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BEPS MONITORING GROUP 

Response to Action 5: Harmful Tax Practices:  

Agreement on the Modified Nexus Approach 

This report is published by the BEPS Monitoring Group (BMG). The BMG is a group of 

experts on various aspects of international tax, set up by a number of civil society 

organizations which research and campaign for tax justice including the Global Alliance for 

Tax Justice, Red de Justicia Fiscal de America Latina y el Caribe, Tax Justice Network, 

Christian Aid, Action Aid, Oxfam, and Tax Research UK. This paper has not been approved 

in advance by these organizations, which do not necessarily accept every detail or specific 

point made here, but they support the work of the BMG and endorse its general perspectives.  

This paper has been prepared by Sol Picciotto, Francis Weyzig and Jeffery Kadet. We are 

grateful for this opportunity to comment on the proposals relating to Harmful Tax Practices, 

particularly the Modified Nexus Approach, and would like also to speak at the public 

consultation on this issue. 

We will begin with some general remarks on the OECD’s approach to address Harmful Tax 

Practices, and then provide specific comments on the implementation issues for the agreed 

approach on IP regimes. 

SUMMARY 

In many ways this issue goes to the heart of the dilemma posed by the approach adopted by 

the G20 and the OECD to the BEPS problem. Many countries have been tempted to offer 

special tax advantages or regimes which in effect work in a beggar-thy-neighbour way, and 

create a race to the bottom in corporate taxation. The mandate from the G20 to reform tax 

rules to ensure that multinationals are taxed according to `where economic activities take 

place and value is created’ necessarily entails closer coordination of tax rules. Hence, it could 

be said to involve limits on state sovereignty, which the G20 has also said should be 

preserved. Yet without such closer coordination states have been losing their power to tax 

multinationals effectively. The problem is how to design coordination measures which 

require the least intrusion into national governments’ regulatory space. 

The approach adopted to ‘harmful tax practices’ has been to establish general criteria, and 

evaluate states’ measures against these. This falls between two stools, depending on the form 

of enforcement. If the procedure is voluntary it is toothless and ends by encouraging states to 

devise new measures; but if backed by the possibility of counter-measures (either collective 

or unilateral) monitoring of compliance would be highly intrusive for both companies and 

states. This can be seen in particular in the current proposals relating to the economic 

substance criterion for innovation boxes, which involve complex rules and a ‘track and trace’ 

system for company expenditure. In our view regimes such as the patent box are unnecessary 

and undesirable, as encouragement for R&D can already be easily provided through 

investment allowances. 

The OECD approach will simply legitimize ‘innovation box’ regimes and hence supply a 

legal mechanism for profit shifting, encouraging states to provide such benefits to companies. 

It will be particularly damaging to developing countries, which may be used as 

manufacturing platforms, while their tax base will be drained by this legitimized profit-

shifting. Such measures should simply be condemned and eliminated. 

This issue again clearly shows why a better approach to taxing companies where economic 

activities take place would be extension of the profit split method. As we have urged in our 

other submissions, the use of the profit split method applied with concrete and easily 
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determinable objective allocation keys would be much easier to administer and far less 

intrusive both for states and enterprises, and would also leave states free to decide their own 

tax rates, as well as investment allowances. 

GENERAL REMARKS 

Special tax regimes cause profit shifting and strategic responses 

Many countries have been tempted to offer special tax advantages or regimes which in effect 

work in a beggar-thy-neighbour way, undermining not only the tax base of other countries, 

but also the economic benefits of the shifted investments. They do so in two main ways. First, 

they induce profit shifting, as they provide a low-tax destination for certain types of corporate 

income. Second, they cause strategic responses by other countries that are concerned about 

the effect of such regimes on the location of real economic activities. Indeed, sometimes 

countries sacrifice their own tax revenues to stave off threats of relocation by multinationals. 

For example, the UK ‘patent box’, said to have been enacted to try to keep R&D especially 

by large pharmaceuticals in the UK, was estimated by the UK Treasury on its introduction as 

likely to cost almost $1b a year. Such measures distort investment decisions on the 

organisation and location of economic activity in corporate taxation. The result is a race to 

the bottom ultimately leading to much lower corporate taxation in all countries concerned, 

and the costs have to be borne by other taxpayers, or result in increased austerity and decline 

in public services. 

In many ways this issue goes to the heart of the dilemma posed by the approach adopted by 

the G20 and the OECD to the BEPS problem. The mandate from the G20 to reform tax rules 

to ensure that multinationals are taxed according to `where economic activities take place and 

value is created’ necessarily entails closer coordination of tax rules. Hence, it could be said to 

involve limits on state sovereignty, which the G20 has also said should be preserved. Yet 

without such closer coordination states have been losing their power to tax multinationals 

effectively. The problem is how to design coordination measures which require the least 

intrusion into national governments’ regulatory space. 

The OECD issued a first report on Harmful Tax Practices (HTPs) in 1998. It formulated a 

number of criteria for defining what preferential tax regimes could be considered as harmful, 

including ring-fencing, lack of transparency, artificial definition of the tax base, lack of 

economic substance, and encouragement of purely tax-driven operations or arrangements. In 

addition, an intergovernmental Forum was set up to identify and evaluate relevant national 

measures. The EU began a parallel process on HTPs based on a Code of Conduct for 

Business Taxation, assessing preferential tax measures according to similar criteria. Both 

processes have been conducted in a highly secretive manner, shielded from any public 

debate. 

In response to the OECD and EU initiatives, states became more sophisticated in devising 

measures that provide similar advantages, but could fall outside the criteria. One type of such 

measures is the `innovation box’ or `patent box’, which offers a low tax rate for royalties 

from intellectual property. Much of the work on Action 5 until now has been focused on 

these IP regimes.  

In recent years, the EU Code Group also focussed on special innovation regimes but progress 

has been slow. The Group initially took the view that such measures did not need to be 

evaluated under the Code. This encouraged other countries also to adopt such a provision, 

notably the UK, and such a measure is now under active consideration by others even outside 

the EU e.g. Switzerland. Following a new reference to the Group, the European Commission 

took the view that the UK patent box is in breach of the Code since ‘real economic activities 
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and a substantial economic presence in the UK are not necessarily required for the Patent Box 

to apply’. The EU Council of Ministers agreed to re-evaluate the economic substance 

criterion; although this is being done in conjunction with the BEPS project, EU member state 

measures must also be compatible with EU law. 

The BEPS project action point 5 entails revamping the Forum. However, it seems that a new 

review of preferential regimes was begun in 2010, some results of which were given in the 

report in September 2014. Of 30 regimes reviewed, 9 have been found not harmful, 6 are still 

under review, while 15 concern innovation incentives, which would need to be considered 

under the revamped approach. Work on this issue was done in secret, attempting to insulate it 

from business pressures, but as a result also hindering public debate. Progress has been slow, 

evidently due to a sharp conflict and extended debates over the `innovation box’. A 

compromise has now been reached, for adoption of the proposed ‘modified nexus approach’ 

by 2016, with transition arrangements. 

New types of special tax regimes must be addressed 

It should be kept in mind however that IP regimes are only one type of new special regimes. 

The OECD should quickly proceed with the review of other new regimes that are potentially 

harmful as well.  

An important type of favourable regime is one offering advantages for its use a parent 

company home jurisdiction, due to differing criteria for tax residency. For those jurisdictions 

that include one or more forms of management and control within their residency definition, 

it is fair to say that the combination of taxpayers’ abilities to factually control where they take 

various corporate actions, and the difficulty for tax authorities to look for and identify indices 

of management and control for companies organized elsewhere, means that many companies 

established in convenient jurisdictions can practically escape residency in any country where 

they might have operations or from which their operations are directed. For those 

jurisdictions that use solely the place of incorporation to establish residency (most notably the 

U.S.), multinationals have blatantly conducted significant operations through tax haven 

subsidiaries while openly managing those operations from within the U.S. Perhaps Apple 

Operations International is the most well-documented example of this. 

These deficiencies regarding tax residency suggest that the BEPS project should consider 

making some recommendations regarding standardization of the criteria on which tax 

residency will be based. In addition, the OECD could consider developing ‘best practices’ 

regarding what tax authorities should be alert to and how they could go about identifying 

companies arguably resident within their respective jurisdictions and supporting such 

residency determinations. In addition to using favourable regimes as a home jurisdiction for a 

parent company, a second use of favourable regimes is as an intermediary company, for 

purposes such as securing treaty benefits, changing the character of income, or deferring 

home country taxation. Such intermediary uses are being considered through the BEPS 

Action Points on treaty abuse, the use of hybrids and CFCs. 

In our view it is important that there should be widespread public debate about the 

legitimacy and validity of tax regimes which could be regarded as harmful. Hence, these 

reviews should be conducted as openly and transparently as other aspects of the BEPS 

project. In particular, the progress and results of the reviews should be publicly 

disclosed, as the OECD has done before in the progress reports on HTP published in 

2000, 2001, 2004 and 2006.  
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Revision of the HTP framework should also consider general tax regimes 

BEPS action 5 includes to ‘consider revisions or additions to the existing framework’ for 

HTP. Thus, the OECD should not only proceed with the the review of special regimes 

according to the existing criteria, it should also revise the criteria, or the way they are applied, 

and extend its approach.  

With regard to the existing criteria, lack of substance currently plays a key role. Indeed, many 

abusive tax structures have in common that they lack economic substance. However, 

companies are increasingly trying to get around this by adding (just) enough substance to 

meet all applicable tests and prevent the impression of an empty shell. Countries may even 

require them to do so, e.g. to avoid measures introduced by other countries on limitation of 

treaty benefits. Yet this does not change the harmful effect of such structures on other 

countries. It still induces profit shifting and causes strategic responses, leading to a race to the 

bottom. Thus, it should be explicitly recognized that tax planning structures, and special 

regimes, can be harmful even if they do have some economic substance. The same applies to 

lack of transparency. 

By contrast, it seems that current efforts hardly seek to identify regimes on the basis that they 

encourage purely tax driven operations. This criterion could be applied more broadly. 

because it might capture various types of regimes that produce harmful effects, even if they 

do require some economic substance and are fully transparent. 

With regard to extending the approach, the Forum should also assess general tax regimes. As 

the OECD and EU initiatives focussed on preferential tax regimes in member states, there has 

been a shift from preferential tax benefits to general tax regimes that provide largely similar 

tax advantages. A typical example is the shift in Ireland from special financial services and 

manufacturing regimes, first with long tax holidays and then with a preferential tax rate of 

10%, to a general tax system with an overall low tax rate of 12.5%. Another example is the 

Belgian system of notional interest deductions. This system applies to all companies and is 

not a special regime. However, in international structures this can easily be abused to create 

mismatches, although they are not caught by BEPS action 2, and it is also promoted as such. 

Switzerland is currently considering replacing its preferential holding and mixed company 

regimes by either a low overall tax rate or a notional interest deduction system as well. In all 

these examples, although the abolition of ’ring-fenced’ tax regimes brings the tax systems in 

line with the HTP criteria, the harmful effects on other countries do not go away. On the 

contrary, as the general regimes that replace them apply to all companies, the effects probably 

become even larger. 

The BEPS project must therefore find a way of assessing negative spillover effects of general 

tax systems as well. Otherwise, it will not be able to effectively address the race to the bottom 

in corporate taxation. Focussing on preferential regimes alone is no longer enough. 

There are some indications that the project may already be moving in that direction. The 

original description of the work under action 5 mentions ‘compulsory spontaneous exchange 

on rulings related to preferential regimes’. In recent BEPS progress webcasts, it was 

confirmed that this will be extended to all relevant rulings, including rulings that do not relate 

to preferential regimes. Thus, we encourage the OECD to extend other aspects of its HTP 

approach in the same way as well. 

SPECIFIC COMMENTS 

The current proposals continue the approach of defining criteria for HTPs and evaluating 

national measures as they are proposed or adopted. Within the limitations of this approach, 

the proposals on ‘economic nexus’ adopt a subtle solution to defining ‘substantial activities’. 
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They recognise that this is not a binary question but a relative one. It is a matter of whether 

the profits attributed are reasonably related to the actual economic activities and value 

created. The same issue underlies other Action Points, e.g. treaty abuse, transfer pricing, etc. 

However, as with the scheme for dealing with hybrids, the proposed rules would be highly 

complex, yet provide at best a partial solution.  

The concept of ‘overall income from IP asset’ is an important part of the formula to 

determine ‘income receiving tax benefits’. This ‘overall income’ term includes ‘embedded IP 

income from the sale of products directly related to the IP asset’. While we agree that such 

‘embedded IP income’ should be conceptually included, we see this as a highly subjective 

computation that will likely have many taxpayers attributing 100% or close to that percentage 

of income from any sales of products that include any embedded IP. Indeed, tax authorities 

operating such regimes are known to encourage firms to be generous in attributing as much 

as possible of the income that could be said to involve embedded IP. With this in mind, we 

suggest a cap on the percentage of income that can be included in ‘overall income from IP 

assets’ whenever there is embedded IP. For example, a percentage cap of 20% seems 

reasonable. 

The most important question is enforcement. Here the approach falls between two stools. 

Unless such a procedure is backed by sanctions it will be toothless and fail. On the other 

hand, the introduction of sanctions would mark an unprecedented intrusion into the 

sovereignty of states to design and even enforce their own tax systems. This has been shown 

by the previous experience. The EU project had a little more success than the OECD’s, 

largely because the EU’s Code procedure is backed by the European Commission’s legal 

powers to challenge state aids. The OECD procedures lacked sanctions once the suggestion in 

the 1998 report of ‘coordinated defensive measures’ were dropped. Furthermore, the OECD 

would need to extend its monitoring to non-G20 countries, such as Singapore or the UAE, 

over which it has even less effective power. If it relies largely on voluntary cooperation, this 

approach becomes a game in which the participants judge each other’s conduct, under rules 

which they have more incentives to relax than to strengthen. Participation in the Forum helps 

countries learn from each other how to design new and more ingenious tax breaks. 

Instead of collective sanctions, which would be blunt and heavy-handed, a more decentralized 

procedure may emerge. The counterpart of some countries offering special low-tax regimes is 

that others may assert their own claims to tax such profits, for example under tax residency 

rules, or rules governing controlled foreign corporations (CFCs). We note that such a possibility 

has been included among the possible Special Measures in the Discussion Draft on Revisions to 

Chapter 1 of the Transfer Pricing Guidelines (including Risk, Recharacterization and Special 

Measures). This suggests that ‘excess returns’ attributed to a CFC could be taxed in the parent 

jurisdiction up to a threshold percentage (Option 5). It states that ‘Excess returns would need to 

be defined in accordance with design considerations but could target returns associated with 

intangibles and risk’. Perhaps the nexus criteria now proposed, and others which could emerge 

to refine the concept of ‘substantial economic activities’, could provide such design 

considerations.  

This in effect would set countries against each other, perhaps with the Forum attempting to 

referee the contest. There would need to be an evaluation of each and every preferential 

regime introduced by states, to decide whether the criteria are satisfied. This would need to 

extend beyond the formal measures themselves to consideration of how they are administered 

in practice. The specific provisions now subject to consultation, on the Modified Nexus 

Approach for IP Regimes are very much a case in point. Their complex rules require 

establishing ‘a nexus between multiple strands of income and expenditure, only some of 
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which may be qualifying expenditures’ (2014 Report, p.30) The monitoring of ‘qualifying 

expenditures’ will entail companies establishing a ‘track and trace’ system, along lines yet to 

be defined. The monitoring of compliance with such a system could hardly be considered 

effective if left only to the state offering the tax break, so compliance would need to be 

checked either by the Forum, or by a state considering applying CFC rules under Special 

Measures, or both. Such a system would entail extensive intrusions into the internal affairs of 

both states and enterprises. 

In our view, the problem of the `innovation box’ should be tackled directly by stating that 

countries which wish to encourage innovation and R&D should do so by allowing deduction 

of actual expenditures on people and assets. As the report points out, such ‘front end’ regimes 

directly link company expenditures to tax benefits. The proposed ‘economic nexus’ scheme 

attempts through its elaborate rules to extend these principles. However, allowing such 

schemes even subject to an economic nexus requirement is in our view unjustified. If it is 

considered desirable to offer tax advantages to perform R&D, appropriate tax allowances are 

an adequate mechanism. We believe that the agreed 30% uplift approach is merely another 

give-away that is simply not appropriate. The argument that companies deserve even greater 

contributions from the taxpayer if an investment in R&D generates exceptional income 

cannot be justified. Innovative companies derive exceptional profits from the first-mover 

advantage, but also importantly from patent protection, which is a state grant of a monopoly. 

To grant on top of this a low tax rate, especially on income which could reduce the tax base 

resulting from economic activities (including marketing and sales) taking place in other 

countries, is a direct encouragement for firms to devise BEPS strategies. 

In fact, this approach will simply legitimize ‘innovation box’ regimes and hence supply 

a legal mechanism for profit shifting. States will be encouraged to provide such benefits 

to companies which will earn royalties, most often from related manufacturing 

companies, and we see nothing in the proposals under other BEPS action points, such as 

on transfer pricing, that will prevent this. It will be particularly damaging to developing 

countries, which may be used as manufacturing platforms, while their tax base will be 

drained by this legitimized profit-shifting. We are simply astonished that the BEPS 

project has not condemned and required elimination of all innovation box regimes over 

some reasonable period of time. 

More widely, the underlying problem of competition to offer corporate tax advantages can 

only be dealt with effectively by reforming the substantive rules so that multinationals can 

indeed be taxed `where economic activities take place and value is created’. As we have 

repeatedly pointed out, this entails acceptance of the principle of taxation of multinationals as 

the unitary firms that they are, due to their centralized management and control. One of the 

most important areas in which this principle should be applied is so-called intangibles. To 

allow firms to `attribute’ income streams to particular intangible `assets’, and apply lower tax 

rates to such income streams, is simply a recipe to encourage base erosion and profit shifting 

to continue.  

This issue again clearly shows why a better approach would be extension of the profit split 

method. In a separate comment letter responding to the BEPS Action 10: Discussion Draft on 

the Use of Profit Splits in the Context of Global Value Chains, we have strongly 

recommended the use of the profit split method applied with concrete and easily determinable 

objective allocation keys to allow all countries to better deal with BEPS issues. Firstly, this 

approach would be much easier to administer. Secondly, it is clear that it would be far less 

intrusive both for states and enterprises. The use of simple-to-apply concrete allocation keys 

that are appropriate for the particular business model used would leave states free to decide 
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their own tax rates, as well as investment allowances. The reduction in BEPS behaviour, the 

ability of tax authorities in all countries to actually administer and collect taxes, and the 

reduction in conflicts will result in a much more robust and effective system. 


