vs. international
coordinating bodies, and the prospects for double taxation
in the international tax arena.

This article will first provide a brief overview of the Pillar
I proposal set forth in the OECD’s Public Consultation
Document released in October of 2019. It will then
explore certain of the policy and design questions left
unanswered by the Public Consultation Document, not
with a view to proposing resolutions to those questions,
but as a prelude to considering the process viz which those
questions might be answered. These design questions,
while prompted by the Public Consultation Document’s
proposal, are fundamental policy issues that will need to be
addressed by any Pillar I-type proposal that aims to estab-
lish a new basis for cross-border income taxation based on
the core principles articulated in the Public Consultation
Document—that is, taxation based on group-wide (rather
than entity-specific) income, and increased allocation of
income to market jurisdictions.

Next, this article examines the approaches for imple-
menting Pillar I taxation, in particular the prospects for
affirmative implementation of Pillar I taxation and the
impact that such implementation may have on the scope
and relevance of income tax treaties. In essence, Pillar I
taxation rests on the premise that current treaty-based
restrictions on the taxation of cross-border business
income will be relaxed, opening the door to the question of
who will get to fill those gaps in a manner that balances the
goals of certainty, administrability, national sovereignty,
and prevention of double taxation.

Finally, assuming that a new Pillar I tax is implemented,
appropriate correlative relief will be necessary to prevent
double taxation. Accordingly, the final section of this
article examines the design of the correlative relief that
will be necessary to alleviate double taxation, and the
U.S. tax implications of the various approaches to the
design of such correlative relief. While the precise design
of correlative relief is largely a question of domestic law
(at least under the current treaty framework), Pillar I taxa-
tion presents new challenges for the design of correlative
relief. These challenges present similar issues regarding the
scope of tax treaties in a Pillar I world, and treaties’ role
in preventing double taxation while respecting traditional
notions of national sovereignty in the design of national
tax systems.
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Il. Pillar | Taxation—A Brief Overview

On October 9, 2019, the Secretariat released a pub-
lic consultation document (the “Public Consultation
Document”) setting forth a Proposal for a “Unified
Approach” under so-called “Pillar I.”! The proposal traces
its roots back several years to the OECD’s Base Erosion
and Profit Shifting Project, which identified “Addressing
the Tax Challenges of the Digital Economy,” as one of its
action items.” A series of interim reports culminated in
the May 2019 release of a Programme of Work, which
set forth two “pillars” to address certain perceived gaps or
shortcomings in the current approaches to the taxation
of cross-border business income.’

The first “pillar,” Pillar I, focuses on the need to revise
concepts of taxable nexus and income allocation so as to
ensure that more business income is “allocate[d] ... to
the jurisdiction of the customer and/or user.” The stated
impetus for this policy change was a product of changing
business models that permitted (i) the achievement of
business scale without commensurate “mass”; (ii) increased
reliance on intellectual property as a driver of business
profitability; and (iii) in certain cases, increased reliance
on user data and participation to generate business profits.®
In addition, the proliferation of unilateral measures by
various jurisdiction to address these challenges potentially
threatened the international tax system through increased
double taxation of cross-border business income.®

The approaches to addressing these developments out-
lined in the Programme of Work all shared certain key
features including revising the current taxation rules to
cause businesses to have a taxable presence in a jurisdiction
without necessarily having a physical presence; allocating
taxable income based on the overall profits of the business
rather than the profits of any particular entity within a
corporate group; and adopting simplifying conventions
that would facilitate a more certain and formulaic alloca-
tion of profits. To that end the Programme of Work set
forth three options for addressing Pillar I. The first, the
so-called modified residual profit split (“MRPS”) method,
would allocate an “MNE group’s non-routine profit that
reflects value created in the market that is not recognized
under existing profit allocation rules.”” This method would
involve a four-step procedure whereby a group would
(i) measure its total group-wide profit, (ii) determine its
“routine” profit, (iii) split its non-routine profit between
marketing and other non-routine profits, and (iv) finally
allocate non-routine “in-scope” profits to the relevant
jurisdiction(s).*

The second approach—called the formulary appor-
tionment approach—was similar to the MRPS approach
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except it would allocate a// of the group’s profits based on
certain allocation keys, and would not purport to segregate
routine and non-routine returns.’

The third approach, called the distribution-based
approach, would not attempt to reallocate group-wide
profits. Rather, hewing more closely to existing models for
cross-border business income taxation, it would adopt new
standards for determining acceptable levels of profitability
for distribution entities operating (or perhaps deemed to
operate) in the market jurisdiction, so as to ensure addi-
tional profits were allocated to the market jurisdiction,
potentially including adjustments for higher or lower
group-wide profitability."

‘The Unified Approach to Pillar I outlined in the Public
Consultation Document represents something of an amal-
gamation of all the approaches outlined in the Programme
of Work. Under the Public Consultation Document, in-
scope businesses—generally defined as “consumer-facing
businesses” above some size threshold—would allocate
their income among the various jurisdictions in which
they operate and sell their goods under a new three-tier
system, labeled as Amounts A, B, and C."" Taking them
out of order, Amount B would represent a fixed return that
would need to be earned by an entity conducting certain
functions in a jurisdiction—most notably marketing and
distribution functions, but perhaps other functions as well,
such as research and development services or manufac-
turing activities.'” Thus a limited-risk distribution entity
within a corporate group that markets and distributes
goods in Jurisdiction X would be entitled to earn at least
some fixed return in that jurisdiction in consideration for
its activities there.

Amount C would represent additional remuneration to
which an entity is entitled if it performs certain functions
beyond those compensated viz Amount B."

Finally—and perhaps most importantly—Amount
A would represent a portion of the total income of a
multinational business—generally measured based on
consolidated financial reporting data—that is in excess
of a “routine return.” Such excess return would likely be
calculated based on fixed formulas as well.'* That portion
of the group’s excess return would in turn be allocated on
a formulaic basis based on the group’s relative sales (or
users) in each applicable jurisdiction.” Put differently, to
calculate Amount A, a corporate group would measure
its total group-wide profit. Profits over a certain pre-
determined threshold—e.g., profits in excess of a 10%
operating margin—would be deemed “residual returns.”
A fixed percentage of those residual returns—e.g., 10%
or 20%—would be deemed attributable to the “market
jurisdictions” in which the MNE group has its customers.
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That “market residual return” would then be allocated on
a single sales-factor formulary apportionment basis—i.e.,
allocated to each jurisdiction based on the portion of
sales in that jurisdiction relative to the group’s worldwide
sales. The Public Consultation Document’s Amount A
thus has some elements of the MRPS approach and some
elements of the formulary apportionment approach from
the Programme of Work, while Amount B and (perhaps
Amount C) reflects certain elements of the distribution-
based approach.

What this high-level overview elides is the range of
detailed policy decisions that are left unanswered by the
Public Consultation Document. The following section
highlights certain of those open policy questions and the
issues involved, which in turn leads to a discussion of who
will make those policy decisions and what implications
that will have for the continued relevance and scope of
the international tax treaty network.

II. Pillar I's Unified Approach—Some
Questions Left Unanswered

As is perhaps evident from the Public Consultation
Document, there are many key decisions left unanswered
by the Public Consultation Documents high-level descrip-
tion of its proposal. This section will discuss a few of those
open questions, not with the goal of providing specific
policy recommendations, but rather to highlight the vast
range of decisions that need to be made in designing a
Pillar I tax, which in turn opens the door to the Pillar I
implementation questions that are discussed in the fol-
lowing two sections.

a. Who—Pillar I's Consumer Facing

Businesses

The first question that must be answered is who is subject
to Pillar I taxation. In that regard it is clear that the Public
Consultation Document contemplates some size threshold
that would exclude smaller enterprises from the scope
of the tax.' It is likewise clear that no industry-specific
“ring-fencing” is contemplated by the Public Consultation
Document.

Beyond that, the scope of the tax becomes less clear.
The Public Consultation Document says that it will
only apply to “consumer-facing businesses,” with “con-
sumers” defined in a brief footnote as “individuals who
acquire goods and services for personal purposes (i.e.,
outside the scope of professional or business activity).”"’
Outside of the clearest examples of businesses selling
purely consumer goods directly to consumers, the scope
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of “consumer-facing businesses” will require significant
further delineation.

For example, there are many goods and services that are
used or consumed by both “consumers” and “customers,”
with the Public Consultation Document defining the latter
as generally including a// purchasers of a good or service
(including business customers that are not end-users)."®
The Public Consultation Document does not address the
treatment of these types of “mixed-use” goods and ser-
vices, into which category one might place a wide range
of goods and services—computers, smartphones, many
types of computer software, internet searching, transpor-
tation services, financial services, legal services, and the
list goes on. In some instances, these goods and services
might travel in different distribution channels when sold
to businesses rather than consumers. In that regard, to
the extent Pillar I permits any business-line segmenta-
tion in the measurement of Amount A, enterprises could
potentially segregate their business-to-business segments
from their business-to-consumer segments, with only the
latter within scope. Of course, any type of segmentation
presents a range of follow-on issues, some of which are
discussed further below.

It is less clear how one would delineate where goods and
services are sold through the same channels to both con-
sumers and customers. One could adopt a “predominant
character” type of test whereby goods and services that are
predominantly consumed by consumers are treated as such
even when sold to businesses. Alternatively, one could do
some other type of rough delineation of revenues from
“consumers” vs. “customers,” although such delineation
may need to vary by industry depending on what type of
information is both available and relevant in the particu-
lar industry. In all events, countries imposing Amount A
taxation (as well as those agreeing to cede taxation over
a reallocated Amount A) will need to reach agreement
regarding the treatment of mixed-use goods and services.

In addition to determining the treatment of mixed-use
goods, a final design for a Pillar I tax will need to resolve
on the treatment of “intermediate” goods and services. The
Public Consultation Document is clear that final goods
that are sold to consumers through distributors, whether
related or unrelated, are within scope of the tax. Beyond
that basic case, there is a broad range of non-final goods
and services that are incorporated into final goods that are
in turn sold to consumers, which are left unaddressed by
the Public Consultation Document. This typically arises
in two contexts—component parts that are incorporated
into final goods and intermediate goods that are subject
to further manufacture before ultimate sale. Neither of
these scenarios is new to U.S. tax law. In the context of
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measuring subpart F income, the question of what consti-
tutes “manufacturing” for purposes of Code Sec. 954(d)’s
foreign base company sales income rules has long been
debated, with some modicum of resolution having been
brought to the area, albeit over time, via regulations under
Code Sec. 954(d)." More recently, the new foreign derived
intangible income (“FDII”) regime enacted as part of the
Tax Cuts and Jobs Act (“TCJA”)* has given rise to further
rules to determine when sale of a good that is incorporated
into another good meets the requirements for “ultimate
consumption” outside the United States so as to potentially
be eligible for the beneficial tax rate applicable to FDIIL.*!
Whether, and to what extent, a final Pillar I proposal will
adopt any of the U.S. approaches to what constitutes
manufacturing and when to “trace through” a component
part, or treat the sale of a component part as the sale of a
“consumer good,” all remains to be determined.

To the extent that non-final goods are treated as within
the scope of the proposal, further rules will need to be
crafted to determine the location of such sales. Since the
Pillar I proposal requires an allocation of profit to the
“market” jurisdiction, rules will need to address the loca-
tion of sale of non-final goods—i.e., place of sale of the
intermediate good or place of sale of the final good into
which the intermediate good is incorporated? And if the
latter, how will the proposal address informational chal-
lenges faced by sellers of intermediate goods regarding the
location of sales of the related final goods?

Finally, the proposal does not address the treatment of
royalty income from the licensing of intellectual property
that is incorporated into goods or services that are in
turn sold or provided to consumers. There may be some
licensing income that is earned through sales of goods to
consumers where the product does not undergo further
manufacture or transformation but is simply sold through
adistribution channel—for example, certain media goods
or software licenses.

But other licensing income may be earned with respect
to intangible property where the ultimate good or service
is clearly not the same “thing” as the licensed intangible
property—pharmaceuticals being an obvious example. Is
third-party licensing income intended to be within the
scope of the Pillar I proposal?** If so, does the licensor
have to have its own consumer-facing business to which
the royalty income is allocated or is the consumer-facing
business of the licensee imputed to the licensor? Further,
whose sales are relevant in the geographical allocation of
licensor’s royalty income—licensor’s own sales from other
products it sells (if any) or licensee’s sales? And if licensee’s
sales, is it only licensee’s sale of the goods embodying the
licensed IP or licensee’s overall worldwide sales (which
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licensee presumably otherwise uses to determine the
allocation of its Amount A). If it is the former, would
licensee have to somehow specially allocate the cost of
that royalty to the Amount A income that is allocated to
certain jurisdictions with respect to that product, or would
licensee simply treat the cost like any other expense that
is effectively spread over all of its sales thereby creating a
mismatch between the effective jurisdictional allocation
of the royalty expense and that of the royalty income. If
it is the latter, then licensor’s allocation of its Amount A
would be determined by sales of products that are com-
pletely unrelated to its licensing activity.

If, on the other hand, licensing income is carved-out of
Pillar I taxation more broadly, a potential asymmetry is cre-
ated between the taxation of income from the commercial
exploitation of self-developed intellectual property vs. the
commercial exploitation of licensed intellectual property.

A compromise path could draw lines based on the rela-
tive size of the royalty stream as compared to the sales of
the product or the profitability of the product, or some
other metric that attempts to include licensing income
where the underlying intellectual property is a “large” por-
tion of the value of the final good. But again, agreement
would need to be reached on such line-drawing exercises.

b. How Much: Pillar I's Measurement and

Allocation of Amount A

Once it is determined who is within scope of the new Pillar
I taxation regime, the question becomes how to measure
the income that is subject to reallocation under the Pillar
I proposal. Or put more simply—how is Pillar I's Amount
A measured and allocated. The Public Consultation
Document indicates that the measurement of Amount A
would be based primarily on a business group’s financial
accounting income, with a portion of the operating profits
above a certain threshold subject to reallocation to “market
jurisdictions” based on the proportion of the group’s sales
(or in certain cases users) in each jurisdiction. That is, the
Amount A tax base would be based on financial accounting
income, while the Amount A allocation would be based
entirely on location of sales (or users).

The use of financial accounting income is presumably
driven at least in part by the need to have a common tax
base for determining Amount A so as to minimize the risk
of double taxation. But the use of consolidated financial
income as a basis for measuring residual taxable income
leads to the question of what adjustments, if any, should be
made to the computation of financial reporting income in
determining Amount A. For example, what adjustments,
if any, should be made in respect of non-wholly owned
consolidated entities—i.e., entities that are consolidated
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for financial reporting purposes (perhaps because of the
level of control over that entity) but are not wholly-owned
economically by the group. Or conversely, what about
entities that are partially owned (perhaps even majority-
owned economically) but are not consolidated for financial
reporting purposes. Should Amount A reflect any of the
income—or be allocated based on the sales—of such
non-wholly-owned entities? And if they are excluded, does
that potentially distort the measurement of Amount A or
create incentives for corporate groups to own high margin
businesses through non-consolidated subsidiaries?

Pillar | taxation, If it is to be
implemented, promises to
fundamentally alter the landscape
for the taxation of cross-border
income by abandoning (in part) the
core principles of separate entity
accounting and arm’s-length pricing.

The Pillar I proposal would also need to address the
treatment of both income and expense arising from non-
ordinary course transactions, such as acquisitions and
dispositions of businesses in M&A-type transactions.
How, if at all, would gain or loss on the sale of assets or
subsidiaries be included in the measurement of Amount
A? Would such income be included in the measurement
of the group’s operating profits and thereby the measure-
ment of its Amount A? If so, does that potentially thrust
otherwise lower margin businesses into Amount A taxation
by virtue of one-time transactions? And how would any
such Amount A be allocated—would the future projected
location of sales of the goods of the sold business be taken
into account, or only actual sales by the relevant corporate
group in the year at issue, which may bear no relation to
the jurisdictional “nexus” of the sold business.

If such extraordinary transactions are excluded, how
does (or should) that impact the measurement of the
buyer’s operating margins in circumstances where the
buyer’s income is reduced in respect of depreciation or
amortization associated with the purchased business assets?
If the seller’s gain is effectively exempt from the Amount
A measurement but the buyer’s basis reduces its Amount
A going forward, a potential mismatch is created, which
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in turn potentially distorts the incentives to engage in
such transactions.

Similar questions apply with respect to intra-group
transactions that are potentially taxable for “regular”
tax purposes but are effectively disregarded in financial
consolidation. For example, if one member of a corpo-
rate group sells certain intangible property to another
in a taxable transaction, the seller may recognize taxable
gain with respect to that asset sale and the buyer may
be entitled to amortization deductions. But no such
income or deductions would be recognized for financial
accounting purposes. As a result, additional tax may be
incurred in the selling jurisdiction upfront and less tax in
the purchasing jurisdiction over time, but the Amount
A measurement would be unaltered, with the potential
for additional Amount A income being allocated to the
selling jurisdiction, effectively allowing that jurisdiction
to tax some of the profit twice—once via the taxable sale
of the intangible property and again via the reallocation
of Amount A.?

Finally, the bases for the measurement and allocation
of Amount A in a particular year and to a particular
jurisdiction will need to be determined. Amount A
could be measured on a purely year-by-year basis, and
could be allocated based exclusively on sales. Such an
approach certainly has the benefit of simplicity. But a
purely annual measurement of Amount A has all the stan-
dard shortcomings that infect annual tax accounting—
i.e., the distortions that arise from not being able to
use attributes (losses, credits, ezc.) that arise in one
period in another. On the other hand, if some notion
of loss carryforwards is introduced into the Amount A
calculation—and presumably losses for this purpose
would mean not just actual losses but any period with
sub-routine returns—additional rules will be needed to
determine the jurisdictional allocation of those losses,
the period for carryforward, and the limitations on use
of carried-forward losses.*

In terms of the jurisdictional allocation of Amount
A, the Public Consultation Document proposes a pure
sales-based apportionment, with Amount A allocated on
a pro rata basis to each jurisdiction in which the taxpayer
group sells its goods and services (perhaps with certain sales
thresholds to exclude jurisdictions with low sales levels).”
The Public Consultation Document does not contemplate
any adjustments to the allocation of Amount A to reflect
differential profit margins in various jurisdictions. By its
nature, a pure sales-based apportionment has the potential
effect of allocating taxable income towards lower-margin
(and potentially loss-making) jurisdictions and away
from higher-margin jurisdictions. As with purely annual
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accounting, sales-based apportionment has the virtue of
simplicity; but perhaps less precision.

c. Pillar | Design—Thematic
Considerations

If there are some common themes to be drawn from
this laundry list of Pillar I questions, two come to mind:
first, there is a clear trade-off between the precision with
which Amount A taxation is levied, and the complexity
of the rules implementing the new tax regime. Relatively
simple, formulaic approaches could be adopted (e.g., no
consumer-facing limitation, no adjustments to financial
accounting, purely annual measurements of Amount A,
and a purely sales-based allocation of Amount A); but
likely at the expense of achieving the purported goals of
Pillar I. On the other hand, intricate line-drawing exercises
may allow for a more precise targeting of the regime, but at
the expense of simplicity. What impact these trade-offs in
turn have on the stability and sustainability of the system
is yet another question altogether.

Second, the more simple the rules for Pillar I taxation,
the more readily those rules can be created ex ante and
potentially agreed to by a broad range of taxing jurisdic-
tions. The more complex and intricate the rules, the
more complicated the “legislative” process, and the more
expansive is the (perhaps inevitable) ongoing “regulatory”
process to define the precise parameters of the Pillar I tax
rules.

The following section explores certain of these imple-
mentation issues, with a focus on the intersection of
Pillar I taxation and the existing tax treaty network, and
the impact that Pillar I taxation may have on the existing
approach to tax treaties.

IV. Treaty Implementation:
Redesigning Treaties to Permit
Pillar | Taxation

Pillar I—and in particular taxation of Amount
A—represents a shift in the traditional approach that
treaties take to the taxation of business income in two
respects: an abandonment of the traditional nexus require-
ment for taxation of business income—.e., the permanent
establishment requirement; and an abandonment of the
arm’s-length principle for determining the taxable income
of a person with such nexus. Common to both of these
is the abandonment of separate entity accounting as the
basis for measuring the business income of an entity
(or a PE) that is part of a larger corporate group. Under
Pillar I, whether a corporate group is subject to Amount
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A taxation in a jurisdiction does not depend at all on the
group having any physical presence in the jurisdiction;
sales to, or users in, the jurisdiction (perhaps above a
certain threshold) are sufficient. Similarly, the profits or
sales of any particular entity within the group are irrelevant
in the measurement of Amount A. Rather Amount A, as
described above, is measured and allocated based on the
profit margins of the entire group (or perhaps a business
segment within the group) and the relative proportion of
the group’s worldwide sales that are made to consumers
in the applicable jurisdiction.

Before delving in to the treaty implementation of Pillar
I taxation, it is worth pausing to note that U.S. imple-
mentation of Pillar I taxation would almost certainly
require legislative implementation either viz amendment
to certain existing provisions, or via the imposition of a
new statutory tax that implements Amount A taxation.*
To the extent Amount A taxation requires taxing nonresi-
dent entities with no U.S. taxable presence under current
U.S. tax rules, changes would need to be made to the rules
regarding what constitutes the conduct of a trade or busi-
ness within the United States under Code Sec. 864, which
is the prerequisite for imposing net basis taxation on the
non-FDAP business income of a non-U.S. person.”” In
the absence of at least some actual business activity in the
United States, it is difficult to see how current law would
permit the imposition of direct net basis taxation on a
non-resident taxpayer.

To the extent Amount A requires taxing entities with a
U.S. taxable presence on an amount of income that does
not reflect the actual income of the entity, changes would
presumably be needed to the income allocation rules of
Code Sec. 482. Code Sec. 482 allows the Secretary to
reallocate income among commonly-controlled entities
if “necessary in order to prevent the evasion of taxes or
clearly reflect the income of any such organizations, trades,
or businesses.””® This statutory authority has generally
been understood to embody the arm’s-length principle,
“plac[ing] a controlled taxpayer on a tax parity with an
uncontrolled taxpayer by determining the true taxable
income of the controlled taxpayer.” Amount A taxation
under Pillar I does not purport to be a measurement of the
income of an entity that the entity would have earned had
it conducted those same activities and transactions with
uncontrolled taxpayers. To the contrary, the very premise
of Pillar I taxation is that a given entity’s income should 7o#
be based exclusively on the entity’s income and activities,
but rather should be based on the entire corporate group’s
income and activities. In other words, Pillar I expressly
rejects Code Sec. 482’s parity between controlled and
uncontrolled taxpayers, instead measuring a taxpayer’s
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income based precisely on its control relationship (most
likely as determined under financial accounting consolida-
tion principles) with other entities in a corporate group.

The U.S. statutory changes necessary to implement
Pillar I taxation could thus be implemented either through
changes to the above-mentioned statutory provisions
themselves, or alternatively through a new “alternative
minimum tax” that simply imposes additional tax to the
extent the Amount A taxable income exceeds the taxable
income as measured under “regular” tax rules. Whichever
way the U.S. version of Pillar I Amount A taxation is
imposed, it seems clear that implementing legislation
will be required.

Turning to treaty implementation, the shift in the
taxation of business income under Pillar I will require a
change to—or override of—the three traditional treaty
provisions—Articles 5, 7, and 9—that limit a jurisdic-
tion’s taxation of business income. Article 5 provides
the traditional definition of a permanent establishment
that forms the basis for a jurisdiction’s taxation of the
business income of a non-resident entity, and it requires
some form of physical presence in the jurisdiction, either
directly through an office or similar physical establish-
ment or through activities of a dependent agent whose
actions can be attributed to the taxpayer.® Article 7 in
turn provides the operative limitation on the taxation of
non-resident business income, limiting it to persons who
carry on business in the jurisdiction through a permanent
establishment and then further limiting the amount of
income subject to taxation to the income that would have
been earned by the permanent establishment if it were a
separate enterprise engaged in the same activities, using
the same assets, and taking on the same risks.*" Articles 5
and 7, taken together, thus embody the physical presence
requirement and arm’s-length standard that Amount A
taxation would violate.

Article 9—the Associated Enterprises Article—in turn
permits a jurisdiction to adjust the taxable income of an
entity that is otherwise subject to taxation in its jurisdic-
tion in a manner that appropriately reflects the income that
the entity would have earned had its related-party dealings
been done on terms consistent with those that obtain
between independent enterprises.’> Or put simply—
Article 9 permits a jurisdiction to make transfer pricing
adjustments, consistent with the arm’s-length principle,
to the income of an entity that is otherwise subject to tax
in its jurisdiction, while also requiring the counterparty
jurisdiction to make appropriate correlative adjustments
so as to mitigate double taxation of the relevant income.*
As with Articles 5 and 7, Article 9 would likewise need to

be narrowed, or overridden, so as to permit the imposition
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of Amount A taxation without regard to the arm’s-length
principle that is embodied in Article 9.

The Public Consultation Document acknowledges
Pillar I's abandonment of these core treaty principles,
and concludes that while Articles 5, 7, and 9 will need to
remain in place to govern the taxation of business income
more generally, they will need to be modified so as to
permit Amount A taxation.*® But the Public Consultation
Document leaves unanswered the question of the extent
to which Amount A taxation is implemented viz income
tax treaties themselves and the process for doing so.

Given that the restrictions imposed by Articles 5, 7, and
9 on the taxation of both resident’s and non-residents’
business income will need to be carved back to make space
for the imposition of Amount A taxation, the question
becomes who precisely gets to fill that space. Traditionally,
tax treaties themselves did not provide the precise terms
for, or conditions of, local country taxation. Tax treaties
may /imitlocal country taxation (either via limitations on
withholding taxes or via the limitations on the taxation
of business income under Articles 5, 7, and 9), but they
generally do not impose tax in the first instance or attempt
to define, other than in broad strokes, the parameters of
such taxation.” A similar approach could be adopted with
respect to Pillar I taxation. In other words, treaties could
broadly craft the contours of a Pillar I tax that would
be permissible under tax treaties via the contraction of
Articles 5,7, and 9, but leave it to each applicable jurisdic-
tion to precisely define Pillar I (and in particular Amount
A) taxation, including potentially what businesses are in
scope and how Amount A is measured and allocated.

This “treaty minimalist” approach in essence represents a
retraction in the scope of tax treaties that effectively leaves
increased space for individual countries to design non-
resident taxation in a manner that is neither restricted, nor
prescribed, by tax treaty. Such an approach requires less
coordination (at least upfront) between and among treaty
partners and preserves a greater scope for individual coun-
tries to design a Pillar I tax as they see fit. Of course, the
flipside of reduced coordination and greater jurisdictional
sovereignty is an increased risk of double taxation. If one
country imposes Amount A taxation in a manner that it
considers consistent with the Pillar I principles, while the
counterparty refuses to grant correlative relief with respect
to a tax that it views as inconsistent those principles, double
taxation would presumably result.

As a procedural matter, that risk can be mitigated
through more effective dispute resolution procedures—
whether binding arbitration between (or among) the
parties, or neutral third-party dispute resolution. But it is
not entirely clear how such dispute resolution would work
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where countries simply have different views on the scope
of Amount A taxation. If, for example, Country A thinks
a certain business is consumer facing and Country B does
not; or Country A wants to impose Amount A taxation on
a particular business segment whereas Country B calculates
residual returns on a group basis; or Country A uses pure
financial statement income and Country B makes various
adjustments, it is not clear how—or on what basis—those
disputes would be resolved. In other words, without a
common substantive framework for Pillar I taxation, the
dispute resolution procedure may be left to falter.

That proposition needs to be caveated, however, as it is
conceivable that case-by-case adjudication could be used
over time to develop a sort of “common law” of Pillar I
taxation. Or put differently, ex ante coordination would
be limited, but over time, through the adjudicative pro-
cess, a certain amount of convergence could be achieved
in the design of Pillar I taxation so as to both increase
certainty and minimize double taxation. This process may
bear certain similarities to the elaboration of the perma-
nent establishment standard and arm’s-length principle
over time through treaty dispute resolution procedures
or through commentaries, technical explanations, and
other fora for elaborating the meaning of treaty provi-
sions outside of the context of treaty-ratified text itself.
If competent authority proceedings can be said to create
a “common law of treaties,” at least as a de facto matter,
then one could at least consider leaving the development
of Pillar I taxation to a similar (likely long-term) process.

Alternatively, in contrast to traditional treaty practice,
the precise contours of Pillar I taxation—both the affir-
mative imposition of the tax and the necessary correlative
relief—could be defined through the treaty process with
a detailed Pillar I taxation regime as the sole permissible
regime that can “fill the gap” left by the carve-back on
the limitations of Articles 5, 7, and 9. Rather than leav-
ing treaties to the role of /imiting taxation in accordance
with broadly-drafted principles, treaties would effectively
impose affirmative taxation in accordance with a detailed
“statutory” scheme; in essence, a treaty-based alternative
minimum Amount A tax. To the extent design decisions
are made upfront, countries could implement them
through their typical legislative procedures, which in the
case of the United States would presumably include both
“regular” statutory implementation through the traditional
legislative process as well as treaty implementation through
the treaty negotiation and ratification process.

Such a “treaty maximalist” approach would expand the
traditional office of tax treaties by leaving to treaties the
affirmative design of (at least some) cross-border business
income taxation. Experience suggests, that such a detailed

MARCH 2020



regime is likely to require not only detailed design upfront,
but also elaboration over time through the typical “gap fill-
ing” regulatory process. Thus, a treaty maximalist approach
would require not only an initial adoption of a detailed
taxation system through the tax treaty network, but also a
coordinated “regulatory” process for providing additional
rules over time. Jurisdictions would effectively need to
cede authority over the design of Amount A taxation
(and perhaps correlative relief) to such a regulatory body.
No doubt, forms of agreed dispute resolution would still
be needed to resolve case-by-case disagreements among
treaty partners; but the aim of this approach would be
to minimize such ex post disputes through greater ex ante
coordination and common rulemaking.

Without here delving into the constitutional questions
involved in choosing among the above delineated paths,
including the question of how much taxing power may be
imposed via tax treaty’® and how much treaty interpreta-
tion authority might be delegated to non-judicial bodies,*”
the question of “who gets to decide” also necessitates a
series of policy decisions regarding which governmental
bodies are given the authority to design and effectively
implement Pillar I taxation—whether national legislative
bodies, regulatory bodies, administrative adjudicatory
bodies, or international or multilateral intergovernmental
agencies. These choices present a trade-off between juris-
dictional autonomy and design flexibility on the one hand
and tax certainty and double taxation relief on the other.

Pillar T implementation thus presents a new challenge
to the treaty system—if Pillar I taxation is to be imple-
mented successfully in a coordinated manner that affords
tax certainty and avoids double taxation, treaties will need
to be given wider berth in the precise design and imple-
mentation of cross-border taxation of business income.
Alternatively, if such coordination cannot be achieved,
treaties will potentially have a more limited role in allo-
cating taxing authority among countries, and thereby in
preventing double taxation.

These questions—while primarily procedural—are not
unrelated to the substantive policy decisions highlighted
in the preceding section. The complexity of the Pillar I tax
system depends in large part on the contours of the tax
and the level of precision that is atctempted in the design of
the tax. The more tailored the tax in its scope—the more
carve-outs and caveats and adjustments—the more design
coordination is required (and to the extent not achieved,
the more risk of double taxation). On the other hand,
the less targeted (and intricate) the tax is in its design, the
easier it should be to achieve coordination regarding its
implementation. The trade-off between design precision
and design simplicity, on the one hand, is thus necessarily
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linked to the trade-off between tax coordination and tax
sovereignty on the other. The decisions on both of these
trade-offs will necessarily determine whether treaties play
a broader role in the coordination of cross-border taxation
or whether the role of treaties is left to contract in the face
of Pillar I taxation.

V. Pillar | Taxation and the Design of
Correlative Relief Through a U.S. Lens

a. Introduction

Having discussed certain of the issues involved in design-
ing and implementing a system of taxation under Pillar I,
the question becomes how would—or should—countries
provide for correlative relief so as to prevent double
taxation of the Amount A income that is reallocated to
another jurisdiction under Pillar I. This section explores
that issue through the specific lens of various approaches
to correlative relief that could be made available under
U.S. domestic law—either as it currently exists or as it
might be revised in response to the imposition of Pillar I
taxation. The precise design of U.S. correlative relief can
yield dramatically different results to U.S. corporations
or U.S.-parented multinational groups whose income
is reallocated to another jurisdiction, whether it is from
the U.S. to a non-U.S. jurisdiction, or from one non-
U.S. jurisdiction to another. And while the answer to
the question is partly a mechanical one—i.e., simply a
question of what adjustments can be made to reflect the
reallocation of Amount A—it also potentially reflects (or
at least can reflect) a conceptual understanding of the
policy underlying Amount A taxation. One’s preferred
approach to correlative relief may be driven in part by
one’s theory of Amount A reallocation. In addition,
one’s preferred approach to correlative relief may depend
on the precise design of Pillar I taxation—in particular
which entities within a corporate group are liable for the
Amount A taxation—the coordination of which may in
turn depend on the answers to the questions discussed in
the preceding section.

The following discussion sets forth three potential
approaches to correlative relief to reflect reallocation of
income under Amount A. Each approach presents a range
of secondary questions and tax results in terms of the mea-
sure of an entity’s taxable income, the rate of tax applicable
to the relevant income, the foreign tax credits available to
mitigate U.S. taxation of that income, and various other
tertiary consequences arising from the potential adjust-
ments (or lack thereof) in respect of Amount A taxation.
The effectiveness of each approach in mitigating double
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taxation also depends on the design of Pillar I taxation,
requiring a coordination between the design of Pillar I
taxation, whether through tax treaties of otherwise, and
the design of correlative relief.

That in turn raises the same set of questions discussed
above regarding the adoption of a “treaty minimalist” or
“treaty maximalist” approach. Tax treaties have generally
afforded countries significant discretion and flexibility in
their design of correlative relief regimes.*® If the precise
design of Pillar I taxation is articulated through tax treaties,
the design of correlative relief could similarly be mandated
through treaties, potentially minimizing double taxation
at the expense of also further restricting jurisdictional
sovereignty with respect to the design and implementa-
tion of domestic tax law. Alternatively, if treaties leave
the details of Pillar I design to individual countries, the
design of correlative relief would presumably be similarly
unprescribed, potentially exposing multinational enter-
prises to greater double taxation. In all events, from a
policy perspective, both Pillar I taxation and correlative
relief should be designed in a manner that maximizes
the possibility of avoiding double taxation, potentially
through the incorporation of priority rules or taxpayer/
taxing authority elections that permit the correlative relief
system to adapt to the design contours of Pillar I taxation,
or vice versa.

This section first outlines the current U.S. approach to
correlative relief, then outlines three potential approaches
to Amount A correlative relief, and finally explores the
various secondary and tertiary consequences of the various
approaches to correlative relief through illustrative exam-
ples. In the context of exploring these approaches to cor-
relative relief, this section will also explore certain design
features of both Pillar I taxation and correlative relief that
can mitigate double taxation through the appropriate
interaction of these two treaty-based regimes.

b. Correlative Relief—A Brief Overview of

Current Law

The United States’ current approach to correlative relief is
effectively a mixture of exemption for, and credit in respect
of, income and the related taxes, that are subject to taxa-
tion in a foreign jurisdiction under a bilateral income tax
treaty. Where a U.S. person that does not otherwise have a
taxable presence in a non-U.S. jurisdiction transacts with
arelated non-U.S. person, under both U.S. domestic law
(Code Sec. 482) and bilateral income tax treaties (Article 9,
Associated Enterprises) the terms of such transactions must
be consistent with the terms that would obtain in a similar
transaction between unrelated parties—i.e., arm’s-length
terms. If such transactions are not on arm’s-length terms,
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and as a result the income of the U.S. person is overstated
and that of the counterparty understated, then under
Article 9 of an applicable tax treaty, the United States is
obligated to make “appropriate adjustments to the amount
of the tax charged therein” to reflect the reduced taxable
income of the U.S. person. That is accomplished by adjust-
ing the terms of the relevant transaction in a manner that
has the effect of reducing the taxable income of the U.S.
person, and increasing the taxable income of the non-U.S.
counterparty. Those so-called primary adjustments have
the effect of exempting the income that had been reported
by the U.S. person from U.S. taxation.”’

For example, if a U.S. person had incurred costs of $50
in manufacturing a good, and it then sold that good to a
non-U.S. affiliate for $80, the U.S. person would report
$30 of taxable income. If it is determined that $80 was
in excess of the arm’s-length price for that good, and it
is agreed that an appropriate price was $70, the U.S.
person’s taxable income would be reduced from $30 to
$20, effectively exempting from U.S. taxable income that
portion of the income that is “shifted” viz the transfer
pricing adjustment to the non-U.S. affiliate.* The U.S.
person does not need to rely on a foreign tax credit to
avoid double taxation since the foreign-taxed income is
effectively exempted from (direct) U.S. taxation via the
transfer pricing adjustment.

Alternatively, if a U.S. person is determined to have
a taxable presence in a non-U.S. jurisdiction because it
operates in such jurisdiction viz a permanent establish-
ment as defined in Article 5 of the applicable treaty, then
the non-U.S. jurisdiction is permitted to levy tax on the
business profits that are attributable to that permanent
establishment. In that circumstance, however, because
the United States does not exempt the permanent estab-
lishment’s income from U.S. taxation, the U.S. person
must rely on the foreign tax credit mechanism to mitigate
double taxation of that income. U.S. bilateral income tax
treaties generally obligate the United States to grant a tax
credit in those circumstances, albeit “[i]n accordance with
the provisions and subject to the limitations of the law
of the United States.”*! While some treaties bolster the
effectiveness of that relief through the resourcing of such
income—i.e., mandating that income (subject to variation
across treaties) that is subject to non-U.S. taxation under a
treaty be treated as foreign source income for U.S. foreign
tax credit limitation purposes—others do not.** So in the
above example, if $10 of the U.S. person’s $30 of taxable
income was determined to be allocable to a permanent
establishment in a non-U.S. jurisdiction, the U.S. person
would still have $30 of taxable income, but would be able
to claim a credit in respect of the non-U.S. income tax
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levied on that $10, subject to all of the applicable limita-
tions that apply to the use of foreign tax credits under
U.S. tax law.

c. The Three Alternatives

With this background in mind, one could describe (at
least) three potential approaches that can be used to
address the reallocation of Amount A income, two of
which are familiar to current law, and a third that would
represent a new approach to relief from double taxation
under U.S. law. The first approach we will call the “Do
Nothing Approach.” Under the Do Nothing Approach,
where Entity A earns income in one jurisdiction that
becomes subject to taxation in another jurisdiction viz an
Amount A reallocation, no further adjustments are made
to the taxable income of Entity A. Essentially, Amount
A taxation is left to operate in the same manner as any
other form of foreign taxation of business income, with
the primary (if not exclusive) mechanism for relief from
double taxation being the availability of a foreign tax
credit. No other “primary adjustments” would be made
via any transfer pricing adjustments in respect of the
transactions (if any) between relevant affiliates. This is
most similar to the current law approach to the taxation
of income earned by a U.S. person through a permanent
establishment.

The second approach is the “Transfer Pricing Approach.”
Under the Transfer Pricing Approach, adjustments would
be made to the terms of any relevant transactions between
affiliated parties—perhaps on a retrospective basis—in a
manner that results in the “proper” amount of income
being earned in the local affiliate in the jurisdiction to
which the Amount A income was reallocated. Thus, for
example, if Entity A sold goods to affiliated Entity B at
an arm’s-length price, and it was ultimately determined
that Entity A earned residual returns that are subject to
taxation in jurisdiction B pursuant to an Amount A real-
location, the transfer price for the goods sold from Entity
A to Entity B could be reduced so as reduce the taxable
income of Entity A and increase that of Entity B to the
extent necessary for Entity B to have earned the relevant
Amount A income. This approach is most akin to the
transfer pricing adjustments that obtain today where affili-
ates are deemed not to have transacted on arm’s-length
terms. But such adjustments would now be expanded
beyond such arm’s-length adjustments, and would also
apply to Amount A reallocations between and among
affiliated entities.

Finally, the third approach, which has no analogue in
current U.S. law, we will call the “Exemption Approach.”
Under this approach, where one entity earns income in
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Country A that is subject to tax in another by virtue of an
Amount A reallocation, that income would be exempted
from tax in Country A. No transfer pricing adjustments
would be made and no foreign tax credits available
in respect of the tax paid to the foreign jurisdiction.
Rather—as with a branch exemption system—the income
that is reallocated to another jurisdiction pursuant to an
Amount A reallocation would simply be exempt from
taxation (either via exemption or a 100% deduction) in
the jurisdiction in which the income was actually earned.

d. The Three Approaches in Action

i. Example 1 and the Coordination of Pillar |
Taxation and Correlative Relief

We can begin the illustration of the three approaches with
a simplified example that is a slight variation on the illus-
tration included in the Public Consultation Document*:

Example 1. USP is a U.S. corporation that is in the
business of making and selling widgets. USP owns
CFC that is resident in Country X. Neither USP nor
CFC has a taxable presence in any jurisdiction other
than its place of incorporation under conventional
tax principles. USP manufactures widgets and sells
them to CFC. CFC in turn sells those widgets to
consumers in Country X and Country Y. USP incurs
costs of $30 in manufacturing the widgets and sells
them to CFC for $60. CFC incurs $35 of expense
in marketing and distributing the widgets and sells
$100 of widgets to third-party customers—$50 of
which are sold to consumers in Country X and $50
to Country Y consumers.

In the above example, before any adjustments, USP earns
$30 of income ($60 from the related-party sale of the
widget minus $30 of expenses), and CFC earns $5 ($100
of income from the third-party sales minus $35 of market-
ing and distribution expenses and the $60 related-party
purchase price). Group-wide profit is $35, and assuming
a “normal return” of 10% of sales (which would be $10
in this case), the residual income is $25. Assuming further
that 20% of residual returns are included in Amount A,
$5 of income would be subject to reallocation, with $2.50
taxable in Country X (in addition to CFC’s $5 of “regular”
income) and $2.50 in Country Y.

Under the approach outlined in the Public Consultation
Document, since the USP group has an entity in Country
X, Country X could impose the additional tax on either
USP or CFC. However, since the USP group does not
have any taxable presence in Country Y, the Public
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Consultation Document appears to suggest that Country
Y can tax only USP, but not CFC. Given the proposed
approach to levying the Amount A tax, the results to USP
can differ significantly under each of the three approaches
to correlative relief outlined above.

Under the Do Nothing Approach, no “primary adjust-
ments” would be made; USP would still have $30 of tax-
able income and CFC would have $5 of taxable income.
Assume for present purposes that all of CFC’s income is
tested income within the meaning of Code Sec. 951A.
USP’s $30 of income would be subject to full U.S. taxa-
tion, with the potential for a reduced rate on some or all
of that income by virtue of the 37.5% deduction currently
available for foreign derived intangible income under Code
Sec. 250(a)(1)(A), while the $5 of CFC income would be
eligible for reduced taxation as a result of the 50% deduc-
tion for GILTT under Code Sec. 250(a)(1)(B). USP’s pre-
credit U.S. tax liability would thus be unchanged under
the Do Nothing Approach.

If Country X chooses to levy the Amount A tax on CFC
(as permitted under the Public Consultation Document),
the first question would be whether USP can claim a credit
in respect of that foreign tax. No direct tax credit would
be available under Code Sec. 901 since the tax is levied
on CFC, and the tax would only be creditable under
Code Sec. 960(d) if it is properly allocable to the tested
income of CFC.*

Even if the tax is creditable under Code Sec. 960(d),
it would be subject to the 80% haircut under Code Sec.
960(d)(1). In addition, with only $5 of taxable income
in CFC, and no adjustment to tested income in respect
of the Amount A reallocation, USP may effectively be
unable to use the additional foreign tax credit due to
the Code Sec. 904 limitation on USP’s foreign tax credit
utilization. If Country X’s tax rate is 20%, CFC would
pay $1 of “regular” tax and would owe an additional
$0.50 on the reallocated Amount A. Given that CFC has
only $5 of tested income, however, USP would only have
capacity to use $0.525 of foreign tax credits (calculated
by multiplying the $5 of tested income by the effective
GILTT tax rate of 10.5% and assuming USP has no other
GILTT inclusion income and that none of USP’s expenses
are allocable to such income) under Code Sec. 904, given
that foreign source tested income and associated taxes are
now segregated in a separate foreign tax credit limitation
basket under Code Sec. 904(d)(1)(A). Thus, in effect, USP
does not obtain any double taxation relief in respect of the
Amount A tax levied by Country X on CFC; the Amount
A tax is simply a marginal cost incurred by the USP group.
And because Code Sec. 960(d) credits cannot be carried
forward, USP will zever be able to use such credit.®®
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Alternatively, if Country X levies the tax on USE as
permitted under the Public Consultation Document,
the foreign tax would give rise to a credit under Code
Sec. 901 that can be claimed directly by USP. But such
credit would still be subject to the foreign tax credit limi-
tations under Code Sec. 904, which requires that USP
have foreign source income in order to be able to use the
credit. In the first instance, on these facts, USP would
not have any such income since under Code Sec. 863(b),
as amended by the TCJA, USP’s income from the sale
of goods manufactured in the United States is treated as
U.S. source income, notwithstanding that it is all sold for
consumption outside the United States. Thus, absent an
applicable treaty resourcing provision, USP would again
be unable to utilize the credit, and would simply face a
marginal tax cost in respect of the Amount A realloca-
tion. Although in this scenario, at least the credit can be
carried forward to future years.*® Alternatively, if a treaty
resourcing provision applies, a portion of USP’s income
may be recharacterized as foreign source income, albeit
such income and the related tax would be placed in a
separate foreign tax credit limitation basket under Code
Sec. 904(d)(6). If USP was otherwise paying a reduced
rate of tax on that income as a result of an available FDII
deduction, and Country X imposes a 20% tax on such
income, USP may face a higher tax cost, albeit not neces-
sarily due to double taxation of the income.

Finally, under the Do Nothing Approach, given that
there are no primary adjustments to the taxable income
of USP and CFC, there are also no secondary adjust-
ments needed, and the after-tax cash of both USP and
CFC remains unchanged, with no other actual or deemed
transactions between the two entities. Likewise, the tax-
able income of USP is unchanged for all other purposes
of the Code, such as measuring USP’s adjusted taxable
income and its resulting interest limitation under Code
Sec. 163(j), or its modified taxable income and resulting
BEAT tax liability under Code Sec. 59A.

Under the Transfer Pricing Approach, if Country X lev-
ies the tax on CFC, USP and CFC would be permitted
(or perhaps obligated) to redetermine the price at which
USP sells widgets to CFC in order to yield the “proper”
amount of Amount A income at CFC. Focusing again on
Country X, since CFC has an Amount A reallocation of
$2.50, USP would reduce the price at which it sells widgets
to CFC by that amount. USP would have $2.50 less of
taxable income and CFC that much more. The reduc-
tion in USP’s taxable income would reduce its pre-credit
U.S. tax liability. CFC would have an additional $2.50 of
tested income giving rise to an additional $1.25 of taxable
income at the USP level (assuming full availability of the
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50% deduction under Code Sec. 250(a)(1)(B)). Given the
transfer pricing adjustment, presumably the additional
$0.50 of tax (20% of $2.50) incurred by CFC is treated
as properly allocable to tested income, and USP would be
allowed to claim a credit of $0.40 (80% of $0.50) under
Code Sec. 960(d). Assuming USP is not otherwise limited
in its use of those credit, those credits would potentially
fully offset any additional U.S. tax incurred on that addi-
tional GILTT inclusion.

Whether the USP group comes out ahead or not, will
be highly sensitive to the magnitude of the Amount A
reallocation, the relative rates applicable to such income
in the United States and the relevant foreign jurisdiction,
and USP’s ability to utilize the additional Code Sec. 960(d)
“GILTT” foreign tax credits derived from CFC. But at
least, under this approach, the income is only being taxed
initially in a single jurisdiction—i.e., Country X—and
USP can achieve an effective exemption in respect of the
Amount A reallocation via the transfer pricing adjustment.

Given the primary transfer pricing adjustment between
USP and CFC, secondary adjustments are necessary as well
to align the accounts of USP and CFC with the adjusted
transfer price. Essentially, USP has $2.50 of excess cash in
its possession as a result of CFC’s “overpayment” for the
widgets. Applying U.S. principles, CFC would either need
to be deemed to have paid a $2.50 dividend to USP, or
USP would be deemed to owe CFC $2.50. In the former
scenario, a current withholding tax would potentially be
due with respect to that dividend, and while USP likely
would not recognize any additional taxable income in
respect of that dividend (since generally it would be
paid out of previously taxed earnings and therefore not
be taxable under Code Sec. 959(a)), it may be able to
claim a credit in respect of that withholding tax. In the
latter scenario (i.e., creating a deemed payable from USP
to CFC), USP would have to remit cash (eventually) to
CFC in settlement of that payable, presenting the same
withholding tax issues albeit on delay. If USP leaves the
note outstanding for a period of time, it would accrue
interest on the note which would presumably be taxable
in Country X, and would effectively not be deductible in
the United States since the corresponding income in the
CFC would be taxable as subpart F income under Code
Sec. 954(c)(1)(A). And the additional Country X tax
may not be effectively creditable since the interest income
would be U.S. source interest income in the first instance
under Code Sec. 861(a)(1). In short, while the Transfer
Pricing Approach may be successful in preventing the
double taxation of the reallocated income, the resulting
secondary adjustments could result in additional tax inef-
ficiencies to the USP group.
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Finally, while the Do Nothing Approach avoided the
“tertiary” consequences that arise from shifting taxable
income from USP to CFC, the Transfer Pricing Approach
presents all those consequences. For example, the reduc-
tion in USP’s taxable income from $30 to $27.50 in our
example reduces its 163(j) limitation by 30% of that
adjustment. Likewise, USP would have to adjust both its
“regular” taxable income and its modified taxable income
for BEAT purposes.

The third approach—the Exemption Approach—would
attempt to avoid double taxation while avoiding both the
shortcomings of the foreign tax credit mechanism relied
upon by the Do Nothing Approach, as well as the second-
ary adjustments that are the byproduct of the Transfer
Pricing Approach. Under the Exemption Approach, USP
would simply exempt from its taxable income any amount
in respect of the Amount A reallocation. Because the real-
located Amount A income is exempt from U.S. tax, no
credit would be available in respect of the foreign taxes
levied on that income. CFC’s income for U.S. tax purposes
would thus be unchanged, as would USP’s income inclu-
sions under Code Sec. 951 and 951A as well as the credit
available under Code Sec. 960(a) and (d). The sourcing
of USP’s income in respect of the Amount A reallocation
becomes irrelevant, and thus the presence or absence of
a treaty resourcing provision is equally irrelevant. USP is
also indifferent as to whether the tax is levied at the USP
or CFC level, because in either event no credit is allowed
in respect of that tax. And because no transfer pricing
adjustments are made, there are no secondary adjustments
that are necessary and no deemed loan or dividend from
CFC to USP. In essence, the Exemption Approach avoids
double taxation without needing secondary adjustments,
and without needing to rely on the credit mechanism at
either the USP or CFC level, with all of its imperfections,
in particular those arising from the sourcing mismatches
discussed above and the purely annual nature of Code
Sec. 960(d) credits.

The Exemption Approach would also appear to address
the issues arising from both the optionality given to taxing
authorities with respect to Amount A taxation where there
is a local-country affiliate (i.e., the Public Consultation
Document permits taxation of either the local afhiliate
or the residual income earner), as well as those arising
from the imposition of Amount A taxation where the
group has no traditional taxable presence in the relevant
jurisdiction. With respect to the former, under either the
Do Nothing or the Transfer Pricing Approach there is a
potential mismatch between the location of the taxable
income and the tax. Under the Do Nothing Approach,
Country X can impose tax on the CFC while the taxable
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income (for U.S. tax purposes) is at USP; and the reverse
is true under the Transfer Pricing Approach. Arguably that
can be addressed by adopting an approach that aligns the
location of the tax with the location of the income. That
is, if the tax is levied at the CFC level (in our example)
then you apply the Transfer Pricing Approach, while if the
tax is levied at the USP level you apply the Do Nothing
Approach.

But it s far less clear how the Transfer Pricing Approach
would work in the case of the Amount A taxation
imposed by Country Y (in our example). Per the Public
Consultation Document, since the USP group does not
have a taxable presence in Country Y, Country Y would
impose the tax on USP—the entity that earns the residual
return. In that case, the Do Nothing Approach raises all
the same issues as discussed above, most notably the sourc-
ing mismatch issue that impacts the likely effectiveness of
the foreign tax credit. And the Transfer Pricing Approach
would yield a mismatch between the location of the tax
(USP) and the location of the income (CFC).

The Exemption Approach, in contrast, would relieve
double taxation by exempting the reallocated Amount A
from the taxable income of USP without any need (or abil-
ity) for USP to claim a credit in respect of the additional
Country Y taxes. Nor would any secondary adjustments
be necessary, since such adjustments are never necessary
under the Exemption Approach.

Essentially the Exemption Approach functions without
regard to where the tax is levied, which per the Public
Consultation Document may vary from jurisdiction to
jurisdiction and even case by case, and without regard
to the source of the reallocated income, the rate of tax
imposed on such income, or the effective credibility of
any Amount A tax. It is worth noting, however, that the
“tertiary” effects of exempting a portion of USP’s income
continue to apply—e.g., the measurement of USP’s interest
limitation under Code Sec. 163(j).

What this example—and the application of the three
approaches to it—illustrates is that Pillar I taxation must
either be implemented in a manner that can be coordi-
nated with the design of correlative relief, or correlative
relief must be designed flexibly to adjust to the design and
implementation of Pillar I taxation. If Pillar I taxation is
designed in a manner that gives taxing jurisdictions flex-
ibility to choose where to impose Amount A taxation, then
effective correlative relief will likewise need to be flexibly
designed to align the correlative relief with the location of
the tax. That may either counsel in favor of allowing tax-
payers to choose their correlative relief approach (whether
Do Nothing or Transfer Pricing) or instead may counsel
in favor of adopting the Exemption Approach, which
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self-adjusts to the location of the Amount A taxation. But
either way, the correlative relief regime would need to be
designed to match the flexibility of the Pillar I regime.

Ultimately, if the Pillar I design choices are prescribed
via treaty, including the rules regarding which entities in
the group must bear the Amount A tax, the traditional
treaty approach to correlative relief—i.e., granting a fair
amount of flexibility to countries in their design of correla-
tive relief—may continue to be acceptable. If, however, a
more “treaty minimalist” approach is used to implement
Pillar I taxation, then treaties will either need to be more
prescriptive in the design of correlative relief (so as to
mitigate double taxation) or countries will need to enact
more comprehensive and flexible correlative relief regimes
to accommodate the variability of Pillar I taxation. Absent
such coordination, the variability of Pillar I taxation on
the one hand, and the “fixed nature” of typical correlative
relief regimes, on the other, will likely result in increased
double taxation.

ii. Example 2: Pillar | Taxation and
Multi-Party Correlative Relief

A slight variation on Example 1 further illustrates the
complexities involved in designing correlative relief in
circumstances where multiple members within the cor-
porate group participate in the transactions that give rise
to an Amount A allocation.

Example 2. USP isa U.S. corporation that developed
certain technology related to the design and manufac-
ture of widgets. USP owns CFCx and CFCy, which
are resident in Countries X and Y, respectively. USP
licensed its IP to CFCx. CFCx further developed that
IP and manufactures the widgets for sale to CFCy.
CFCy sells the widgets to consumers in Country Y.
USP receives a royalty from CFCx equal to 15% of
net third-party sales of the widgets. CFCx incurs $30
of expense in the manufacture of the widgets and sells
them to CFCy for $60. CFCy incurs $35 of expense in
marketing and distributing the widgets and sells $100
of widgets to third-party customers in Country Y.

As in example 1, the USP group earns total operating
profits of $35, which is earned $15 by USP, $15 by CFCx,
and $5 by CFCy, before any adjustments. Assuming thata
“normal return” would be $10 (10% of sales), the group’s
residual income is $25. Assuming further that 20% of
residual returns are included in Amount A, $5 of income
would be subject to reallocation to Country Y.

Given the three-party transaction implicated by the
Amount A reallocation in this fact pattern, the correlative
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adjustments necessary to prevent double taxation become
more complex and more uncertain. Under the Public
Consultation Document, it is clear that Country Y may
impose Amount A taxation on CFCy. It appears relatively
clear—although perhaps not fully certain—that it can
impose Amount A taxation on CFCx, the party that is
both in direct contractual privity with CFCy and that
earns at least part of the residual return. It is unclear
whether Country Y can impose Amount A taxation on
USP—a party that earns a portion of the residual return
from the sale of goods to Country Y consumers, but that
neither has a taxable presence in Country Y nor contracts
directly with a Country Y entity.

Under the Do Nothing Approach, there would be no
adjustments to the U.S. taxable income of any of the enti-
ties involved. If Country Y taxes CFCy, we are left with
the same issues faced in Example 1 where the Amount
A tax was imposed on the limited risk distributor: Is the
tax creditable (i.e., it is properly attributable to tested
income) and will USP have the capacity to use the credit?
Assuming the answer to the first question is yes, there is
perhaps greater hope on question 2, since the residual
income in CFCx effectively can be combined with that
of CFCy in determining the foreign tax credit limitation
of USP with respect to its overall GILTT inclusion. Thus,
even if CFCy would generate excess credits on a stand-
alone basis, the excess income at CFCx (in particular if
Country X provides at least some double taxation relief
and thereby lowers the tax that it levies on CFCx) may
be used by USP to absorb those credits. But it would
appear unlikely that Country X would fully cede taxing
rights over the full Amount A, given that a portion of
the residual return is earned by USP. Thus absent other
correlative adjustments to the income of CFCx and USP,
the Do Nothing Approach would leave at least a portion
of the income subject to double taxation.

Similarly, if Country Y chooses to levy the Amount A tax
on CFCx, as long as CFCx provides its own double taxa-
tion relief, the result for USP is largely unchanged from
the status quo. Both the income and taxes of CFCx and
CFCy would be unchanged (but for any rate differential
between Country X and Country Y), and all the income
of the USP group would be subject to single—rather than
double—taxation. But again, as above, that presumes that
Country X grants full correlative relief in respect of the
Amount A taxation by Country Y, which it may well not
since CFCx only earns half of the residual return.

Finally, if Country Y chooses to impose the Amount
A tax on USP, the Do Nothing Approach would permit
a credit for that tax on Code Sec. 901, but USP would
potentially be limited in its ability to use that credit. In this
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fact pattern, the licensing income is foreign source income
in the first instance. But USP is only earning half of the
residual return; and depending on the relevant Country
Y tax rate, USP may not have capacity to claim a credit
for the full Amount A tax where it only earns half of the
residual income via the intercompany royalty.

The Transfer Pricing Approach is relatively straightfor-
ward as applied to the transaction between CFCx and
CFCy in Example 2. The transfer price of the widget
must be reduced from $60 to $55 in order to yield an
additional $5 of taxable income at CFCy (assuming that
Country Y has chosen to impose taxation on CFCy).
But the question then becomes what transfer pricing
adjustments should be made to the transaction—i.e.,
the royalty payments—between USP and CFCx. The
Public Consultation Document is simply silent on that
question and it is not clear what standard should obtain:
The arm’s-length standard? Some other basis for splitting
the Amount A reallocation that has the effect of shifting
residual return away from USP and CFCx? Or ad hoc
resolutions between the relevant jurisdictions via treaty
dispute resolution procedures?

Given the nature of the tax treaty
system, the simpler the Pillar |

tax the more feasible it is for it

to be implemented through the
treaty networkR; and conversely, the
more complex and nuanced the
system, the more difficult the treaty
implementation and the more likely
that jurisdictional variability will
result.

In Example 2, the Transfer Pricing Approach also gives
rise to the need for secondary adjustments that effectively
must move—in the example—$5 from USP and CFCx
on the one hand to CFCy on the other. The secondary
adjustment between USP and CFCy raises all the same
concerns (deemed dividend with a withholding tax or
interest-bearing loan) that were discussed above under
Example 1. The secondary adjustment between CFCx
and CFCy, in turn raises additional issues. If cash needs
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to move from CFCx to CFCy and the two entities are in
a brother-sister relationship, the deemed distribution and
contribution may give rise again to a current withholding
tax in respect of the deemed distribution from CFCx, with
the resulting cash deemed contributed to CFCy where,
if not needed, it could attract a further withholding tax
upon distribution to USP. Alternatively, a note owing from
CFCx to CFCy could avoid (temporarily) any withholding
tax inefficiencies, but the interest payable could give rise
to local-country tax inefficiencies if the interest income is
fully taxable and the deduction cannot be fully utilized,
and could potentially give rise to U.S. tax inefhciencies as
well if for example the interest income becomes subpart
F income following expiration of Code Sec. 954(c)(6)
(currently in effect through 2020).

In the case of Pillar | taxation,

the questions of who gets to

decide and what can plausibly be
decided are inextricably linked,

with the traditional concepts of tax
sovereignty and the role tax treaties
standing in the balance.

The Exemption Approach can address some—but
certainly not all—of these issues. As discussed above,
it eliminates the need for secondary adjustments and
reduces (if not eliminates) the need to rely on the highly
imperfect foreign tax credit mechanism to mitigate double
taxation. But the Exemption Approach does not solve the
problem of allocating the “exempt income” between USP
and CFCx. Under any conceivable approach, three-party
transactions that give rise to Amount A allocations will
require agreement among the non-market jurisdictions as
to the sharing of the adjustments between the multiple
residual income earners. The final Pillar I proposal, as
further elaborated, will simply need to tackle that issue,
or it will be left to the lengthy process of ad hoc resolu-
tion via competent authority proceedings (or worse—to
double taxation).

Ultimately, as is the case with the affirmative implemen-
tation of Pillar I taxation in the United States, if double
taxation is to be avoided under Pillar I, statutory changes
will be needed to properly implement correlative relief
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in a manner that avoids double taxation without simply
leaving taxpayers to the vicissitudes of the foreign tax
credit system. Given the nature of Pillar I taxation, the
conventional Transfer Pricing Approach to correlative
relief may be both difhicult to administer (one doesn’t
know the Amount A taxation allocable to a particular
jurisdiction for a particular year until one’s annual finan-
cial accounting is complete; so retroactive transfer pricing
adjustments would almost always be necessary) and argu-
ably inconsistent with Pillar I taxation more generally (in
the sense that the tax does not purport to reflect the result
of arm’s-length dealing). And as discussed above, the Do
Nothing Approach likely leads to effective double taxation
in many circumstances. The Exemption Approach—while
new to U.S. law—might be the most appropriate vehicle
for mitigating double taxation in a post-Pillar I world.

More broadly, the increased likelihood post-Pillar I
implementation of multi-party income reallocations
requires either a treaty-based approach for handling
such tri-partite disputes—either via ex ante rules
regarding the sharing of Amount A reallocation within
a corporate group, or through ex post multi-party com-
petent authority procedures that can efficiently resolve
multi-jurisdictional disputes regarding Amount A real-
locations. This argues for either a “treat maximalist”
approach to the design of, at least, multi-jurisdictional
Amount A reallocation, or a more robust multi-
jurisdiction adjudicative system for resolving these
disputes. Under the former approach, domestic-law
correlative relief would need to be designed to accom-
modate whatever Pillar I mechanism is adopted for the
allocation of the Amount A adjustments; while under
the latter approach, domestic law correlative relief
would largely give way to multilateral mutual agree-
ment procedures under existing (amended) treaties. In
either event, the domestic design of correlative relief
would in a significant manner need to be designed to
accommodate the design of Pillar I taxation if such
correlative relief is in fact going to mitigate double
taxation in the inevitably increased number of mul-
tilateral Pillar I disputes.

VI. Conclusion

Pillar I taxation, if it is to be implemented, promises to
fundamentally alter the landscape for the taxation of cross-
border income by abandoning (in part) the core principles
of separate entity accounting and arm’s-length pricing.
Since those principles underlie the central features of the
tax treaty system as it relates to the taxation of cross-order
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business income, the tax treaty network itself will need to
be significantly revised to accommodate Pillar I taxation.
Those treaty provisions that today limit the taxation of
non-residents’ business income—the permanent establish-
ment and associated enterprises provisions of Articles 5, 7,
and 9 tax treaties—will need to be carved back to permit
a new form of business income taxation. A gap is thus left
in the treaty system, leaving open the question of who will
be granted the authority to fill that gap.

Treaties themselves may be assigned that task, trans-
forming treaties from largely “defensive” instruments
(restricting the scope of non-resident taxation based
on broad principles but not affirmatively imposing any
detailed taxation regimes and largely leaving taxing juris-
dictions to design their own systems for correlative relief
to mitigate double taxation) into “offensive” instruments
that themselves set forth the details of the new Pillar I tax
regime and associated correlative relief (even if domestic
implementing legislation is still needed). Alternatively,

treaties may leave this gap (at least partially) unfilled,
leaving it to domestic taxing authorities to determine the
precise design of their Pillar I regimes, perhaps within
certain broader parameters.

The path taken in designing and implementing such
a Pillar I regime—whether the “treaty maximalist” or
“treaty minimalist” approach discussed in this article, or
some compromise thereof—will influence both who gets
to design the Pillar I regime as well as the content of that
regime itself. Given the nature of the tax treaty system, the
simpler the Pillar I tax the more feasible it is for it to be
implemented through the treaty network; and conversely,
the more complex and nuanced the system, the more dif-
ficult the treaty implementation and the more likely that
jurisdictional variability will result. Ultimately, in the case
of Pillar I taxation, the questions of who gets to decide
and what can plausibly be decided are inextricably linked,
with the traditional concepts of tax sovereignty and the
role tax treaties standing in the balance.
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