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Resumen 

Desde hace algún tiempo se escucha con más frecuencia de la innovación y 
la política sobre la misma. Siendo un término no tributario, su significado 
parece haberse trasladado al argot popular y progresivamente pareciera que 
pierde su norte y se reduce su significado por cuenta de las medidas 
tributarias globales. Los límites impuestos a las llamadas cajas de patentes 
y de innovacion (IPB en lo sucesivo) y los efectos potenciales de la acción 1 
con la tarifa mínima del 15% y las medidas para implementarla incluso 
respecto de rentas específicas parecen demostrarlo. En este artículo me 
aproximo al tema para demostrar que la politica tributaria definida desde 
Bruselas genera un efecto reductor en una materia sobre la cual no es muy 
claro que una política con énfasis antiabuso exclusivamente sea la 
apropiada. Esto en la medida en el ciclo económico básico de la economía 
capitalista reposa en la innovación, que a su vez responde al llamado ciclo 
de creación autodestructiva. Más que en casos específicos de la cruzada 
contra los hibridos, las estructuras y demás instrumentos, el foco de 
atención de esta investigación es dogmático en una revisión de la teoría de 
la innovación y el derrotero que marca la Comisión Europea. 
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Abstract 

For some time now we have been hearing more frequently about innovation 
and innovation policy. Being a non-tax term, its meaning seems to have been 
transferred to the popular jargon and progressively it seems that it loses its 
north and its content is reduced on account of the global tax measures. The 
limits imposed on the so-called innovation and patent boxes (IPB hereafter) 
and the potential effects of Action 1 with the 15% minimum rate and the 
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measures to implement it even with respect to specific incomes seem to 
demonstrate this. In this article I approach the subject to show that the tax 
policy defined from Brussels generates a reducing effect in a matter on 
which it is not very clear that a policy with an exclusively anti-abuse 
emphasis is appropriate. This insofar as the basic economic cycle of the 
capitalist economy rests on innovation, which in turn responds to the so-
called self-destructive creation cycle. Rather than specific cases of the 
crusade against hybrids, structures and other instruments, the focus of this 
research is dogmatic in a review of the theory of innovation and the course 
set by the European Commission. 
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1. Innovation 

More than a slogan or a buzzword, innovation has a meaning of its own, unre-
lated to taxation. Contrary to the usual usage of tax specialists, innovation is a 
process that is not equivalent to invention, nor to R8rD. This section explores the 
meaning and models underlying innovation and innovation policy, the interests 
involved, and why states have an interest in promoting it. Taxation is important 
for innovation and for innovation policy, not just for R8rD. 

1.1. The theory of innovation 

Like a pendulum, innovation theory swings from invention to diffusion, kee-
ping not only managers and economists busy, but also anthropologists and phi-
losophers, sociologists, legal professionals and, of course, policy makers. Alt-
hough innovation has its beginning in the R&D process, its meaning and impli-
cations go beyond this stage. According to Godin, «innovation is the panacea for 
all socio-economic problems. There is no need to dig into society's problems. 
Innovation is the a priori solution»l. With just over a century of thinking, the 
theory evolved, presenting the linear and sequential models as the holy grail of 
innovation. The first model suggests that technical change occurs through a 
linear process that follows, research invention, innovation, diffusion, and com-
mercialization2. The sequential model successfully challenged the linear one by 
postulating that technological innovation is a sequential, linear process from 
invention to diffusion. 

While proponents of the linear model believed that R&D is sufficient to trig-
ger and maintain the cycle, proponents of the sequential model highlighted and 
demonstrated the limits of that approach. Inventions that do not reach the dif-
fusion and commercialization stages seem useless. Such models led us to the 
current stage of the innovation literature: «the study of innovation as a process 
over time, from invention to diffusion»3. From a dichotomy of invention and dif-
fusion —as two analytical concepts— innovation was transformed into a 
sequence: from the generation of an idea or invention to its diffusion or use and 
commercialization4. This involves two distinct phases, invention through R8rD 
and diffusion, i.e., the actual introduction and tentative economic exploitation 
of the invention. 

1 B. Godin, Making sense of innovation: from weapon to instrument to buzzword, 90 Quaderni I, p. 
39 (2016), Printemps. 
2 B. Godin, The linear model of innovation: the historical construction of an analytical framework, 
31 Science, Technology and Human Values, 6 p. 640 (2005), SAGE. 
3 B. Godin, Invention, diffusion and linear models of innovation: the contribution of anthropology 
to a conceptu al framework, 3 Journal of Innovation Economics & Management 3, at 35 (2014), 
Research Network on Innovation (RRI) and De Boeck Université. 
4 B. Godin, supra n. 4, p. 11--15. 

182 Revista Técnica Tributaria / N°136 / Enero - Marzo 2022 

Dr. Esperanza Buitrago Diaz

Revista Técnica Tributaria / Nº 136 / Enero - Marzo  2022



Innovation and Taxation in the EU. Where are we? Conceptual approach 

The sequential approach has a number of implications. Since innovation can-
not be equated with invention, the R8rD process is recognized, but it is not 
necessarily as relevant as the later stages of the cycle. In fact, experts argue 
that innovation does not always arise from R8rD5, and neither R8rD incentives 
nor intellectual property rights really guarantee commercial or business suc-
cess 6. In contrast to the linear approach —where the emphasis is on input incen-
tives (mainly R8rD)— output incentives focus on the stages after the generation 
and development of inventions to ensure that the resulting new products or pro-
cesses reach the market. In line with this idea, non-technological innovation is 
important. This type of innovation refers to new organizational methods or the 
introduction of new marketing methods and is considered an important element 
of firms' innovation activities that complement and supplement technological 
innovation, i.e., the introduction of new products and new processes7. Schmidt 
and Rammer studied its impact on the profit margin of companies based on data 
from the 2005 Community Innovation Survey. According to them, non-techno-
logical innovation stimulates the success of product and process innovation in 
tercos of sales with market novelties and cost reductions due to new proces-
ses8. The Internet and the digital economy are part of digital innovation with 
new business models, dynamics, etcetera9. 

1.2. Conflicting interests and economic growth 

Innovation is key to the conversion of knowledge into economic growth, as 
Schumpeter's work revealed in 194210. Public and private interests converge in 
innovation, but each with different expectations and needs. Although knowledge 
and capital could be considered the drivers of development, measurements and 
classifications of intellectual capital, such as those of the World Bank or Edvins-
son, are not as old as, for example, Gross Domestic Product (GDP). Innovation is 
expected to produce a number of monetary and non-monetary effects, and ele-
ments are emerging for a theory on the correlation between knowledge, capital 
flows and income. Lin and Edvinsson, for example, suggest a correlation bet-
ween domestic firms, intellectual capital and income 11. To some extent, the 
OECD-G20 BEPS package adds a chapter through agreed standards. 

5 A. Elnasri, K.J. Fox, R&D, Innovation and Productivity: The Role of Public Support, 37 KDI Journal 
of Economic Policy 1, p. 74-76. (2015), Korea Development Institute. 
6 G.P.Pisano, D.J.Teece, How to capture value from innovation: shaping intellectual property and 
industry arch itecture. 50 California Management Review I, fall, at 278 (2007), Berkeley Haas. D.J. 
Teece, Business Models, Business Strategy and innovation, 43 Long Range Planning, 2-3, April-June, 
p. 173-75 (2010), Elsevier. 
7 T. Schmidt, C. Rammer, Non-Technological and Technological Innovation: Strange Bedfellows? 
Discussion Paper. 07 ZEW — Centre for European Economic Research 052, p. 48-52 (2007) Available 
at SSRN: https://ssrn.com/abstract=1010301 orhttp://dx.doi.org/10.2139/ssrn.1010301(access ed 1 Feb. 
2022). 
8 T. Schmidt, C. Rammer, supra n. 8, p. 50. 
9 OECD, Stimulating digital innovation for growth and inclusiveness: The role of policies for the 
successful diffu sion of ICT, OECD Digital Economy Papers, 256 (OECD Publishing 2016). 
10 J.A. Schumpeter, Capitalism, Socialism, and Democracy (Harper and Brothers 1942) 
11 Lin, C.Y. and Edvinsson, L. (2011) National Intellectual Capital. A Comparison of 40 Countries, 
Springer, Bingley, UK. 
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Innovation policy influences entrepreneurship, competitiveness, growth and 
sustainability. However, it should be kept in mind that the interests of the state 
and entrepreneurs are not the same. For example, from the entrepreneur's point 
of view, innovation can promote profitability and competitiveness. Investments 
in R8rD do not ensure instant or automatic success in either of these fields, 
employability or the survival of the company. Although this is the main interest 
of the entrepreneur, books on business management abound with examples of 
companies that despite relevant inventions have not succeeded and in fact have 
ended in failure. This should be considered by countries in view of market phe-
nomena and their own interest in investment, employability, competitiveness 
and other spillover effects of innovation. 

As noted aboye, countries and individuals/entrepreneurs have different inte-
rests in innovation. As management scholars point out, the challenge for an 
entrepreneur is not only to create value from innovation, but also to capture that 
value. Private and public interests converge at this point, since «insufficient 
capture will not only harm the company, but also society»12. These concepts of 
value creation and value capture, typical of management literature, have 
become increasingly known and relevant from a tax perspective in recent years. 
BEPS actions use it but without a precise meaning if compared to the main role 
attributed to it. This concept is used in relation to transfer pricing and BEPS 
actions 8 to 10, as well as in discussions on where and how value is created in 
relation to the income distribution rules. How all of these postulates translate 
into policy, particularly tax policy, is a challenge. 

While firms may pay particular attention to innovation as a means of ensuring 
profitability and the survival and success of the firm, private interest may also 
impede the transfer to society of the knowledge gained through R8rD. Indeed, 
while entrepreneurs have an interest in making profits by commercializing their 
products and services, they may not care about society at large. For example, 
the high use of trade secrets instead of patents is not something that can be 
hidden13. Consequently, the underlying knowledge does not equate to national 
indicators on innovation. In fact, neither industrial nor trade secrets are mea-
sured in the innovation output indicator (e.g., EUROSTAT, or the European Inno-
vation Scoreboard). While these spillovers may not occur, it may also be the case 
that secrets lead to the creation of other spillovers and/or revenues. It should 
not be forgotten that financial constraints do not seem to affect the choice bet-
ween trade secrets and patents among European companies14. However, taxes 
may affect their location. Some countries try to attract trade secrets and even 
grant the benefit of a tax incentive known as Innovation or Patent Box (IPB) to 
their transfer or that of patents. 

12 G.P.Pisano, D.J.Teecee, supra n. 7, p. 278. 
13 N.Wajsman, F.García-Valero, Protecting Innovation through Trade Secrets and Patents: Deter-
minants for European Union Firms, EUIPO (2017), in 
https://euipo.europa.eu/tunnel-web/secure/webdav/guest/document_library/observatory/ docu-
ments/reports/Trade%20Secrets%20Report_en.pdf (1 Feb. 2022) 
14 N. Wajsman, F. García-Valero, supra n. 15, p. 57. 

184 Revista Técnica Tributaria / N°136 / Enero - Marzo 2022 

Dr. Esperanza Buitrago Diaz

Revista Técnica Tributaria / Nº 136 / Enero - Marzo  2022



Innovation and Taxation in the EU. Where are we? Conceptual approach 

1.3. Innovation and market failure 

Innovation belongs to a challenging field known as the «creative destruction» 
cycle. This expression, disseminated by Schumpeter in 1942, implies that know-
ledge quickly becomes outdated and a new one must emerge, defying business 
cycles. Creative destruction is quite evident in the imitation phase (plagiarism, 
reverse engineering, copying), in which the profitable potential of a new product 
or process, or of an invention, comes to light, requiring new investments for the 
perpetuation of the innovation15. This is also evident when the invention and 
related knowledge become obsolete. In such a cycle, economic agents remain 
under pressure, demanding adequate incentives to overcome market failures, 
as economic theory states 16. Following the scholars of the sequential model, the 
invention phase has less impact on the economy than diffusion and imitation. 
Simply put, invention that do not reach markets are of little help to economic 
growth and development, but also to the improvement of knowledge. Schumpe-
ter put it radically: «Innovation is possible without anything that we should iden-
tify as invention and invention does not necessarily induce innovation»17. 

From a public policy point of view, private investments in R8rD may not be 
optimal, but rather insufficient to achieve the country's desired level of innova-
tion, social and economic spillovers and knowledge transfer to society. Econo-
mists relate this underinvestment to the difficulties entrepreneurs have in fully 
appropriating the returns on their investments and to the numerous risks invol-
ved18. These imbalances have been the subject of study in the development of 
innovation theory, highlighting the need to overcome market failures. This is 
related to low levels of investment in R8rD and innovation by industry, as well as 
to the scarcity of spillovers to society, i.e. when a market left to its own devices 
results in resource allocations that do not maximize social welfare 19. 

The spillover effects expected from public investment in innovation may out-
weigh the short-term fiscal interest. However, innovation can be expected to 
contribute to an increase in GDP and not only in intellectual capital. In other 
words, the diffusion or dissemination of knowledge that serves as a basis for 
new knowledge must also bear fruit, ensuring competitiveness and sustainabi-
lity. Innovation denotes an overriding political interest in knowledge, in know-
ledge flows, but also in the resulting economic growth. The circumstances des-
cribed aboye allow me to define innovation as a cycle from input to output, where 

15 K. Stedzik, Schumpeter's View on Innovation and Entrepreneurship, Management Trends in 
Theory and Practice (Stefan Hittmar ed, Faculty of Management Science and Informatics, University 
of Zilina & Institute of Management by University of Zilina, 2013), en https://ssrn.com/ 
abstract=2257783 (1 Feb. 2022). 
16 K.Arrow, Economic Welfare and the Allocation of Resources to Invention In The Rate and Direc-
tion of Inventive Activity: Economic and Social Factors, p. 609 (NBER., Princeton University Press, 
1962). 
17 LA Schumpeter, Business cycles: A theoretical, historical, and statistical analysis of the capitalist 
process, p. 
84. (McGraw Hill, 1939). 
18 K, Arrow, supra n. 18, p. 620. 
19 Following the definition given by Council of the European Union, Tax policies in the European 
Union: 2020 survey, Commission Staff Working Document, 2020 Survey, at 16, SWD(2020) 14 final, en 
https://data.consilium.europa.eu/doc/document/ST-5695-2020-INIT/en/ (1 Feb. 2022). 
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the objective is not only to increase knowledge for the benefit of mankind, but 
also to ensure sustainable development and growth. This occurs on an individual 
basis for states, regardless of duties of solidarity with less economically deve-
loped societies. The main reason is sustainability and the fiscal interest of each 
country. There is no globalization of income, the maximum will be a limit such 
as the 15% minimum of BEPS Action 1 to avoid profit shifting. 

Public and private interests converge to some extent in the innovation policy 
objective, based on «market failure» and the need for competitive and sustaina-
ble societies. Therefore, an appropriate policy mix is important for incentivizing 
invention, but also for an adequate level of knowledge flows to enable diffusion, 
competitiveness and sustainability. While spillovers should go in that direction, 
one may ask how spillovers, such as employability, education and knowledge-
based societies, etc., relate to income creation and allocation, or whether there 
is one aspect that overrides the others. In addition, one may ask how to create 
the right mix to ensure that (i) the state performs all the functions in support of 
innovative societies (i.e. the interaction of fiscal, tax and innovation policy) (i i) 
scores highly in the intellectual capital ranking and (iii) sees this reflected in 
revenues and GDP. In recent years, a number of indicators have been published, 
many of which focus on R8rD2°. 

2. Innovation and tax policy in The European Union 

In the European Union, innovation is part of the Community policy. The 
Treaty on the Functioning of the European Union (TFEU)21 contains a number of 
provisions that provide the basis for general industrial policy (Article 173 TFEU) 
and R&D policy (Articles 179 to 190 TFEU). The conception of economists and 
business management scholars, but also of anthropologists and scholars of 
science and technology, of innovation as a process from invention to diffusion, 
found room in the EU area. Basically, all EU documents on innovation and the 
instruments to achieve its objectives recognize the innovation cycle. For exam-
ple, the EU Fact Sheets (2020) define innovation policy as «the interface between 
research and technological development policy and industrial policy, and its aim 
is to create an enabling framework for bringing ideas to the market»; it states 
that its role is do turn research results into new and better services and products 

20 With a number of indicators published in the last decade by international and regional organi-
zations, but by companies. For example, the European R&D&I indicators available at https:// 
ec.europa.eu/eurostat/statistics-explained/pdfscache/50448.pdf. For the anatomy of innovative acti-
vities and investors in R&D, see H. Denis et al, World Corporate Top R&D Investors: Shaping the 
Future of Technologies and of AL A Joint JRC and OECD report. EUR 29831 EN (Publications Office of 
the European Union, 2019). The OECD also publishes other indicators, see https://www.oecd.org/sti/ 
world-corporate-top-rd-investors-shaping-future-of- technology-and-of-ai.pdf. WIPO also publishes 
other innovation indicators. Data and statistics on the innovation output of the world's leading R&D-
investing companies are accessible, see T. Daiko et al., World Top R&D Investors: Industrial Property 
Strategies in the Digital Economy (Publications Office of the European Union, 2017), at https:// 
ec.europa.eu/jrc/en/publication/world-top-rd-investors-industrial-property-strategies-digital- eco-
nomy- (1 Feb. 2022). 
21 Consolidated versions of the Treaty on European Union and of the Treaty on the Functioning of 
the European Union, Of C 115 (2008), EU Law IBFD. 
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to remain competitive in the global market and improve the quality of life of EU 
inhabitants»22. 

Research on the EU's innovation policy mix published by the European Par-
liament distinguishes between supply and demand23. Together with state aid 
and financial support, taxation is on the supply side of financial policy, while 
public procurement is on the demand side 24, as shown in Figure 125. 

Figure 1—The EU innovation polio/ mix 
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This triple helix of the financial policy approach gives the impression that 
the role of taxation is limited to incentivizing the creation of inputs, the R&D 
phase. Indeed, attention has focused on the diversity of R&D regimes or incen-
tivos in EU Member States that created a «complex landscape for the tax treat-
ment of R&D in Europe, which hinders trans-European collaboration»26. 

This approach shows that in the EU, tax legislation is expected to support the 
innovation process as an input («innovation push») rather than to create a 
demand for innovation («innovation pull»). This is confirmed by what has hap-
pened since the Parliament published the overview of the measures and instru-
ments that malee up the EU innovation policy mix: on the one hand, by the Com-
mission's recommendation to EU Member States to avoid IPB as policy instru-

22 European Parliament, Facts sheet of the European Unlon, available at https://www.euro-
parl.europa.euffactsheets/enisheet/67/innovation-policy (1 Feb. 2022). 
23 V. Reillon, EU Innovation Policy — Part I, EU innovation pollcles and Instruments supportIng-
Innovation, at 7 (European Parliament Research Service, 2016), at http://www.europarl.europa.eu/ 
RegDataietudes/MAN/2016/583779/EPRSJDA(2016)583779EN.pdf (1 
Feb. 2022). 
24 V. Reillon, Eu Innovatlon Policy — Part II, EU Innovation Paneles and Instruments SupportIng 
Innovation (European Parliament Research Service, 2016), en: http://www.europarl.europa.eu/ 
RegDataietudes/IDAN/2016/583779/EPRSJDA(2016)583779_,EN.pdf (1 
Feb. 2022). 
25 V_ Reillon, supra n. 23, p 3. 
26 V_ Reillon, supra n. 23, p.17. 
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ments and, on the other hand, the proposal for a Directive on a Common 
Consolidated Corporate Tax Base in the EU established its preference for R8rD 
incentives rather than production incentives. Instead of fiscal measures, there 
are a number of non-fiscal incentives, such as Horizon Europe and other pro-
duction incentives, such as intellectual property (IP) rights, prizes and public 
procurement. Together with auctions, public support, state subsidies/aid, etc., 
these instruments correspond to various elements of innovation policy develo-
ped in recent decades by developed and developing economies27. 

More than a nominal issue, several EU measures place taxation on the supply 
side of innovation. For example, the proposal for a Directive on a common EU 
consolidated corporate tax base, relaunched by the European Commission (EC) 
in 2016, establishes a preference for R8rD incentives over incentives for the dif-
fusion and commercialization of innovation results. Tax incentive studies 
assess R8rD provisions under a common corporate tax base28. The EU Council 
and the Code of Conduct Group (Business Taxation) also approved the new rules 
established for IPB, which require that the granting of IPB benefits be conditio-
nal on the on-site performance of a good level of R8rD29. These measures are no 
coincidence. Research conducted at the request of the EU shows that the ques-
tion of whether taxation can also stimulate demand has not been addressed. In 
this respect, the Aho Report noted that tax incentives are best concentrated on 
the visible effects for business, but hoped that a forthcoming communication 
on R8rD tax incentives would address issues related to their implementation and 
evaluation in a coordinated manner. The Aho Report also stressed the need to 
avoid disincentives such as double taxation30. However, this falls within the 
scope of demand-side incentives for innovation, as tax treaties are mainly con-
cerned with double taxation of income and capital. 

In a report on R8rD tax incentives, made at the request of the EC, Ognyanova 
acknowledged that support measures could also be based on demand or output 
(income generated directly from R8rD results, e.g. patents). IPB is referred to as 

27 For institutions such as the World Bank, the OECD, among others, see X. Cirera et al., A Practi-
tioner's Guide to Innovation Policy Instruments to Build Firm Capabilities and Accelerate Technolo-
gical Catch-Up in Developing Countries (World Bank,2020), at https://elibrary.worldbank.org/doi/abs/ 
10.1596/33269 (1 Feb. 2022). OECD, The innovation imperative: Contributing to Productivity, Growth 
and We11-Being (OECD Publishing, 2015). World Bank, Innovation Policy: a guide for developing coun-
tries, (World Bank, 2010), at https://openknowledge.worldbank.org/handle/10986/2460 (accessed 1 
Mar. 2021). 
28 D. D'Andria, D. Pontikakis & A. Skonieczna, Towards a European R&D Incentive? An assessment 
of R&D Provisions under a Common Corporate Tax Base (Working Paper No. 69 — 2017), European 
Commission, at http://ec.europa.eu/taxation_customs/sites/taxation/files/kpac17069enn_final.pdf (1 
Feb. 2022). 
29 Council of the European Union (2017): Report from the Code of Conduct Group (Business Taxa-
tion), FISC 133 ECOFIN 507, en https://data.consilium.europa.eu/doc/document/ST-10047-2017-
INIT/en/ (1 Mar. 2021). También, Council of the European Union (2016): Report from the Code of Con-
duct Group (Business Taxation), FISC 202 ECOFIN 1092, en http://data.consilium.europa.eu/doc/ 
document/ST-14750-2016- INIT/en/pdf (1 Feb. 2022). 
30 E. Aho et al, Creating an Innovative Europe. Report of the Independent Expert Group on R&D and 
Innovation appointed following the Hampton Court Summit (2006) European Communities, en http:// 
ec.europa.eu/invest-in-research/pdf/download_en/aho_report.pdf (accessed 1 Feb. 2022). 

188 Revista Técnica Tributaria / N°136 / Enero - Marzo 2022 

Dr. Esperanza Buitrago Diaz

Revista Técnica Tributaria / Nº 136 / Enero - Marzo  2022



Innovation and Taxation in the EU. Where are we? Conceptual approach 

a tax reduction on income from the exploitation of IP31. According to this report, 
the rationale for granting R&D incentives does not coincide with that of IPB, as 
the latter incentives offer a preferential rate for revenues from innovations that 
(i) are already protected by intellectual property rights, suggesting the lack of 
need for another incentive (ii) are sector-specific, taking into account the scar-
city of patents and the extensive use of secrecy and delivery deadlines. Accor-
ding to OECD studies 32 -suggesting that revenue-based incentives should be 
treated with caution «given the lack of evidence of their effectiveness and the 
risk that they disproportionately benefit large established firms, multinationals 
and patent-eligible innovations»— the report concludes that IPBs «do not stimu-
late R&D and may be used rather as a profit-shifting instrument, leading to high 
revenue losses»33. 

Recently, Baumann et al. have provided empirical evidence on how patent 
holdings are distorted towards low-tax countries, the correlation of such locali-
zation with a geographical separation of production and R&D inputs, as well as 
the sorting of high-value patents towards low-tax countries by multinational 
companies 34. This follows older studies that supported the same views as Ogn-
yanova 35. A large literature pointed in the same direction, while highlighting that 
many of the pre-BEPS IPB legislations in several EU member states did not con-
tribute to fostering R&D 36. In addition to these studies, there are no longer 
theories and doctrinal studies but the reality of current measures, in particular 
those derived from BEPS Action 1 and Action 5, which will obviously have an 
impact on innovation. This topic however exceeds the subject matter of this 
article and therefore I will only dedicate a couple of lines to it. 

As is the case in all corners of the globe, innovation policy is fundamental in 
the EU given the challenges posed by the so-called European Paradox. The Euro-
pean Commission stated that such a dilemma exists in the EU in relation to 

31 European Commission Directorate-General for Research and Innovation, D. Ognyanova (2017): 
R&D Tax Incentives. How to make them most effective? Working Paper series, at 14, European Com-
mission, available at https://publications.europa.eu/en/publication-detail/-/publication/ 
d9ae78f3-9f41-11e7-b92d- 0laa75ed7lal/language-en (1 Feb. 2022). 
32 S. Appelt et al, R&D Tax Incentives: Evidence on Design, Incidence and Impacts, OECD Science, 
Technology and Industry Policy Papers 32 (2016) OECD Publishing. T. Neubig et al, Fiscal incentives 
for R&D and innovation in a diverse world, OECD Taxation Working Papers, No. 27 (2016), OECD 
Publishing. 
33 European Commission, D. Ognyanova, supra n. 31, p. 14. 
34 M. Baumann et al., Corporate Taxes, Patent Shifting, and Anti-avoidance Rules: Empirical Evi-
dence, 48 Public Finance Review 4, at 467-504, available at https://doi.org/10.1177/1091142120930684 
(accessed 1 Feb. 2022). 
35 L. Evers, H. Miller, C. Spengel, Intellectual property box regimes: effective tax rates and tax 
policy considerations, 22 Int Tax Public Finance (2015). Springer. 
36 On this respect, see Council of the European Union, supra n. 21. In the same vein A. Alstadsaeter 
et al., Patent boxes design, patents location and local R&D, Economic Policy 65th Panel Meeting (2017), 
CEPR, CESif o, SciencesPo, available at http://www.economic-policy.org/wp- content/uploads/ 
2017/04/993_Patent-Boxes-Design-Patents-Location-and-Local-RD.pdf (accessed 1 Mar. 2021); A. Als-
tadsaeter et al, Patent boxes design, patents location and local R&D, JRC Technical Reports (2015), 
European Commission; C. Ernst, K. Richter, & N. Riedel, Corporate taxation and the quality of 
research and development, Int. Tax Public Finance (2014), Springer; C. Ernst, C. Spengel, Taxation, 
R&D Tax Incentives and Patent Application in Europe, 11 discussion paper 024, ZEW (2011); L. Evers, 
H. Miller & C. Spengel, Intellectual Property Box Regimes: Effective Tax Rates and Tax Policy Consi-
derations, Int Tax Public Finance (2015), Springer; P. Evers, H. Miller & C. Spengel, Intellectual Pro-
perty Box Regimes: Effective Tax Rates and Tax Policy Considerations, 22 Int. Tax & Pub. Fin. 3, at. 
6 (2013). 
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R8rD37 but also to innovation38. The subsequent report states that Europeans 
excel in transforming their excellent research output and scientific achieve-
ments into innovation and competitive advantage. This situation points to pro-
blems in the phases downstream of R8rD and invention (development and diffu-
sion). While the term European paradox dates back to the 1990s, more recent 
indicators show some improvement, with a performance advantage over the 
United States, China, Brazil, Russia, South Africa and India, and a lag behind 
South Korea, Canada, Australia and Japan39. 

Surprisingly, the European paradox and issues related to the demand side of 
innovation have received very limited attention from a fiscal point of view. As 
noted, in recent years studies and policy on the demand side of innovation focus 
mainly on profit avoidance and profit shifting. The EU policy mix on innovation 
places taxation solely on the supply side. In this vein, the EU rejected demand-
side tax incentives, such as the former non-R8rD related IPB, in all EU Member 
States. In the wake of BEPS, and the Code of Conduct, Action 5 led changes to 
IPB by requiring a nexus with R&D. However, the scope of Action 5 is not limited 
to that incentive, in fact it would seem to have few limits, except for now those 
that will follow from BEPS Action 1 with the pillars. 

While the nexus approach was a reaction to national IPB provisions, there is 
a paucity of studies investigating whether the requirements set by BEPS Action 
5 should apply to any IP production incentive. Country reactions are not uniform. 
Germany limited the deductibility of royalty payments in correlation with nexus 
and the modified nexus approach. Section 41 of the German Income Tax did so 
in 2017 by partially disallowing the deductibility of royalties paid to recipients 
in jurisdictions that tax royalties at an effective rate of less than 25% and, which 
do not comply with the nexus approach (therefore, are considered harmful pre-
ferential tax regimes). In 2020, the German Ministry of Finance published a non-
exhaustive list identifying harmful preferential tax regimes in relation to the 
2017 provision. Other countries have restricted deductibility only in relation to 
low tax rates, e.g. Austria in 201440. And others in relation to other practices 
identified by tax administrations as harmful. 

An approach to the work done by the OECD following the development of the 
Nexus shows that the impact goes beyond unilateral measures and IP cases, 
extending its scope to any IP-related income. Pillar 2, makes it more explicit for 
unilateral and DTC measures with the denial of the deduction (the UTPR) in rela-
tion to the IIR and the 15% minimum rate, as well as with the rule of subjection 
to the tax irrespective of DTC that applies to royalties taxed below the expected 
level. 

37 European Commission - Directorate general for Research and Innovation, The European Report 
on Science and Technology, Indicators 1994, p. 17 (1994), available at European Community, https:// 
publications.europa.eu/en/publication-detailMpublication/803a9908-3e8c-4367-96db-
e3a9868a8125/ (accessed 1 Feb. 2022). 
38 European Commission. Green paper on innovation, (1995), available at http://europa.eu/docu-
ments/comm/green_papers/pdf/com95_688_en.pdf (accessed 9 Feb. 2021). 
39 European Commission, European Innovation Scoreboard (2020), at https://ec.europa.eu/docs-
room/documents/42981 (1 mar. 2021). 
40 H. Peyerl, Deductibility of Interest and Royalties Restricted: Is Austria a BEPS Role Model?, 54 
Eur. Taxn. 12 (2014), Journal Articles & Opinion Pieces IBFD (1 Feb. 2022). 
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The IPB sparked criticism from the OECD, the EU and academics due to the 
lack of «nexus» between the income covered by IPB and the underlying R8rD. It 
was feared that the incentive would lead to harmful tax competition, aggressive 
tax planning and profit shifting. The «nexus» then emerged as an agreed rule to 
restore confidence, with the idea of aligning taxation with substantial activities 
and works by requiring the performance of a percentage of R&D activities in the 
jurisdiction granting the incentive, excluding expenditures related to the com-
mercialization of intangibles and limiting expenditures for purchased goods —
the modified nexus approach. By linking tax benefits to the proportion of qua-
lifying R&D expenditures, the OECD expects that sound business reasons (subs-
tance) can be substantiated and profit shifting avoided. As an effect of the 
«substantial activity» approach, the taxpayer must have performed the R&D 
activities giving rise to the income in the country granting the benefit. This 
means that, to some extent, the incentive is on the supply side of innovation 
policy. 

In addition to the aboye, the benefits of preferential tax regimes for income 
from intellectual property (IP) assets are limited to qualifying expenditures and 
qualifying income from patents and functionally equivalent IP assets (nexus 
approach). Marketing intangibles (trademarks, logos and brand names) were 
excluded, as well as expenditures for acquired intangibles that exceed the 30% 
mark-up under Action 5 (modified nexus approach)41. This last aspect means 
that the new rule is not intended to have a large incentive impact on the demand 
side of innovation, i.e. on the diffusion, marketing and commercialization pha-
ses, which in any case is going to have the limits of BEPS Action 1. 

Action 5 is not just theory, it is one of the minimum standards of the IF, an 
OECD global forum established by the OECD and the G-20. The Forum on Harm-
ful Tax Practices (FHTP) was tasked with peer review and oversight of the imple-
mentation and enforcement of the standards described. The task is global in 
nature: it allows for a review of any preferential regime on income related to the 
supply of intangibles -such as income from geographically mobile activities. As 
a result of the agreed new estándar and peer reviews, several IPBs, as well as 
other preferential regimes, have been modified or abolished when they have 
been found to be harmful. 

The European Commission endorsed the nexus approach. According to stu-
dies conducted at the Commission's request, many of the IPB legislations in 
place in several EU Member States up to the time the nexus approach was agreed 
upon did not contribute to fostering R&D. Moreover, in 2017 the European Com-
mission published a working paper on R&D tax incentives in which the main 
policy message is that «patent boxes do not stimulate R&D and can rather be 
used as a profit shifting instrument leading to high revenue losses»42. R&D, on 
the other hand, had a different background scenario, with studies showing that 
R&D tax breaks do appear effective in increasing innovation43. 

41 OECD, Action 5 Modified Nexus (2015), supra n. 45. 
42 European Commission, D. Ognyanova, supra n. 31, p. 14. 
43 Even if it is not specific on IPB, European Commission, D. Ognyanova, supra n. 33, p. 11; A. 
Dechezleprétr et al., Do Tax Incentives for Research Increase Firm Innovation? An RD Design for 
R&D, Working Paper 22405 (2016) NBER. 
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The impact of the nexus theory and collateral measures derived from other 
actions cannot be underestimated. In fact, they are not located on the supply 
side but on the demand side. For example, if the nexus were to target only IP 
revenue, DTCs would also qualify as demand-side incentives because these trea-
ties specifically address IP revenue in the royalty article, for example (and not 
just R8rD that may give rise to royalties). Indeed, according to the 2017 OECD 
Comments to Article 1, countries are invited to: (i) consider including a clause 
denying the benefits of Articles 11 and 12 with respect to interests and royalties 
derived from a related person if such interests and royalties benefited, in the 
State of residence of their beneficial owner, from a special tax regime —as defi-
ned in the Commentaries; (u) choose to deny the benefits of the royalty article 
whenever a special tax regime is included in the list of harmful tax practices or 
(iii) deny such benefits when the special tax regime does not meet the require-
ment of the —modified— nexus approach44. As Danon and Schdn point out, this 
provision creates an interference with tax treaties 45. This interference was not 
even imagined, in fact the doctrine claimed the lack of impact of Action 5 on 
DTCs46. If countries wanted to go in that direction, it would be necessary to 
clarify the text and context of the treaties themselves, not just the comments, 
at the risk of falling into treaty override. Today, interference will not only derive 
from Action 5, but clearly also from Pillar 1. 

With a less apparent direct connection, BEPS Action 1 may also have an 
impact on the demand for innovation with the tools that are envisioned against 
profit shifting through Pillar 2. Under the current proposal for Pillar 2, a mini-
mum of 15% will be set and ensured through an inclusion rule, with supplemen-
tary tax on the residence side or with the denial of deductions in the source state. 
That is, with the enforcement mechanisms of the inclusion rule: the undertaxed 
payment rule aimed at the denial of deductions and the subject to tax rule). This 
is interesting for the EU considering that regardless of the state of economic 
development of its members, the EU in general lags behind the digital economy, 
lacking companies like the US and Chinese companies in the digital markets 
(e.g., Amazon, Google, Facebook, Microsoft, Huawei, Tencent, Alibaba). 

Faced with the lack of digital companies on its home territory, the EU started 
to play in the digital economy field similar to a source country with the initial 
pillar one proposals and the criticized digital fence. In my opinion this is explai-
ned by the problems related to the allocation rules, as the capital import/export 
neutrality relationship broke down and, in classical approaches to international 
taxation, either countries reacted with their national legislation or reviewed 
allocation rules treaty by treaty. With the US acceptance of Pillar 1, the ring-
fencing of American digital companies is no longer an option and Action 1 and 
its pillars will bring a broader multilateral solution, in turn affecting distribution 
and marketing. But it is uncertain whether it will ameliorate the large income 
tax regulatory disparities of member countries in several respects that would 

44 OECD Income and Capital Model Convention and Commentary: Commentary on Article 1 para. 
85-94 (2017), Treaties & Models IBFD. 
45 R. Danon & W. Schón, Foreword: Tax Treaty Interpretation alter BEPS, 74 Bull. Intl. Taxn. 4/5 
(2020), Jour nal Articles & Papers (1 Feb. 2022). 
46 Y. Brauner, Treaties in the Aftermath of BEPS, 41 Brook. J. Int'l L., at 1003 (2016). En: https:// 
brooklynworks.brooklaw.edu/bjil/vol41/iss3/3. 
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require coordination at the very least. In view of the narrow scope of application 
defined for the companies included in the regulation and in the terms of the 
thresholds set, it may partially solve a problem that the EU itself cannot solve 
due to the lack of competences in the field of direct taxation, having a minimum 
tax rate (Action 1), with measures to limit the deduction of IP payments that had 
already been established for example by Germany if the rate is below 25%, in 
addition to the various limits on incentives already imposed by BEPS Action 5. 

Notwithstanding the aboye, given that the BEPS package is base erosion and 
profit shifting oriented and despite apparent advantages, I doubt that a purely 
anti-circumvention and anti-abuse oriented approach will be sufficient to over-
come the «market failure» underlying innovation policy and to achieve the digital 
transformation target set by the EU. In a similar vein, Danon argues that abuse 
issues should not interfere with a legitimate R&D policy47. Beyond recommen-
dations and exchange of best practices, tax policy seems geared to counteract 
abuse with a robust package of measures for good tax governance, including the 
Anti-Avoidance Directive (known as ATAD) and the Directive on Administrative 
Cooperation (DAC in its different versions from 1 to 7). 

3. Conclusion 

The lack of reflection on innovation in its supply and demand phases in the 
self-destructive creation cycle is noticeable due to its absence in the definition 
of an all-encompassing tax policy, not only in the European Union. Instead in 
the past the strong storm of reactive measures against incentives to contain 
abuse and avoidance stands out. Although EU publications expressly highlight 
the need to incentivize only the supply side of innovation, there is a huge need 
for measures to improve the demand side of innovation, not necessarily invol-
ving benefits on intellectual property rents. In a fairly regulated space, although 
it is true that the EU does not have direct taxation powers, it is also true that the 
framework for action of the member countries to define their innovation policy 
is becoming notoriously limited with measures that are solving some unresolved 
problems in the current phase of European integration but with the difficulties 
arising from the lack of harmonization in direct taxation in the EU and the cha-
llenge arising from the dilemma of the European paradox. 

47 R.I. Danon, General Report, in Tax incentives on Research and Development (R&D), International 
Fiscal Association (IFA), Cahiers de droit international vol. 100A, sec. 3.1.3. (IFA 2015), Books IBFD. 
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