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Lost in transLation: ExcEss rEturns and  
thE sEarch for substantiaL activitiEs

by

Lilian V. Faulhaber*

abstract

Since 2010, international tax policymakers have proposed a variety of 
minimum taxes on excess returns, but every proposal has defined excess 
returns differently. This Article asks what excess returns are supposed 
to represent— and concludes that the answer is very different from what 
policymakers have suggested.

The trend of targeting so- called excess returns started in 2010 
with a one- page idea in the Obama Treasury’s proposed budget. Over 
the next decade, this idea became the basis for one of the major inter-
national tax reform provisions in the 2017 U.S. tax reform and is now 
being considered as part of Pillar Two of the OECD’s current digital 
tax project. The idea in question is a minimum tax on foreign excess 
returns. Yet even though the general idea of a minimum tax on foreign 
excess returns has stayed the same across administrations and juris-
dictions, the specifics of this idea have changed with every iteration, and 

* Professor of Law, Georgetown University Law Center. Thank you 
to Lily Batchelder, Yariv Brauner, Wei Cui, Michael Devereux, Patrick Dries-
sen, Craig Elliffe, James Hines, Zachary Liscow, Steven Dean, Ruth Mason, 
Moritz Scherleitner, Daniel Shaviro, Stephen Shay, Steven Sheffrin, and the 
participants in the 2020 National Tax Association Annual Fall Conference, 
New York University Tax Colloquium, the 2021 Oxford Centre on Business 
Taxation Academic Symposium, and the 2021 National Tax Association Annual 
Fall Conference for their comments on earlier drafts. All errors remain 
my own.
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the proponents of this idea have justified each version differently and 
defined its various elements differently.

This Article tells the story of the many recent proposals for min-
imum taxes on foreign excess returns, starting with the Obama Trea-
sury’s brief proposal and ending with the OECD’s two- pillar solution 
to the challenges of the digital economy. This Article highlights the 
common threads that link all of these rules, and it also shows how dif-
ferently the drafters of each rule have understood the purpose and design 
of a minimum tax on foreign excess returns. This Article argues that, 
despite claims by the policymakers advocating for these minimum taxes, 
none of these taxes on excess returns is supported by the economic the-
ory of excess returns. Instead, policymakers are using the term “excess 
returns” to mean different things in the context of different proposals, 
and they are masking the policy choices they are making by using a term 
that appears to have support in the economic literature.
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introduction

This Article charts the evolution of one tax reform proposal across 
administrations, political parties and jurisdictions. Starting in 2010, 
one international tax reform proposal moved from being a one- page 
idea in the Obama Treasury’s proposed budget to being one of the 
Organisation for Economic Co- operation and Development’s (OECD) 
options for controlled foreign company (CFC) reform to becoming the 
basis for one of the major international tax reform provisions in the 
2017 tax reform to being in Pillar Two of the OECD’s current digital 
tax project. With every iteration, this proposal changed shape in terms 
of how it was described, how its elements were calculated and how its 
proponents justified it. At each stage of its development, it was under-
stood to mean something very different from what it meant at the pre-
vious stage.

The proposal in question is one for a minimum tax on foreign 
excess returns. The general concept of such a tax is that it separates 
excess returns from so- called normal returns and then imposes a min-
imum rate of taxation on the excess returns while excluding the normal 
returns from taxation. This minimum rate may be the same rate as the 
domestic rate in the country applying the tax or a lower rate. This Arti-
cle highlights that this description can apply to several different Obama 
Treasury proposals, Camp Option A, the international tax provisions 
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in the Tax Cuts and Jobs Act1 that was passed under the Trump 
Administration, Action 3 of the OECD/G20 Base Erosion and Profit 
Shifting (BEPS) Project and Pillar Two of the OECD/G20 project on 
digital taxation.

At the same time that it points out the common thread that links 
all these rules, this Article also shows how differently the drafters of 
each rule have understood the purpose and design of a minimum tax on 
foreign excess returns. This Article argues that there is not one shared 
understanding about how to design taxes on excess returns or why to 
impose taxes on excess returns. Instead, although policymakers are 
all using the same terminology and referring to the concepts of 
excess returns and normal returns, they all mean different things, and 
they are all using these terms for the purpose of addressing seemingly 
different problems.

This Article therefore considers possible explanations for the 
different ways that these different provisions define normal returns and 
excess returns. It turns to economic theory to consider whether the the-
ory of exempting normal returns from taxation explains the different 
definitions. Are these proposals for minimum taxes on excess returns 
trying to target economic rents as understood by economists? Or are 
they trying to target excess profits of the sort targeted by previous war-
time taxes on windfalls? Or, alternatively, are they trying to target resid-
ual profits as defined by transfer pricing analyses? This Article finds 
that these proposals differ in important ways from any economic the-
ory of excess returns, economic rents, excess profits or residual profits.

On investigation, it turns out that these proposals are all trying 
to impose taxation on shifted income, particularly shifted income from 
intangible assets. In other words, they are all designed to address the 
concern that a taxpayer earned income in one jurisdiction but was able 
to shift it to a second jurisdiction, thereby avoiding paying taxes in the 
first jurisdiction and paying taxes in the second jurisdiction. Implicit in 
this concern is the assumption that the second jurisdiction imposes lower 
tax rates than the first jurisdiction.

This Article argues that these minimum taxes on foreign excess 
returns therefore represent a new phase in the search for substantial 
activities. For many years, policymakers have been searching for a solu-
tion to the problem of how to tax income that has been shifted to a low- 
tax jurisdiction from the jurisdiction that contributed to the creation of 

1. Tax Cuts and Jobs Act of 2017, Pub. L. No. 115- 97, 131 Stat. 2054.
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that income. This problem has many guises, but the general concept is 
that policymakers want to impose taxation on income that does not arise 
from so- called “substantial activities” (or “economic substance”) in the 
low- tax jurisdiction. How to identify substantial activities and economic 
substance, however, has vexed policymakers for decades. These mini-
mum taxes on foreign excess returns represent a new phase in the search 
for substantial activities. After many efforts to define substantial activ-
ities for themselves, policymakers turned to economic theory for a 
 solution. And they found the theory of excess returns, under which nor-
mal returns should be exempted from taxation and the remaining 
excess returns should be taxed. But, when they translated this theory 
into practice, policymakers did so in a variety of ways, creating mea-
sures that differed both from each other and from the theory that 
inspired the measures.

To illustrate this interplay between theory and policy in the con-
text of minimum taxes on foreign excess returns, this Article proceeds 
in five parts. Part I tells the story of the many proposals for such taxes 
over the last decade, following the Obama Administration’s excess 
returns proposal from its first brief appearance in 2010 through its evo-
lution into much more detailed proposals in subsequent budgets. This 
proposal then made an appearance in the OECD’s Action 3 Report as 
one of the options for reforming CFC rules, and it ended up being enacted 
into U.S. law as the Global Intangible Low- Taxed Income (GILTI) pro-
vision in the 2017 tax reform bill. This proposal has also been included 
in Pillar Two of the OECD’s digital tax project.

Part II discusses the economic literature on taxing excess 
returns, focusing on discussions of cash flow taxes and allowances for 
corporate equity. Part II does not intend to be a rich discussion of the 
debates over these tax reforms but instead aims to provide a general 
overview of how excess returns have traditionally appeared in the eco-
nomic literature. Part II also briefly discusses excess profits (or wind-
fall) taxes and the taxation of residual profits in the transfer pricing 
context.

Part III discusses the many differences between all of the pro-
visions outlined in Part I that consider themselves to be focused on 
excess returns. These differences exist in terms of the rates used to 
define normal returns, the costs or assets used to define normal returns, 
and the scope of the excess returns calculation. Part III then considers 
what these differences tell us about what these measures are targeting. 
Part III concludes that these taxes are not targeting excess returns as 
envisioned by economic theory, nor are they targeting the excess 
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profits traditionally targeted by windfall taxes or the residual profits 
associated with transfer pricing. Further, Part III concludes by pointing 
out that the provisions all overlap in the sense that they are all trying 
to impose some degree of taxation on income that policymakers con-
sider to have been shifted away from the jurisdiction that contributed 
to the earning of that income.

This insight about shifted income brings readers to Part IV, 
which considers how the recent excess returns provisions all contribute 
to an ongoing debate in the international tax policy space about how to 
identify “substantial activities” or “economic substance.” For some pol-
icymakers, tax preferences should only be granted to income arising 
from substantial activities in a jurisdiction and taxes should focus on 
income that does not arise from those same substantial activities. How 
to determine whether or not income arises from substantial activities, 
however, is an ongoing challenge for policymakers. For decades, they 
have designed tax rules that define substantial activities in a variety of 
ways, and these minimum taxes on foreign excess returns are a new 
phase in the search for substantial activities. In effect, policymakers have 
been searching for a solution to the problem of substantial activities, and 
they turned to excess returns taxation to solve this problem. In translat-
ing the theory of excess returns into practice, however, policymakers 
transformed it into rules that defined normal and excess returns in ways 
consistent with policymakers’ visions of substantial activities and not 
with the theory of excess returns.

Part V discusses three concerns raised by the translation of the 
theory of excess returns into widely diverging definitions of substantial 
activities. First, the language of excess returns suggests that these taxes 
are defining substantial activities in a formulaic and objective way, which 
hides the discretion that policymakers are exercising when defining nor-
mal returns and excess returns. Second, the language of excess returns 
also masks the many differences between these provisions. Finally, the 
reliance on the concept of excess returns and normal returns may even 
disguise the degree to which policymakers are exercising discretion from 
the policymakers themselves.

i. how thE obama administration’s ExcEssivE rEturns ProPosaL 
bEcamE thE trumP administration’s GiLti and thE oEcd’s 
PiLLar two

This Part describes the evolution that took place from 2010 to the pres-
ent day as the Obama Administration’s initial proposal changed shape 
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and moved from one administration to the next and from the United 
States to the international stage. This Part begins in 2010 and introduces 
readers to the Obama Treasury’s various proposals, Camp Option A, the 
OECD’s Action 3 Final Report, the GILTI provision from the 2017 U.S. 
tax reform bill and the OECD’s current work on Pillar Two. Although 
these developments are not often discussed together, they are all effec-
tively minimum taxes on foreign excess returns.

A. The Evolution of Excess Returns Proposals in the United States 
from 2010 to 2017

The Obama Administration’s first reference to excess returns appeared 
in the context of CFC rules. CFC rules, which exist in dozens of coun-
tries,2 tax income earned by foreign subsidiaries on a current basis. These 
rules subject certain categories of income (CFC income) to taxation in 
the parent company’s jurisdiction even though the income was earned 
abroad and may not have been repatriated to the resident parent. Since 
the parent company can generally qualify for foreign tax credits on 
taxes paid to the subsidiary’s jurisdiction on the same income, the 
effect of CFC rules is to require taxpayers to make up the difference 
between the parent company’s tax rate and the foreign subsidiary’s tax 
rate on any CFC income.3

2. See OECD, Designing effective controlleD foreign company 
rules, action 3: 2015 final report 9 (2015), https:// doi . org / 10 . 1787 
/ 9789264241152 - en [https://perma.cc/PMX6-FHZ6] [hereinafter action 3 
final report].

3. To illustrate the general concept, imagine that Parent Co. is a 
U.S. headquartered multinational with subsidiaries around the world. Because 
it is a U.S. taxpayer, Parent Co. is subject to taxation on its worldwide income, 
but its separately incorporated foreign subsidiaries are generally only subject 
to tax on their income at the rate imposed by the country in which they were 
located. CFC rules are the exception to this, and they subject the shareholders 
of controlled foreign corporations (i.e., foreign subsidiaries with significant 
U.S. ownership) to current taxation on their pro rata share of certain types of 
income (CFC income, or, in the United States, Subpart F income). Therefore, 
if Parent Co. owns 90% of Sub1, which is tax resident of Country1, and Sub1 
earns $1 million of CFC income, then Parent Co. will be taxed on $900,000 of 
income at U.S. rates in that year. Parent Co. would generally qualify for a 
foreign tax credit for any foreign taxes paid to Country1. The effect of the 
foreign tax credit is that CFC rules subject income that has not been taxed at 

https://doi.org/10.1787/9789264241152-en
https://doi.org/10.1787/9789264241152-en
https://perma.cc/PMX6-FHZ6
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In February 2010, the Obama Administration proposed an inter-
national tax reform as part of its Fiscal Year 2011 budget. This proposal 
would have applied to “excess returns” from the transfer of an intangi-
ble asset abroad,4 and it would have achieved this by subjecting a new 
category of income to CFC taxation: the “excessive return” earned by 
the foreign subsidiary because a U.S. corporation had transferred an 
intangible asset to the subsidiary.5 The Obama Treasury explained this 
proposal by stating that the transfer of intangible assets from U.S. cor-
porations to controlled subsidiaries in low- tax jurisdictions “has resulted 
in a significant erosion of the U.S. tax base.”6 The brief proposal did not 
provide information on how taxpayers should calculate excess returns.7 
It instead stated that, if the transfer of intangible assets occurred “in cir-
cumstances that evidence excessive income shifting, then an amount 
equal to the excessive return” would be subject to CFC taxation.8

This concept then evolved over the Obama Administration’s fol-
lowing six proposed budgets. In 2011, as part of the Fiscal Year 2012 
budget, the Obama Administration included a very similar excess returns 
proposal with much of the same wording as the Fiscal Year 2011 ver-
sion,9 but the Fiscal Year 2012 version defined the excess returns that 
would be subject to CFC taxation in the following way: “excess 

the U.S. rate to taxation on the difference between the tax owed at the U.S. 
rate and tax owed at the Country1 rate.

4. u�s� treas� Dep’t, general explanations of the aDministra-
tion’s fiscal year 2011 revenue proposals 43 (2010), https:// home . treasury 
. gov / system / files / 131 / General - Explanations - FY2011 . pdf [https://perma.cc/4J6R 
-C3RX] [hereinafter fiscal year 2011 greenbook] (proposing that the U.S. 
tax currently excess returns associated with transfers of intangibles offshore).

5. Id.
6. Id.
7. A Treasury official is reported to have suggested that these 

returns would be those in excess of a 30% return on the transferred intangi-
ble. See Martin A. Sullivan, Economic Analysis: Designing Anti- Base- 
Erosion Rules, 70 tax notes int’l 375, 381 (Apr. 29, 2013).

8. fiscal year 2011 greenbook, supra note 4, at 43.
9. u�s� treas� Dep’t, general explanations of the aDministra-

tion’s fiscal year 2012 revenue proposals 43 (2011), https:// home . treasury 
. gov / system / files / 131 / General - Explanations - FY2012 . pdf [https://perma.cc 
/4VYE-XJYT] [hereinafter fiscal year 2012 greenbook] (proposing again 
that the U.S. tax currently excess returns associated with transfers of intangi-
bles offshore).

https://home.treasury.gov/system/files/131/General-Explanations-FY2011.pdf
https://home.treasury.gov/system/files/131/General-Explanations-FY2011.pdf
https://perma.cc/4J6R-C3RX
https://perma.cc/4J6R-C3RX
https://home.treasury.gov/system/files/131/General-Explanations-FY2012.pdf
https://home.treasury.gov/system/files/131/General-Explanations-FY2012.pdf
https://perma.cc/4VYE-XJYT
https://perma.cc/4VYE-XJYT
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intangible income would be defined as the excess of gross income from 
transactions connected with or benefiting from [the transferred] intan-
gible over the costs (excluding interest and taxes) properly allocated 
and apportioned to this income increased by a percentage mark- up.”10 
In other words, excess returns would be limited to excess intangible 
returns, and they would be the difference between the income arising 
from the transferred intangible and a fixed return on the costs associ-
ated with the transferred intangible.

A few months later, very similar wording appeared in Option 
A of House Ways and Means Chairman Dave Camp’s tax reform pro-
posal, but this also did not end up being implemented.11 In October 2011, 
Representative Camp proposed a comprehensive tax reform bill that set 
out three different options for rules to prevent base erosion.12 Although 
this bill was never passed, and only Option C made it into Camp’s final 
2014 proposal,13 Camp Option A set out an excess returns proposal sim-
ilar to that included in the Obama Administration’s early budgets. 
Camp Option A included excess returns (referred to in the proposal as 
“excess income”) from transfers of intangibles to related parties in low- 
taxed jurisdictions in a corporation’s Subpart F income (i.e., the U.S. ver-
sion of deemed- repatriated CFC income).14 These excess returns were 
calculated by subtracting 150% of the costs associated with an intangi-
ble asset that was transferred to a foreign related party from the income 
earned from the sale, lease, license or other disposition of that intangi-
ble, as well as from the provision of services of that intangible.15 In other 
words, excess returns were only calculated in the context of intangibles 
that were transferred to a foreign related party. They were calculated 
by treating 150% of the costs associated with said intangibles as a nor-
mal return and treating any income greater than that as excess returns. 

10. Id. at 44.
11. h� comm� on Ways anD means, 112th cong�, Ways anD means 

Discussion Draft: tax reform act of 2011 44– 50 (Oct. 26, 2011), https:// gop 
- waysandmeans . house . gov / UploadedFiles / Discussion _ Draft . pdf [https://perma 
.cc/FB2G-Z2KA] [hereinafter tax reform act of 2011].

12. The other two options were Option B (an active business 
exemption in the home country) and Option C (a reduced rate for foreign 
intangible income). See id. at 50– 53.

13. See Tax Reform Act of 2014, H.R. 1, 113th Cong. (2014).
14. tax reform act of 2011, supra note 11, at 44– 50.
15. Id. at 45– 46.

https://gop-waysandmeans.house.gov/UploadedFiles/Discussion_Draft.pdf
https://gop-waysandmeans.house.gov/UploadedFiles/Discussion_Draft.pdf
https://perma.cc/FB2G-Z2KA
https://perma.cc/FB2G-Z2KA
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Camp Option A also only included these excess returns if they were 
taxed in a foreign country at a rate less than or equal to 10%.16

In 2012, 2013 and 2014, as part of the Fiscal Year 2013, Fiscal 
Year 2014 and Fiscal Year 2015 budgets, respectively, the Obama Admin-
istration again included a very similar excess returns proposal with 
almost identical wording to the Fiscal Year 2012 version.17

In 2015, as part of the Fiscal Year 2016 budget, the Obama 
Administration’s excess returns proposal changed significantly. No lon-
ger was this a proposal for subjecting excess returns from transferred 
intangibles to CFC taxation. Instead, the new proposal was described 
as one that would “impose a 19- percent minimum tax on foreign 
income.”18 A minimum tax differs facially from CFC rules in that a 
minimum tax imposes current taxation on foreign income that is taxed 
at a significantly lower rate than the home country rate. Th effect of a 
minimum tax is to make up the difference between the foreign rate and 
the minimum tax rate, which may be the same rate that applies in the 
country imposing the tax or which may be a lower minimum tax rate.19 

16. Id. at 47.
17. u�s� treas� Dep’t, general explanations of the aDministra-

tion’s fiscal year 2013 revenue proposals 88– 89 (2012), http:// www 
. treasury . gov / resource - center / tax - policy / Documents / General - Explanations 
- FY2013 . pdf [https://perma.cc/4CZW-W4WV] [hereinafter fiscal year 2013 
greenbook]; u�s� treas� Dep’t, general explanations of the aDministra-
tion’s fiscal year 2014 revenue proposals 49– 50 (2013), http:// www 
. treasury . gov / resource - center / tax - policy / Documents / General - Explanations 
- FY2014 . pdf [hereinafter fiscal year 2014 greenbook]; u�s� treas� Dep’t, 
general explanations of the aDministration’s fiscal year 2015 revenue 
proposals 45– 46 (2014), http:// www . treasury . gov / resource - center / tax - policy 
/ Pages / general explanation.aspx [here in after fiscal year 2015 greenbook].

18. u�s� treas� Dep’t, general explanations of the aDministra-
tion’s fiscal year 2016 revenue proposals 19– 22 (2015), https:// home 
. treasury . gov / system / files / 131 / General - Explanations - FY2016 . pdf [https://perma 
.cc/Z2FJ-9E37] [hereinafter fiscal year 2016 greenbook] (capitalization 
removed).

19. To illustrate the general idea of a minimum tax, imagine that a 
U.S. corporation earns $1 million in Country A, and its wholly owned CFC 
earns $1 million in Country B and another $1 million in Country C. Country 
A imposes a 30% tax rate on income earned in Country A, Country B imposes 
a 20% tax rate on income earn in Country B, and Country C imposes a 10% 
tax rate on income earned in Country C. If the U.S. imposes a minimum tax 

http://www.treasury.gov/resource-center/tax-policy/Documents/General-Explanations-FY2013.pdf
http://www.treasury.gov/resource-center/tax-policy/Documents/General-Explanations-FY2013.pdf
http://www.treasury.gov/resource-center/tax-policy/Documents/General-Explanations-FY2013.pdf
https://perma.cc/4CZW-W4WV
http://www.treasury.gov/resource-center/tax-policy/Documents/General-Explanations-FY2014.pdf
http://www.treasury.gov/resource-center/tax-policy/Documents/General-Explanations-FY2014.pdf
http://www.treasury.gov/resource-center/tax-policy/Documents/General-Explanations-FY2014.pdf
http://www.treasury.gov/resource-center/tax-policy/Pages/general
http://www.treasury.gov/resource-center/tax-policy/Pages/general
https://home.treasury.gov/system/files/131/General-Explanations-FY2016.pdf
https://home.treasury.gov/system/files/131/General-Explanations-FY2016.pdf
https://perma.cc/Z2FJ-9E37
https://perma.cc/Z2FJ-9E37
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This proposal envisioned a significant change to the existing CFC rules, 
pursuant to which the foreign earnings of U.S. corporations and their 
CFCs would be subject to a minimum tax rate of 19%, reduced by 85% 
of the foreign rate that applied to the earnings.20

Minimum taxes do not by definition require any excess returns 
calculation, but the Fiscal Year 2016 budget proposal incorporated such 
a calculation into its minimum tax proposal. In other words, the pro-
posal first subtracted normal returns from the income earned in the for-
eign country and then only applied the minimum tax to the income, if 
any, that remained. The Fiscal Year 2016 proposal did not, however, 
explicitly describe this calculation as one that focused on excess returns. 
Instead, it presented it as a formula whereby the foreign earnings were 
“reduced by an allowance for corporate equity (ACE).”21 Although the 
Fiscal Year 2016 proposal did not provide a specific equation for the 

with a 20% rate, the U.S. would impose no extra tax on the $1 million earned 
in Country A or the $1 million earned in Country B, but it would impose an 
extra tax of 10% on the $1 million earned in Country C because Country C’s 
tax rate is 10 percentage points less than 20%. A minimum tax, in other 
words, would ensure that all foreign income would be subject to at least a 20% 
rate. This example ignores the complexities of actual minimum tax proposals 
such as cross- crediting, but this provides the general outline.

20. fiscal year 2016 greenbook, supra note 18, at 20. For illustra-
tion, imagine again that a U.S. corporation earns $1 million in Country A, 
and its wholly owned CFC earns $1 million in Country B and another $1 mil-
lion in Country C. Country A imposes a 30% tax rate on income earned in 
Country A, Country B imposes a 20% tax rate on income earn in Country B, 
and Country C imposes a 10% tax rate on income earned in Country C. Under 
a minimum tax such as the one proposed in the Fiscal Year 2016 budget, the 
U.S. would impose no extra tax on the $1 million earned in Country A because 
85% of 30% is 25.5%, which is greater than 19%. The U.S. would impose an 
extra tax of 2% on the $1 million earned in Country B because 85% of 20% is 
17%, which is 2 percentage points less than 19%. And the U.S. would impose 
an extra tax of 10.5% on the $1 million earned in Country C because 85% of 
10% is 8.5%, which is 10.5 percentage points less than 19%. A minimum tax, 
in other words, would ensure that all foreign income would be subject to at 
least a 19% rate. If the foreign country’s tax rate was greater than or equal to 
22.35%, then the U.S. would impose no extra tax. If the foreign country’s tax 
rate was lower, then the U.S. would impose a tax equal to the difference 
between the minimum tax and 85% of the foreign tax rate.

21. fiscal year 2016 greenbook, supra note 18, at 21. See infra notes 
115– 116 and accompanying text for more on allowances for corporate equity.
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ACE, it explained that carving out an ACE allowance was the same as 
“provid[ing] a risk free return on equity invested in active assets,” which in 
turn meant that “the ACE allowance is intended to exempt from the mini-
mum tax a return on the actual activities undertaken in a foreign country.”22 
Very similar language appeared again in February 2016 in the Obama 
Administration’s final budget proposal for Fiscal Year 2017,23 and a similar 
version of this minimum tax with an ACE appeared in April 2016 in the 
2016 Update to The President’s Framework for Business Tax Reform.24

From 2010 to 2016, therefore, the Obama Administration’s 
excess returns proposals evolved from a very general idea about taxing 
the excess returns on transferred intangibles to a much more detailed 
proposal for first calculating these excess returns by subtracting the costs 
associated with the transferred intangible plus a mark- up from the 
 overall intangible income to finally calculating them by subtracting an 
allowance for corporate equity from all foreign earnings.

The justifications for these proposals also changed. For the first 
few years of the Obama Treasury’s proposals, they argued that an excess 
returns provision was a way to address erosion of the U.S. tax base 
caused by U.S. companies transferring intangible assets to related par-
ties in low- tax jurisdictions. These early U.S. proposals presented excess 
returns provisions as backstops or supports to the existing transfer pric-
ing rules. In the Fiscal Year 2011 proposal, for example, the Obama 
Treasury explained its reasoning by stating that transfers of intangibles 
between related parties “put[] significant pressure on the enforcement 
and effective application of transfer pricing rules” and that evidence 
indicates “that income shifting through transfers of intangibles to low- 
taxed affiliates has resulted in a significant erosion of the U.S. tax base.”25 
In the Fiscal Year 2012, Fiscal Year 2013, Fiscal Year 2014 and Fiscal 
Year 2015 proposals, the Obama Treasury echoed these justifications and 

22. fiscal year 2016 greenbook, supra note 18, at 21.
23. u�s� treas� Dep’t, general explanations of the aDministra-

tion’s fiscal year 2017 revenue proposals 9– 12 (2016), https:// home 
. treasury . gov / system / files / 131 / General - Explanations - FY2017 . pdf [https://perma 
.cc/4SG5-Y4GS] [hereinafter fiscal year 2017 greenbook].

24. White house & u�s� treas� Dep’t, the presiDent’s frameWork 
for business tax reform: an upDate 24 (2016), https:// www . treasury . gov 
/ resource - center / tax - policy / documents / the - presidents - framework - for 
- business - tax - reform - an - update - 04 - 04 - 2016 . pdf [https://perma.cc/4RTC-RCJ5].

25. fiscal year 2011 greenbook, supra note 4, at 43.

https://home.treasury.gov/system/files/131/General-Explanations-FY2017.pdf
https://home.treasury.gov/system/files/131/General-Explanations-FY2017.pdf
https://perma.cc/4SG5-Y4GS
https://perma.cc/4SG5-Y4GS
https://www.treasury.gov/resource-center/tax-policy/documents/the-presidents-framework-for-business-tax-reform-an-update-04-04-2016.pdf
https://www.treasury.gov/resource-center/tax-policy/documents/the-presidents-framework-for-business-tax-reform-an-update-04-04-2016.pdf
https://www.treasury.gov/resource-center/tax-policy/documents/the-presidents-framework-for-business-tax-reform-an-update-04-04-2016.pdf
https://perma.cc/4RTC-RCJ5
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explicitly stated that including “excess income from intangibles trans-
ferred to low- taxed affiliates [in income subject to CFC taxation] will 
reduce the incentive for taxpayers to engage in these transactions.”26 
Therefore, one reason alleged for focusing on excess returns is to accu-
rately tax income earned from intangibles, both by ensuring that this 
income is allocated to the right jurisdiction and by ensuring that the cor-
rect amount of income is taxed. A second and related reason for focus-
ing on excess returns is to fill the gaps created by transfer pricing rules 
that cannot correctly tax income from intangibles.

The reasons for taxing excess returns shifted significantly by the 
time of the Obama Treasury’s Fiscal Year 2016 and Fiscal Year 2017 pro-
posals. No longer was the focus just on the transfer of intangibles to related 
parties. Although that was implicitly a part of the justification,27 the rea-
sons provided by the Obama Administration in these last two proposals 
were much broader, and they focused on reducing incentives to “locate 
production overseas and shift profits abroad, eroding the U.S. tax base.”28 
The reason for targeting just excess returns and not targeting normal 
returns was that exempting the normal return was “intended to exempt . . .  
a return on the actual activities undertaken in a foreign country.”29 In other 
words, the reason for imposing a minimum tax just on excess returns were 
that excess returns were income that had been shifted abroad but that did 
not arise from actual activities in the foreign jurisdiction.

In the midst of this evolution, Republican Representative Camp 
proposed his own version of an excess returns rule. This rule included 
excess returns from transfers of intangibles to related parties in low- 
taxed jurisdictions in a corporation’s Subpart F income.30 The justifica-
tion for this rule was the general prevention of base erosion.31

26. fiscal year 2012 greenbook, supra note 9, at 43; fiscal year 
2013 greenbook, supra note 17, at 88; fiscal year 2014 greenbook, supra 
note 17, at 49; fiscal year 2015 greenbook, supra note 17, at 45.

27. See, e.g., fiscal year 2017 greenbook, supra note 23, at 10 
(referring the ability of U.S. multinationals to “shift profits abroad”).

28. fiscal year 2016 greenbook, supra note 18, at 20; fiscal 
year 2017 greenbook, supra note 23, at 10.

29. fiscal year 2016 greenbook, supra note 18, at 21; fiscal year 
2017 greenbook, supra note 23, at 11.

30. tax reform act of 2011, supra note 11.
31. tax reform act of 2011, supra note 11 (listing Camp’s excess 

returns rule as one of three options in a section entitled “Prevention of Base 
Erosion”).
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B. Action 3 of the OECD’s BEPS Project

At the same time that the Obama Administration was shifting its view 
of excess returns from something focused purely on intangible trans-
fers to something broader, the OECD also proposed an excess returns 
rule that was a combination of the earlier proposals for Fiscal Years 
2012– 2015 and the later ones for Fiscal Years 2016– 2017. This occurred 
as part of the BEPS Project, which took place from 2013 to 2015 and 
which involved 44 countries working on 15 action items that were 
designed to limit corporate tax avoidance and aggressive tax planning.32 
As part of its final report for Action 3, which focused on designing effec-
tive CFC rules, the OECD listed a variety of methods countries could 
use to define the types of income that were subject to taxation.33 Among 
several methods that countries were already using in their existing CFC 
rules, the Action 3 Final Report also mentioned that “[a]nother approach 
to defining income is an ‘excess profits’ analysis, which is not a feature 
of any existing CFC rules.”34 The report went on to describe that an 
excess profits analysis would subtract a normal return from the CFC’s 
income to determine the excess profit, and it stated that the normal return 
was “the return that a normal investor would expect to make with respect 
to an equity investment.”35 The report stated that this normal return 
was calculated by multiplying the risk- inclusive rate of return by eligi-
ble equity, and it highlighted that significant questions remained as to 
how to calculate either the return or the equity.36 As envisioned as part 
of a CFC rule, the excess profits approach would apply only to excess 
returns earned in a low- tax jurisdiction, so it would effectively be a 

32. See, e.g., OECD, explanatory statement, 2015 final reports 
(2015), https:// doi . org / 10 . 1787 / 9789264263437 - en [https://perma.cc/XDJ2 
-GZVJ] [hereinafter beps explanatory statement].

33. action 3 final report, supra note 2, at 43– 57.
34. Id. at 49. Note that this uses “excess profits” to mean “excess 

returns.” As described infra in Section II, excess profits taxes are designed to 
capture windfall profits due to exogenous shocks such as wartime, while 
excess returns taxes are designed to capture the amount that a taxpayer regu-
larly earns over a normal return. Here, the OECD uses the former term to 
describe the latter type of tax.

35. Id.
36. Id. at 49– 50.

https://doi.org/10.1787/9789264263437-en
https://perma.cc/XDJ2-GZVJ
https://perma.cc/XDJ2-GZVJ
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minimum tax (although it was not referred to as such in the Action 3 
Final Report).37

The OECD’s inclusion of an excess returns approach in its 
report on CFCs was controversial because no country had such a rule 
at the time. In May 2015, about five months before the Action 3 Final 
Report was issued, the OECD issued a discussion draft for Action 3.38 
This discussion draft clarified that the countries discussing Action 3 
had not yet reached consensus,39 and it included the following caveat 
at the start of the chapter in which the excess profits approach was 
introduced:

In line with the general comments setting out the non- 
consensus status of the discussion draft as a whole, it 
should be emphasised that the approaches to defining 
CFC income do not reflect a consensus view. In partic-
ular, there are different views on the excess profits 
approach set out at Part III B. The differences arise 
because some countries believe that an excess profits 
approach will include income irrespective of whether 
it arises from genuine economic activity of the CFC and 
where there is appropriate substance. Other countries 
believe that excluding a normal return on eligible equity 
is an effective method for identifying CFC income.40

Despite the controversy, by October 2015, the excess profits 
approach was included in the consensus- supported Action 3 Final 
Report. Some of the wording surrounding its description had changed, 
and the OECD was explicit in the final report that none of the listed 
options for defining CFC income, including the excess profits approach, 
were viewed as best practices or minimum standards.41 The inclusion 
of an excess returns approach that appeared very similar to the Obama 

37. Id. at 49.
38. OECD, public Discussion Draft, beps action 3: strengthen-

ing cfc rules (2015), http:// www . oecd . org / ctp / aggressive / discussion - draft 
- beps - action - 3 - strengthening - CFC - rules . pdf [https://perma.cc/9MB8-422G] 
[hereinafter action 3 Discussion Draft].

39. Id. at 3.
40. Id. at 34.
41. beps explanatory statement, supra note 32, at 13.

http://www.oecd.org/ctp/aggressive/discussion-draft-beps-action-3-strengthening-CFC-rules.pdf
http://www.oecd.org/ctp/aggressive/discussion-draft-beps-action-3-strengthening-CFC-rules.pdf
https://perma.cc/9MB8-422G
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Administration’s Fiscal Year 2016 and Fiscal Year 2017 budget propos-
als in an OECD/G20 document setting out recommendations for CFC 
rules, however, brought international attention to the concept.42

Along with setting out a description of this excess returns 
approach, the Action 3 Final Report provided a variety of reasons that 
countries might implement such a rule, although it also acknowledged 
that some countries might not find these reasons compelling.43 The first 
reason for implementing an excess returns rule was to subject “income 
from intangibles and risk shifting” to taxation.44 Linked to this, a sec-
ond reason for implementing an excess returns rule was to address 
weaknesses in transfer pricing rules since, according to the Action 3 
Final Report, the existence of excess returns suggested that “intangi-
bles and risk- shifting transactions among related parties could be sus-
ceptible to systematic mispricing.”45 A third reason for implementing an 
excess returns rule was that it should target “income raising BEPS 
concerns”— i.e., shifted income.46 A fourth and final reason for imple-
menting an excess returns rule was its simplicity, which the Action 3 
Final Report referred to as “the mechanical nature of this approach.”47

C. GILTI

On December 22, 2017, the U.S. tax reform bill (often referred to as the 
Tax Cuts and Jobs Act, or TCJA) was signed into law. On the interna-
tional tax side, the TCJA included three new provisions: the Global 
Intangible Low Taxed Income (GILTI) provision, the Foreign Derived 
Intangibles Income (FDII) deduction and the Base Erosion and Anti- 
Avoidance Tax (BEAT). The GILTI provision builds directly on the 
 earlier Obama Administration and OECD excess return proposals. 
Although the provision itself does not explicitly refer to excess returns, 

42. Lilian V. Faulhaber, Diverse Interests and International Legit-
imation: Public Choice Theory and the Politics of International Tax, 114 am� 
J� int’l l� unbounD 265 (2020).

43. action 3 final report, supra note 2, at 50 (stating that “there 
is no consensus on whether the excess profits approach should be combined 
with a mandatory substance- based exclusion.”).

44. Id. at 49.
45. Id.
46. Id. at 44.
47. Id. at 50.
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it provides calculations for subtracting normal returns and therefore sub-
jects only excess returns to taxation.48 Furthermore, in later regula-
tions, the Treasury Department repeatedly refers to the calculation for 
determining GILTI as one in which a “normal return” is subtracted in 
order to arrive at the amount that is subject to taxation.49

The GILTI provision is codified in Section 951A of the Internal 
Revenue Code.50 This provision, when combined with Section 250, 
imposes a minimum tax of 10.5% on certain income earned by for-
eign subsidiaries of U.S. taxpayers that qualify as CFCs.51 The income 
that is subject to this minimum tax is the amount of the net income of 
the subsidiary that exceeds 10% of the subsidiary’s investment in 
 tangible depreciable property.52 In other words, the GILTI provision 
treats a CFC’s normal return as 10% of the CFC’s investment in tangi-
ble depreciable property. Any income above that amount is subject to 
the 10.5% tax. If the income has already been subject to at least 10.5% 

48. FDII refers back to GILTI and uses the same normal returns 
calculation, but FDII is not discussed here because it is a deduction rather 
than a minimum tax.

49. Guidance Related to Section 951A (Global Intangible Low- 
Taxed Income) and Certain Guidance Related to Foreign Tax Credits, 84 Fed. 
Reg. 29,288, 29,323, 29,327, 29,329 (June 21, 2019) (to be codified at 26 C.F.R. 
pt. 1) (all referring to the calculation as one in which a “normal return” is 
subtracted).

50. § 951A. Unless otherwise stated, all statutory section citations 
are to the Internal Revenue Code of 1986, as amended, and all regulations 
section citations are to Treasury regulations promulgated thereunder.

51. § 951A(a) (including all “global intangible low- taxed income” 
in the U.S. shareholder’s income); § 250 (a)(1)(B) (allowing a 50% deduction 
for the “global intangible low- taxed income,” thereby only subjecting the 
remaining 50% to taxation). Assuming the U.S. taxpayer is a corporation sub-
ject to the 21% rate, the effect of these two provisions is to impose a tax of 
10.5% on the global intangible low- taxed income. Note that the minimum tax 
rate will increase after December 31, 2025, when there will only be a 37.5% 
deduction instead of a 50% deduction. § 250(a)(3)(B). Note further that, in 
situations where there is some foreign corporate income tax that applies and 
gives rise to U.S. foreign tax credits, U.S. taxpayers will end up paying a com-
bined effective rate of 13.125%. See OECD, tax challenges arising from 
Digitalisation—  interim report 2018, inclusive frameWork on beps 123 
n.17 (2018), https:// doi . org / 10 . 1787 / 9789264293083 - en [https://perma.cc/Q5ZW 
-NW9T] [hereinafter tfDe interim report 2018].

52. § 951A(b).

https://doi.org/10.1787/9789264293083-en
https://perma.cc/Q5ZW-NW9T
https://perma.cc/Q5ZW-NW9T
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in foreign taxes, then the foreign tax credit means that the CFC’s U.S. 
shareholders will not owe any extra taxes. If it has not, then the CFC’s 
U.S. shareholders will owe the difference between the taxes paid and 
the 10.5% rate of the GILTI provision.53

When the GILTI provision was passed in 2017 as part of U.S. 
tax reform, the Senate Committee on the Budget’s explanation of the 
final bill stated that the GILTI provision was designed to tax “income 
derived from intangible property, or intangible income,” which the Sen-
ate Finance Committee “believe[d] [to be] the type of income that is 
most readily allocated to low-  or zero- tax jurisdictions.”54 The Commit-
tee then stated that “the most difficult problem with identifying GILTI 
[was] identifying intangible income,” so “the provision adopts a formu-
laic approach to calculating intangible income to make the determina-
tion simpler and more administrable.”55 The Committee explained that 
the formulaic approach “is based on the premise that directly calculat-
ing tangible income is simpler than calculating intangible income.”56 
According to this explanation, therefore, Congress’s reason for taxing 
the excess returns in GILTI were threefold. First, excess returns rep-
resented intangible income. Second, taxing excess returns was a way to 
tax income that was shifted outside of the U.S. Third, designing a tax 
provision that focused on excess returns was simpler and more admin-
istrable, since, according to the committee, “calculating intangible 

53. Note that, while the Obama Administration’s budget proposals 
for Fiscal Year 2016 and Fiscal Year 2017 calculated the foreign tax credit on 
a per- country basis, averaging the rates imposed by each country over five 
years to determine whether they equaled or exceeded the minimum tax, the 
GILTI provision pools all income potentially subject to GILTI and allows for-
eign tax credits associated with any of that income to be used against all of 
the income. This is therefore an “overall” minimum tax, which only subjects 
income in a low- tax jurisdiction to the minimum tax if there is not sufficient 
income subject to tax in one or more high- tax jurisdictions to provide suffi-
cient excess credits to offset the low taxation, as opposed to a per- country 
minimum tax, which subjects all income in a low- tax jurisdiction to the min-
imum tax regardless of whether any other income earned by the U.S. taxpayer 
was subject to higher tax rates.

54. staff of s� comm� on the buDget, 115th cong�, reconciliation 
recommenDations pursuant to h� con� res� 71 370 (Comm. Print 2017).

55. Id. at 370– 71.
56. Id. at 371.
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income based on facts and circumstances may be both complicated and 
administratively difficult.”57

D. Pillar Two of the OECD’s Digital Economy Project

Therefore, from 2010 to 2017, a minimum tax focused on excess returns 
jumped from being a proposal in a Democratic administration’s budget 
that was never passed to being one of the major international tax provi-
sions in the tax reform bill of a Republican- majority Congress. At the 
same time, this concept was also gaining acceptance on the international 
stage. In 2015, when the OECD issued the Action 3 Final Report, a min-
imum tax on excess returns was seen as a controversial idea that had 
difficulty gaining support of the 44 countries involved in the BEPS Proj-
ect. By 2019, a very similar idea was being seriously considered by the 
more than 130 countries involved in the OECD’s digital tax project.

The discussions leading up to this digital tax project had started 
earlier, when the OECD/G20 BEPS Project included amongst its fifteen 
action items Action 1, which focused on addressing the tax challenges 
of the digital economy.58 Over the course of the BEPS Project, the OECD 
and G20 created a Task Force on the Digital Economy (TFDE), which 
was responsible for working on Action 1. In 2014, the TFDE issued 
an interim report,59 which was followed by a final report in 2015.60 
These two reports stated that the digital economy could not be ring- 
fenced from the rest of the economy.61 In other words, the digital econ-
omy was not separate from the rest of the economy, nor could it be 
separated from the rest of the economy. They then went on to consider 
possible rules that could be implemented to address the particular chal-
lenges raised by the digital economy, including modifications to the 

57. Id. at 370.
58. OECD, action plan on base erosion anD profit shifting 29 

(2013), http:// dx . doi . org / 10 . 1787 / 9789264202719 - en [https://perma.cc/6GBV 
-A3AG] [hereinafter beps action plan].

59. OECD, aDDressing the tax challenges of the Digital econ-
omy, action 1: 2014 Deliverable (2014), https:// doi . org / 10 . 1787 / 978926 421 
8789 - en [hereinafter action 1 2014 interim report].

60. OECD, aDDressing the tax challenges of the Digital econ-
omy, action 1: 2015 final report (2015), https:// doi . org / 10 . 1787 / 978926424 
1046 - en [hereinafter action 1 2015 final report].

61. See action 1 2014 interim report, supra note 59, at 12; action 
1 2015 final report, supra note 60, at 11.

http://dx.doi.org/10.1787/9789264202719-en
https://perma.cc/6GBV-A3AG
https://perma.cc/6GBV-A3AG
https://doi.org/10.1787/9789264218789-en
https://doi.org/10.1787/9789264218789-en
https://doi.org/10.1787/9789264241046-en
https://doi.org/10.1787/9789264241046-en
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permanent establishment rules to make it harder for taxpayers to fall 
within the exceptions, new definitions of what constitutes a permanent 
establishment, withholding taxes on certain digital transactions and a 
so- called equalization levy, which would be designed to equalize the 
treatment of digital companies and brick- and- mortar companies by sub-
jecting the former to a tax based on digital revenues, advertising income 
or the like.62 None of these possible rules were presented as recommen-
dations. Instead, the reports issued under Action 1 stated that the coun-
tries involved in the BEPS Project could not agree to recommend any 
one option on a multilateral basis, but countries could implement 
them on a unilateral basis— as long as such implementation did not 
conflict with any international commitments.63

Although the BEPS Project did not issue any recommendations 
in the area of digital taxation, many individual countries and the Euro-
pean Union proposed and implemented their own rules designed to tar-
get the digital economy in 2014 and after.64 In response to these growing 
demands for an international solution to the problems created by digi-
talization, the TFDE continued to meet and issued an interim report in 
2018.65 The TFDE then issued a public consultation document on the 
digital economy in early 2019,66 and it then issued a work program out-
lining its plans for reaching consensus on a digital tax solution by the 
end of 2020.67

Over the course of these documents, the TFDE’s vision of pos-
sible solutions to the tax challenges raised by digitalization changed. As 

62. See action 1 2015 final report, supra note 60, at 106, 115– 16.
63. See action 1 2014 interim report, supra note 59, at 4; action 

1 2015 final report, supra note 60, at 13.
64. See Lilian V. Faulhaber, Taxing Tech: The Future of Digital 

Taxation, 39 va� tax rev� 145, 160– 65 (2019).
65. tfDe interim report 2018, supra note 51.
66. OECD, public consultation Document: aDDressing the tax 

challenges of the Digitalisation of the economy (2019), https:// www . oecd 
. org / tax / beps / public - consultation - document - addressing - the - tax - challenges 
- of - the - digitalisation - of - the - economy . pdf [https://perma.cc/5TXD-RKWL] 
[hereinafter tfDe public consultation Document 2019].

67. OECD, programme of Work to Develop a consensus solution 
to the tax challenges arising from the Digitalisation of the economy (2019), 
www . oecd . org / tax / beps / programme - of - work - to - develop - a - consensus - solution 
- to - the - tax - challenges - arising - from - the - digitalisation - of - the - economy . htm 
[https://perma.cc/2VKD-ECDU] [hereinafter tfDe programme of Work].

https://www.oecd.org/tax/beps/public-consultation-document-addressing-the-tax-challenges-of-the-digitalisation-of-the-economy.pdf
https://www.oecd.org/tax/beps/public-consultation-document-addressing-the-tax-challenges-of-the-digitalisation-of-the-economy.pdf
https://www.oecd.org/tax/beps/public-consultation-document-addressing-the-tax-challenges-of-the-digitalisation-of-the-economy.pdf
https://perma.cc/5TXD-RKWL
http://www.oecd.org/tax/beps/programme-of-work-to-develop-a-consensus-solution-to-the-tax-challenges-arising-from-the-digitalisation-of-the-economy.htm
http://www.oecd.org/tax/beps/programme-of-work-to-develop-a-consensus-solution-to-the-tax-challenges-arising-from-the-digitalisation-of-the-economy.htm
https://perma.cc/2VKD-ECDU
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mentioned above, early BEPS- era publications focused on withholding 
taxes, changes to permanent establishment and allocation rules and spe-
cial equalization levies. By 2019, although the TFDE was still consid-
ering some of those ideas, it had also added the concept of a minimum 
tax. Although the TFDE briefly mentioned the U.S. GILTI in its 2018 
interim report, this was merely a reference to a development in interna-
tional tax, and it was not considered as a model for any future digital 
measures.68 (It was, however, explicitly linked to the Action 3 report 
and described as a “tax on excess returns.”69)

By early 2019, however, when the TFDE issued its public con-
sultation document, a minimum tax was one of the primary solutions 
it was considering. The public consultation document floated the idea 
of an “income inclusion rule,” which it described as a “minimum tax” 
that “would build on the Action 3 recommendations and draw on 
aspects of the US regime for taxing Global Intangible Low- Taxed 
Income (‘GILTI’).”70 This minimum tax was referred to as the Global 
Anti- Base Erosion rule,71 which was eventually shortened to GloBE. 
The document did not provide many details, and there was no mention 
of a deduction for normal returns, but it did raise the possibility that 
there could be “thresholds or safe harbours to facilitate administration 
and compliance with the rule.”72 Only a few months later, the TFDE’s 
“programme of work” included more details on the inclusion rule, 
which it stated would “impose a minimum tax rate.”73 Along with a 
variety of design considerations, the programme of work considered 
the “possible use and effect of carve- outs, including for . . .  [a] return 
on tangible assets.”74

Then, in August 2020, the OECD circulated a draft proposal to 
the delegates of the Inclusive Framework that included a longer discus-
sion of a “formulaic substance- based carve- out.” 75 This proposal was 

68. tfDe interim report 2018, supra note 51, at 100– 01.
69. Id. at 101; see supra notes 34– 37 and accompanying text.
70. tfDe public consultation Document 2019, supra note 66, 

at 25– 26.
71. Id. at 24– 26.
72. Id. at 26.
73. tfDe programme of Work, supra note 67, at 27.
74. Id. at 29.
75. This was a confidential document that was leaked to the press 

and published alongside the following article: Alex M. Parker, OECD 
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then included in the public report on Pillar Two that the OECD published 
in October 2020. This public report explained that this substance- based 
carve- out was an optional design feature of the recommended minimum 
tax and that it was “intended to exclude a fixed return for substantive 
activities within a jurisdiction from the scope of the [minimum tax]. 
Excluding a fixed return from substantive activities focuses [the mini-
mum tax] on ‘excess income’, such as intangible- related income, which 
is most susceptible to BEPS risks.”76 The October 2020 report stated that 
the fixed return would be calculated by multiplying a fixed percentage 
by payroll costs plus depreciation expenses for tangible assets.77 Although 
the fixed percentage had not yet been determined by October 2020, the 
report suggested that it would be “limited to a modest return (sometimes 
colloquially referred to as a ‘routine return’)”78 and kept open the pos-
sibility that the fixed percentage could differ for different items.79 The 
report also stated:

The policy rationale behind a formulaic carve- out based 
on expenditures for payroll and tangible assets is to 
exclude a fixed return for substantive activities within 
a jurisdiction from the scope of the GloBE rules. The 
use of payroll and tangible assets as indicators of sub-
stantive activities is justified because these factors are 
generally expected to be less mobile and less likely to 
lead to tax induced distortions. Conceptually, exclud-
ing a fixed return from substantive activities focuses 
GloBE on “excess income”, such as intangible- related 
income, which is most susceptible to BEPS risks. Fur-
thermore, a carve- out based on expenditures for pay-
roll and tangible assets should help to shield low- margin 

Favoring Adding Exemption to Corp. Min. Tax, laW360 (Aug. 17, 2020, 8:21 
PM), https:// www . law360 . com / tax - authority / articles / 1301998 / oecd - favoring 
- adding - exemption - to - corp - min - tax [https://perma.cc/8N9F-GK49].

76. OECD, tax challenges arising from Digitalisation—  report 
on pillar tWo blueprint, inclusive frameWork on beps 83 (2020), https:// 
doi . org / 10 . 1787 / abb4c3d1 - en [https://perma.cc/U5A6-ZG8E] [hereinafter octo-
ber 2020 pillar tWo blueprint report].

77. Id. at 93– 94.
78. Id. at 95.
79. Id. at 103 n.6.

https://www.law360.com/tax-authority/articles/1301998/oecd-favoring-adding-exemption-to-corp-min-tax
https://www.law360.com/tax-authority/articles/1301998/oecd-favoring-adding-exemption-to-corp-min-tax
https://perma.cc/8N9F-GK49
https://doi.org/10.1787/abb4c3d1-en
https://doi.org/10.1787/abb4c3d1-en
https://perma.cc/U5A6-ZG8E
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businesses from what would otherwise be dispropor-
tionately negative outcomes under the GloBE as a 
result of expenditure based tax credits and other forms 
of government subsidy based on expenditure, such as 
government grants.80

Then, in July 2021, the OECD and G20 announced that almost 
all countries in the Inclusive Framework had agreed to Pillar One and 
Pillar Two and that Pillar One would include a “formulaic substance 
carve- out.”81 This carve- out will be equal to “an amount of income that 
is at least 5% . . .  of the carrying value of tangible assets and payroll.”82 
For the first five years of Pillar Two, it will be equal to “at least 7.5%[] 
of the carrying value of tangible assets and payroll.”83 By Decem-
ber 2021, when the Inclusive Framework issued model rules for those 
countries who chose to implement Pillar Two, the carve- out had changed 
again. It is now referred to as a “Substance- based Income Exclusion,” 
and it is equal to the sum of a fixed percentage of payroll costs and a 
fixed percentage of the carrying value of tangible assets.84 Payroll costs 
are multiplied by 10%, and that rate decreases to 5.8% by 2032.85 
The carrying value of tangible assets is multiplied by 8%, and that 
rate decreases to 5.4% by 2032.86

Note the significant change between the 2020 proposal and the 
2021 agreement. In 2020, the carve- out was set to be a fixed percentage 
multiplied by two things: payroll costs and depreciation expenses for 

80. Id. at 94– 95.
81. OECD, statement on a tWo- pillar solution to aDDress the 

tax challenges arising from the Digitalisation of the economy 4 (2021), 
https:// www . oecd . org / tax / beps / statement - on - a - two - pillar - solution - to - address 
- the - tax - challenges - arising - from - the - digitalisation - of - the - economy - july 
- 2021 . pdf [https://perma.cc/P3AU-8M7F] [hereinafter July 2021 statement].

82. Id.
83. Id.
84. OECD, tax challenges arising from the Digitalisation 

of the economy— global anti- base erosion moDel rules (pillar tWo), 
inclusive frameWork on beps 30 (2021), https:// www . oecd . org / tax / beps / tax 
- challenges - arising - from - the - digitalisation - of - the - economy - global - anti - base 
- erosion - model - rules - pillar - two . htm [https://perma.cc/AA24-3DK4] [herein-
after pillar tWo moDel rules].

85. Id. at 49– 50.
86. Id. at 50.

https://www.oecd.org/tax/beps/statement-on-a-two-pillar-solution-to-address-the-tax-challenges-arising-from-the-digitalisation-of-the-economy-july-2021.pdf
https://www.oecd.org/tax/beps/statement-on-a-two-pillar-solution-to-address-the-tax-challenges-arising-from-the-digitalisation-of-the-economy-july-2021.pdf
https://www.oecd.org/tax/beps/statement-on-a-two-pillar-solution-to-address-the-tax-challenges-arising-from-the-digitalisation-of-the-economy-july-2021.pdf
https://perma.cc/P3AU-8M7F
https://www.oecd.org/tax/beps/tax-challenges-arising-from-the-digitalisation-of-the-economy-global-anti-base-erosion-model-rules-pillar-two.htm
https://www.oecd.org/tax/beps/tax-challenges-arising-from-the-digitalisation-of-the-economy-global-anti-base-erosion-model-rules-pillar-two.htm
https://www.oecd.org/tax/beps/tax-challenges-arising-from-the-digitalisation-of-the-economy-global-anti-base-erosion-model-rules-pillar-two.htm
https://perma.cc/AA24-3DK4
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tangible assets. In 2021, the carve- out was again set to be a fixed per-
centage multiplied by two things, but this time the two things were pay-
roll costs and carrying value of tangible assets, which is effectively 
basis. In other words, in 2020, depreciation expenses were going to be 
multiplied by a fixed percentage. In 2021, basis as reduced by depreci-
ation expenses was going to be multiplied by a fixed percentage.

Thus, while the OECD’s original work on digital taxation during 
the BEPS Project had said nothing about the possibility of a minimum 
tax that applied only to excess returns, by 2019, in the wake of the U.S. 
passage of the GILTI regime, one of the primary digital tax solutions 
proposed by the OECD’s Task Force on the Digital Economy was a min-
imum tax that could apply only to excess returns, and this proposal 
remains a key part of the digital tax project. From 2010 to 2021, there-
fore, excess returns provisions went from a vaguely described proposal 
in the U.S. president’s budget that would apply only to intangibles and 
that was never passed to a major element of the U.S.’s 2017 tax reform 
bill and one of the primary solutions in the OECD’s project to address 
the challenges raised by the digital economy.

E. Map of the Changing Definitions and Explanations of 
Excess Returns

How, then, do these various proposals relate to each other? First, they 
are all effectively minimum taxes. Although CFC rules are not always 
discussed as minimum taxes, the effect of a CFC rule is to impose tax-
ation on the difference between the source country’s tax rate and the 
parent country’s tax rate. This is also what a minimum tax does, although 
minimum taxes may apply a lower minimum tax rate than the parent 
country’s tax rate and they may apply to a broader category of income 
than CFC rules.87 (These could alternatively all be referred to as “top- up 
taxes” since the effect of both CFC rules and minimum taxes is to impose 
tax in such a way to bring the overall tax paid up to the rate imposed 

87. Note that this Article focuses primarily on the exemption for 
excess returns and not on the decision by policymakers to design these mea-
sures as minimum taxes or top- up taxes. For further discussion on minimum 
taxes, see Daniel Shaviro, What Are Minimum Taxes, and Why Might One 
Favor or Disfavor Them? (N.Y.U. L. & Econ., Working Paper No. 20- 38, 
2020), https:// papers . ssrn . com / sol3 / papers . cfm ? abstract _ id = 3604328 [https://
perma.cc/5MUP-29ZT].

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3604328
https://perma.cc/5MUP-29ZT
https://perma.cc/5MUP-29ZT
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by the CFC rule or minimum tax.) This linkage between CFC rules and 
minimum taxes can be seen in GILTI, which imposes minimum taxation 
by way of CFC taxation, and the Pillar Two minimum tax  proposal, which 
uses a similar mechanism. This linkage can also be seen in the evolution 
of the Obama Administration proposals. These proposals initially added a 
new category of CFC income, which had the effect of subjecting more 
income to CFC taxation, and then shifted to impose minimum taxation on 
that new category of income. A similar evolution took place in the OECD, 
where Action 3 focused on adding income to CFC rules, while Pillar Two 
focuses on subjecting income to minimum taxation.

Second, they are minimum taxes or top- up taxes that apply only 
to income that would not otherwise be taxed in the jurisdiction impos-
ing the tax. This occurs automatically with CFC rules, which by defini-
tion apply only to income earned by foreign subsidiaries. This also 
occurs with minimum taxes of the sort described above in that they are 
designed to apply only to income earned in another jurisdiction because 
they are imposing taxation at a rate above the rate applied by that other 
jurisdiction. These are all therefore exercises of taxation by one coun-
try on the income earned in another country. By imposing a minimum 
rate, they are all essentially claiming that the other jurisdiction has not 
taxed the income in question enough.

Third, they are minimum taxes or top- up taxes that allow a 
deduction or exemption for normal returns. Even those that do not explic-
itly refer to normal returns or excess returns in their statutory language 
use one or both of these terms in their administrative guidance or leg-
islative history, and all of them focus on income greater than normal 
returns. All of them calculate normal returns by multiplying a fixed rate 
by some amount of cost or investment.88

Putting all these similarities together, all of the provisions listed 
above can be seen as effectively minimum taxes on foreign excess 
returns. Despite these overarching similarities, these provisions and 

88. See, e.g., § 951A(b) (calculating the amount excluded from 
GILTI by multiplying 10% by the investment in tangible depreciable prop-
erty); July 2021 statement, supra note 81, at 4 (calculating the amount 
excluded from the Pillar Two income inclusion rule by multiplying at least 5% 
by the carrying value of tangible assets and payroll); pillar tWo moDel 
rules, supra note 84, at 30, 49- 50 (calculating the amount excluded from the 
Pillar Two income inclusion rule by multiplying different changing rates 
between 5.4% and 10% by payroll costs the carrying value of tangible assets).
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proposals differ in two important ways. First, they differ in the details 
of how they calculate normal returns. Second, they differ in the reasons 
they state for imposing minimum taxation on excess returns.

In 2010, when the Obama Administration first proposed an 
excess returns provision, it provided no means of calculating excess 
returns. It merely stated that “an amount equal to the excessive return” 
would be included in CFC income.89 For the following four years, the 
Obama Treasury clarified that the provision would apply to “excess 
intangible income,” which would be defined as the difference between 
the gross income from a transferred intangible and the costs allocated 
and apportioned to the income from the intangible increased by a per-
centage mark- up.90 In other words, the normal return would be equal to 
the costs associated with the transferred intangible multiplied by a given 
percentage. The excess return would be the income from the transferred 
intangible minus that normal return.

The Obama Treasury’s last two excess returns proposals set out 
very different ways of calculating excess returns compared to its first 
four proposals. In 2015, for its Fiscal Year 2016 budget, the Obama 
Administration shifted its excess returns proposal from a proposal that 
focused on excess intangibles income to a proposal that focused on all 
income earned abroad that exceeded an allowance for corporate equity. 
Excess returns were therefore calculated in the Fiscal Year 2016 and Fis-
cal Year 2017 proposals by calculating the difference between the for-
eign income earned by a U.S. corporation or its CFC and an ACE.91 The 
ACE represented the normal return, although neither the Fiscal Year 
2016 nor the Fiscal Year 2017 proposal provided greater guidance on how 
to calculate the ACE. These proposals did, however, state that the ACE 
(and therefore the normal return) “would provide a risk- free return on 
equity invested in active assets.”92

Unlike the Obama Administration’s proposals, the OECD’s dis-
cussion of excess returns provisions in the Action 3 Final Report went 

89. fiscal year 2011 greenbook, supra note 4, at 43.
90. fiscal year 2012 greenbook, supra note 9, at 44; fiscal year 

2013 greenbook, supra note 17, at 89; fiscal year 2014 greenbook, supra 
note 17, at 50; fiscal year 2015 greenbook, supra note 17, at 46.

91. fiscal year 2016 greenbook, supra note 18, at 21; fiscal year 
2017 greenbook, supra note 23, at 11.

92. fiscal year 2016 greenbook, supra note 18, at 21; fiscal year 
2017 greenbook, supra note 23, at 11.
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into great detail about how to calculate excess returns, as well as some 
of the difficulties of making such a calculation. The Action 3 Final 
Report stated that the excess return would be the difference between 
income and a normal return, and a “normal return could be calculated 
using the following formula: normal return = (rate of return) × (eligible 
equity).”93 It then stated that the rate of return should generally be the 
risk- inclusive rate of return, which includes the risk- free rate of return 
plus a risk premium.94 According to the Action 3 Final Report, which 
did not cite any studies for this proposition, “[e]conomic studies often 
estimate the risk- inclusive rate as being approximately 8% to 10%, 
although this varies by industry, leverage, and jurisdiction.”95 The eli-
gible equity that would be multiplied by this rate of return would be 
“only equity invested in assets used in the active conduct of a trade or 
business, including IP assets.”96

The U.S. GILTI provides detailed information on how to calcu-
late the normal returns that will be subtracted from income to arrive at 
the excess returns. GILTI calculates normal returns by multiplying 10% 
by qualified business asset investment (“QBAI”).97 The Senate commit-
tee explained that the formula for calculating excess returns in the con-
text of GILTI was “based on the premise that directly calculating tangible 
income is simpler than calculating intangible income.”98 It then went on 
to explain that the GILTI “provision approximates a U.S. corporation’s 
tangible income . . .  as a 10- percent return on . . .  the adjusted basis in 
tangible depreciable property.”99 This tangible income, which Treasury 
regulations later refer to as the “normal return,”100 is then subtracted 
from the total amount of certain income to leave the amount subject to 

93. action 3 final report, supra note 2, at 49.
94. Id.
95. Id.
96. Id. at 50. Note that the Action 3 Final Report also suggested 

that the eligible equity could exclude equity invested in assets that produced 
CFC income, but this was because total income would not include CFC 
income. Id.

97. § 951A(b)(2).
98. staff of s� comm� on the buDget, supra note 54, at 371.
99. Id. (detailing about how this normal return is calculated by 

CFC is omitted).
100. Guidance Related to Section 951A (Global Intangible Low- 

Taxed Income) and Certain Guidance Related to Foreign Tax Credits, supra 
note 49, at 29,323.
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GILTI taxation.101 The Committee explanation then stated that, because 
of this subtraction of 10% of QBAI, “the provision exempts tangible 
income from U.S. tax.”102

Finally, the OECD’s 2020 proposal for a minimum tax as part 
of its digital tax project would have allowed the exclusion (or carve- out, 
in the words of the OECD) for a normal return calculated by multiply-
ing a fixed percentage by payroll costs plus depreciation expenses for 
tangible assets. By 2021, however, the OECD had shifted its definition 
of the normal return, which is now calculated by multiplying at least 
5% by payroll costs plus the basis, or carrying value, of tangible assets. 
According to the OECD, this would be a way to exempt income from 
“substantive activities” from taxation.

The various methods for calculating excess returns are listed in 
the table below. Note that, although the very first Obama Administra-
tion proposal from Fiscal Year 2011 calculated the excess returns with-
out regard to normal returns, all other proposals defined excess returns 
as whatever remains after normal returns are subtracted, thereby shift-
ing the focus to how to define normal returns.

The table below also lists the justifications for excess returns 
taxes. As discussed above, each of the proposals and provisions was jus-
tified slightly differently from the others. The original Obama Admin-
istration proposal was focused on addressing “income shifting through 
transfers of intangibles to low- taxed affiliates [which] has resulted in a 
significant erosion of the U.S. tax base.”103 The four Obama Adminis-
tration proposals that followed explained that the purpose of the excess 
returns provision was to “reduce the incentive for taxpayers to engage 
in . . .  income shifting through transfers of intangibles to low- taxed 
affiliates.”104 Camp Option A justified the excess returns proposal as a 
way to prevent base erosion.105 The Obama Administration proposals for 
Fiscal Years 2016 and 2017 were explained in part by the need to elim-
inate “the incentive to locate production overseas and shift profits abroad, 
eroding the U.S. tax base.”106 The Action 3 Final Report listed several 
reasons for its excess returns proposal, including subjecting “income 

101. staff of s� comm� on the buDget, supra note 54, at 371.
102. Id.
103. fiscal year 2011 greenbook, supra note 4, at 43.
104. fiscal year 2012 greenbook, supra note 9, at 43.
105. tax reform act of 2011, supra note 11, at 79.
106. fiscal year 2016 greenbook, supra note 18, at 20.
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from intangibles and risk shifting” to taxation, particularly that income 
arising from transactions with related parties, and targeting shifted 
income.107 GILTI was explained as a means to target intangible income 
that was likely to have been “allocated to low-  or zero- tax jurisdic-
tions.”108 Finally, the purpose of focusing Pillar Two of the OECD digi-
tal tax project on excess returns was to focus on income “such as 
intangible income, which is most susceptible to BEPS risks.”109 In pre-
vious work, the OECD has used “BEPS risks” to refer to the risks of 
income being shifted to low- tax jurisdictions, often by way of transfers 
to related parties.110 Alongside these specific justifications, another jus-
tification cited by many of the proposals, including the Action 3 Final 
Report, GILTI and Pillar Two of the OECD digital tax project, was the 
mechanical or formulaic nature of a tax on excess returns.

ii. what do ExcEss rEturns rEPrEsEnt?

Over the past decade, there have therefore been multiple proposals in the 
United States and on the international stage for minimum taxes on for-
eign excess returns. Although these proposals share overarching similar-
ities in terms of their general design, they differ significantly in terms of 
their details. What, then, are policymakers using excess returns to repre-
sent? This Part considers three possibilities: (i) excess returns are the 
same as the concept of excess returns (or economic rents) as understood 
by economists, (ii) excess returns are the same as the excess profits cap-
tured by wartime taxes on windfalls, and (iii) excess returns are the same 
as the transfer pricing concept of residual profits. Although scholars 
sometimes conflate these terms, 111 they are three separate concepts; this 
Part reviews each of them in order.

107. action 3 final report, supra note 2, at 49.
108. staff of s� comm� on the buDget, supra note 54, at 370.
109. october 2020 pillar tWo blueprint report, supra note 76, 

at 83.
110. See, e.g., beps explanatory statement, supra note 32, at 6– 7 

(referring to both “BEPS risks” and “BEPS concerns”).
111. It is worth noting that the similarity of the terms— residual 

returns, excess returns and excess profits— itself highlights some of the com-
plexities and confusion facing policymakers as they try to design an effective 
tax provision. Economists also occasionally conflate these terms. The Mirr-
lees Review, for example, refers to a personal- income- tax equivalent of an 
ACE as applying to the “residual business income” rather than the excess 
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A. The Theory of Excess Returns

The return on capital can be divided into normal returns and excess 
returns, where normal returns are the minimum return required for an 
investment and excess returns are all returns above that minimum 
required amount.112 Excess returns are also known as supernormal 
returns or economic rents.113 Most existing tax systems tax both the nor-
mal return and the excess return and do not distinguish between the 
two, but the idea of designing a corporate income tax so that it exempts 
normal returns and thus targets excess returns has existed for decades.114 
The theory of exempting normal returns is thus a proposal for reforming 
the income tax to apply to less income, not a proposal for a supplemen-
tal “excess returns tax” on top of existing taxes.

There are two ways to exempt normal returns from taxation: 
 up- front expensing and allowing an annual deduction for the normal 
return.115 The first option— expensing— allows an immediate deduc-
tion for business investments. This is also known as a cash flow tax 
and, in some variations, does not allow deductions for interest and 
depreciation.116 Economists have advocated for cash flow taxes since at 
least the 1940s and have argued that the effect of allowing an 
immediate deduction for business expenditures was to exempt the 

return. James mirrlees, Dimensions of tax Design: the mirrlees revieW 917 
(Stuart Adam et al. eds., 2010).

112. See, e.g., Sullivan, supra note 7, at 377.
113. See, e.g., James mirrlees, tax by Design: mirrlees revieW 

427 (Stuart Adam et al., 2011) [hereinafter mirrlees revieW] (referring to a 
personal tax that does not tax the normal return on savings, and only taxes 
excess returns or economic rents); id. at 413– 14 (“Profits in excess of the 
required rate of return are referred to as ‘supernormal’ profits or ‘economic 
rents.’”).

114.  See infra notes 117- 120 and accompanying text.
115. See, e.g., id. at 423– 24. Note that some of the reforms consid-

ered in the Mirrlees Review, such as the Comprehensive Business Income 
Tax (CBIT), do not exempt the normal return.

116. Id. at 419. This is describing an R- based cash flow tax as 
opposed to an R+F- based cash flow tax. The latter would also include finan-
cial transactions. For more on the distinction, see Elena Patel and John 
McClelland, “What Would a Cash- Flow Tax Look Like for U.S. Companies?,” 
U.S. Dept. of Treasury, Office of Tax Analysis, WP 116 (January 2017), pg. 6.



2022] Lost in Translation 577

normal return to capital from taxation.117 The second option— a deduc-
tion for the normal return— requires a calculation of the normal return 
and is also known as an allowance for corporate equity (ACE), where 
the deduction is the equity equivalent of an interest deduction.118 The 
concept of an ACE has existed for decades, many economists have pro-
posed this as a way to exclude the normal return,119 and several coun-
tries have implemented versions of an ACE.120

There are several reasons that economists advocate reforming 
the income tax system to exempt the normal return on capital. These 
reasons all turn on the idea that the normal return is the minimum return 
that investors demand in exchange for providing capital (or another fac-
tor of production) rather than consuming it currently121 and that any 
return greater than that return on an investment would be eliminated by 
competition unless there were some hidden asset or resource that created 
that greater return.122 This in turn means that the excess return is a sign 
that the party earning such returns “possess[es] some scarce resource, 
knowledge, or ability that is not easily replicated by other” parties.123 
A prime example of a scarce resource that creates excess returns is a 
natural resource, but economists also consider that excess returns on 
investments in tangible assets are the product of intangible assets.124

Building on these concepts that the normal return is the mini-
mum return that investors would demand and that anything beyond this 

117. Edward Fox & Zachary Liscow, A Case for Higher Corporate 
Tax Rates, 167 tax notes feD� 2021, 2024 (June 22, 2020) (citing E. Cary 
Brown, Business- Income Taxation and Investment Incentives, in income, 
employment anD public policy: essays in honor of alvin h� hansen 300 
(1948) and Alvin C. Warren Jr., How Much Capital Income Taxed Under an 
Income Tax Is Exempt Under a Cash Flow Tax?, 52 tax l� rev� 1 (1996)).

118. mirrlees revieW, supra note 113, at 421. An ACE was first 
named and proposed by the Institute for Fiscal Studies Capital Taxes Group in 
1991. See generally inst� for fiscal stuD�, equity for companies: a corpo-
ration tax for the 1990s: a report of the ifs capital taxes group (1991).

119. Michael P. Devereux, Corporate Profit, 65 nat’l tax J� 709, 
710 (2012) (citing Boadway and Bruce in 1984, Devereux and Freeman in 
1991, Bond and Devereux in both 1995 and 2003 and Kleinbard in 2007).

120. Id. at 710– 11.
121. Fox & Liscow, supra note 117, at 2024.
122. See, e.g., Sullivan, supra note 7, at 377.
123. mirrlees revieW, supra note 113, at 414.
124. Sullivan, supra note 7, at 381.
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amount would be eliminated by competition in the absence of a resource 
that competitors do not have, the two main reasons for exempting nor-
mal returns are to eliminate distortions from taxpayers’ investment deci-
sions and to encourage taxpayers to invest the efficient amount.125 The 
explanation for why exempting the normal return would eliminate dis-
tortions is that not exempting the normal return (i.e., taxing all corpo-
rate income as most corporate income taxes currently do) both favors 
consumption today relative to consumption tomorrow and creates a bias 
in favor of debt over equity.126 Changing the tax system to exempt the 
normal return would create neutrality in terms of timing because it 
would allow this return to escape taxation, thereby allowing an invest-
ment to earn the amount necessary so that its present value was equal 
to its future value. Any return above that would then be taxed. The rea-
son that exempting the normal return would create neutrality between 
debt and equity investments is that, currently, most corporate income 
taxes provide an interest deduction. This means that debt investments 
have a way to offset their normal return (since the interest rate is pre-
sumed to equal the normal return), but equity investments do not.127 The 
explanation for why exempting the normal return would lead compa-
nies to invest the efficient amount builds off the debt bias that currently 
exists in most tax systems and highlights that taxing the normal return 
without providing any tax reduction similar to the deductibility of inter-
est increases the cost of capital and reduces investment since investors 
require higher returns than they would if the normal return were 
exempted from taxation.128

In order to achieve these goals, therefore, a tax system could 
exempt the normal return either by allowing for expensing or by allow-
ing for a deduction for the normal return on equity. In theory, these two 
options are economically equivalent because allowing an immediate 
deduction of business expenditures leads to the exemption of the nor-
mal return when overall returns are taxed, as does the deduction of the 

125. Fox & Liscow, supra note 117, at 2024. It should be noted that 
the Mirrlees Review also mentions that there are reasons not to exempt the 
normal return, and the authors acknowledge this option by considering 
reforms that would tax the normal return. mirrlees revieW, supra note 113, 
at 411, 417.

126. See, e.g., Fox & Liscow, supra note 117, at 2024.
127. Devereux, supra note 119, at 178.
128. mirrlees revieW, supra note 113, at 419.
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normal return by way of an ACE. In reality, however, expensing does 
not require a calculation of the normal return, since the normal return 
is automatically excluded by way of the interaction between the imme-
diate deduction and the future value of the investment, while an ACE 
or similar annual deduction for the normal return requires the tax sys-
tem to provide a determination of how to calculate that normal return. 
The rate of return for a deduction for normal returns must thus be cal-
culated correctly for the effect of this deduction to be equivalent to 
expensing. Economists have acknowledged that setting the correct rate 
is difficult and that it could differ by industry or investment.129

If a jurisdiction does choose to implement a deduction for nor-
mal returns, this forces the jurisdiction to determine the appropriate rate 
of return to use. The normal return for these purposes is the minimum 
rate of return required for an investor to make an investment,130 and it 
is generally equal to the interest rate on medium- maturity government 
bonds.131

Readers should note that there is some disagreement within the 
economic literature about whether this normal return should be a risk- 
free or risk- inclusive rate. While some economists have stated that the 
normal return should be the risk- free rate,132 others have pointed out that 
there are very few circumstances where an investor would accept an 
entirely risk- free rate of return.133 This disagreement highlights that not 
all economists agree about the general theory of excess returns outlined 
in this Part. As Patrick Driessen has pointed out, economists themselves 
have extended the concepts of normal returns and excess returns to areas 
where they were not initially applied, and this extension has come at the 
expense of a coherent definition of these terms within the economic 
literature.134

129. Harry Grubert & Rosanne Altshuler, Fixing the System: An 
Analysis of Alternative Proposals for the Reform of International Tax, 66 
nat’l tax J� 671, 675 (2013). See also action 3 final report, supra note 2, at 
49.

130. mirrlees revieW, supra note 113, at 438– 39.
131. Stephen R. Bond & Michael P. Devereux, Generalised 

R- based and S- based Taxes Under Uncertainty, 87 J� pub� econ� 1291 (2003).
132. mirrlees revieW, supra note 113, at 422– 23.
133. See, e.g., John H. Cochrane, asset pricing at xiii (2001).
134. See Patrick Driessen, Abnormal Tax Results from the Normal 

Return Method, 170 tax notes feD� 1563, 1564 (Mar. 8, 2021).
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B. Excess Profits Taxes

Taxation of excess returns is thus taxation of all income that exceeds 
the minimum rate of return on investments. This is a different con-
cept than the concept underlying excess profits taxes, which have 
existed since the early days of the income tax in the United States. 
This Part briefly outlines excess profits taxes because, as will be dis-
cussed later, some of the proposals for excess returns taxes seem to 
partly conflate excess returns and excess profits. Also, the similarity 
of the phrases means that proposals such as the one in the Action 3 
Final Report refer to “excess profits” when they seem to intend to 
focus on excess returns instead.

Taxes on excess profits are designed to “syphon off” profits from 
exogenous shocks such as wartime or pandemics, when certain compa-
nies or industries would otherwise profit significantly.135 They subject 
all income above normal profits to a supplemental tax, often at a higher 
rate than the normal tax rate. The United States has implemented excess 
profits taxes during World War I, World War II and the Korean War, as 
well as other periods in between.136 Several economists and academics 

135. Reuven Avi- Yonah, Taxes in the Time of Coronavirus: Is It 
Time to Revive the Excess Profits Tax? 1 (U. Mich. Pub. L. Rsch., Paper 
No. 671, 2020), https:// papers . ssrn . com / sol3 / papers . cfm ? abstract _ id = 3560806 
[https://perma.cc/2MBT-HB7N].

136. Id. The United States is not the only country that has histori-
cally had such taxes, and they are sufficiently common that Section 901(b)(1) 
has included “income, war profits, and excess profits taxes” in the definition 
of taxes that qualify for the foreign tax credit since 1918. § 901(b)(1); PPL v. 
Commissioner, 569 U.S. 329, 331 (2013). The United Kingdom has had simi-
lar taxes, often referred to as windfall taxes. In a U.S. Supreme Court case 
debating whether one such U.K. tax was a creditable excess profits tax, the 
Supreme Court stated that a “classic excess profits tax” was one that imposed 
a “tax on all profits above a threshold.” Id. at 340. Note that whether the tax in 
PPL was itself an excess profits question was a contested question, so this 
Article does not treat that tax as an example of an excess profits tax, partly 
because it was a one- time levy. That said, that tax does share many character-
istics with the excess profits taxes described above, including the fact that it 
was designed to target income above some normal level of income, which in 
this case was the amount the U.K. government retrospectively thought com-
panies should have earned.

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3560806
https://perma.cc/2MBT-HB7N
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have recently proposed excess profits taxes as a response to the economic 
disruption caused by COVID- 19.137

The World War I excess profits tax applied to all profits above 
an 8% return on invested capital, and it applied rates up to 80%.138 The 
World War II excess profits tax applied rates up to 95%,139 although it 
capped the total tax rate that applied to all income at 72%.140 It calcu-
lated normal profits in one of two ways. The average earnings method 
averaged the income earned by the corporation in 1936, 1937, 1938 and 
1939, and it treated that average as normal profits.141 The invested capital 
method treated a rate of return ranging from 5% to 8% on invested cap-
ital as normal profits.142 The Korean War excess profits tax applied a 
30% rate to excess profits, with a 62% overall cap on total taxes paid by 
any one corporation.143 It calculated excess profits similarly to the World 
War II excess profits tax. To determine normal profits based on aver-
age earnings, a taxpayer would determine its average net income for 
the years 1946, 1947, 1948 and 1949, and it would then multiply that 

137. Reuven Avi- Yonah floated this idea in March 2020. See Avi- 
Yonah, supra note 135, at 1. Emmanuel Saez and Gabriel Zucman also pro-
posed this around the same time. Emmanuel Saez & Gabriel Zucman, Jobs 
Aren’t Being Destroyed This Fast Elsewhere. Why Is That?, n�y� times 
(Mar. 30, 2020), https:// www . nytimes . com / 2020 / 03 / 30 / opinion / coronavirus 
- economy - saez - zucman . html [https://perma.cc/MTC9-BDAG]. Allison Chris-
tians and Tarcísio Diniz Magalhães proposed a similar concept in May 2020. 
Allison Christians & Tarcísio Diniz Magalhães, It’s Time for Pillar 3: A 
Global Excess Profits Tax for COVID- 19 and Beyond, 98 tax notes int’l 507 
(May 4, 2020).

138. Emmanuel Saez and Gabriel Zucman also proposed this 
around the same time. Saez & Zucman, supra note 137. Despite this tax being 
implemented in order to target windfalls from wartime, several legislators 
pushed to have it become permanent, and it was briefly followed by a non- 
wartime excess profits tax in the mid- 1930s.

139. Avi- Yonah, supra note 135, at 1.
140. Schroeder Boulton, The Excess Profits Tax of 1950: A Lay-

man’s Outline from the Viewpoint of the Corporate Analyst, 7 analysts J� 
153, 153 (1951). The World War II cap was an overall rate of 80%, but this was 
applied after applying a 10% “postwar refund,” which means that the effec-
tive over- all cap was 72%. Id.

141. Avi- Yonah, supra note 135, at 2.
142. Id.
143. Boulton, supra note 140, at 153.

https://www.nytimes.com/2020/03/30/opinion/coronavirus-economy-saez-zucman.html
https://www.nytimes.com/2020/03/30/opinion/coronavirus-economy-saez-zucman.html
https://perma.cc/MTC9-BDAG
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average by 85%.144 To determine normal profits based on invested cap-
ital, a taxpayer would treat between 8% and 12% of invested capital as 
a normal return.145 This amount would then be subtracted from excess 
profits net income to determine the excess profits that would be subject 
to the 30% tax on top of other corporate income taxes.146

These excess profits taxes therefore differ from the theory of 
excess returns in a number of important ways. First, they are designed 
to prevent companies from getting the full windfall from exogenous 
shocks such as wartime, not to focus the income tax on income that 
arises from intangible assets or other resources that competitors may not 
be able to access.147 Second, they have defined excess profits either as 
the excess over a normal return on invested capital or as the excess over 
average income from the pre- war (or other shock) period. Third, at least 
during wartime, they all had very high tax rates on the excess profits. 
Fourth, they were referred to as excess profits taxes, but they were often 
called windfall taxes as well. Fifth, they were all designed to apply on 
top of existing corporate income taxes rather than being reforms to exist-
ing income taxes. The 1950 excess profits tax, for example, applied a 
separate 30% rate to excess profits, while overall corporate income 
(which included excess profits) was subject to a top marginal tax rate of 
47%.148 Finally, for those that defined normal profits to be the normal 
return on invested capital, they calculated this return using rates rang-
ing from 5% to 12%. These rates were not intended to represent the min-
imum rate of return as used in the excess returns literature but instead 
the return that a company would have expected in the absence of the 

144. Id. at 155.
145. Id. at 154.
146. Id.
147. That said, it is worth noting that many lawmakers lobbied 

for these taxes to remain and become permanent after each war was over, 
suggesting that at least some lawmakers saw a broader justification underly-
ing them.

148. Boulton, supra note 140, at 153. This corporate income tax 
rate was presented as a normal tax of 25% on earnings up to $25,000 and a 
surtax of 22% on earnings above that amount, but that is the same as a tax 
with two brackets of 25% and 47%. Id. Note that the 1950 excess profits tax 
did not apply to taxpayers with excess profits less than or equal to $25,000. Id. 
Once a taxpayer had excess profits greater than $25,000, however, the tax 
applied to all of those excess profits. Id. at 154.
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windfall arising from war or, in the case of the excess profits taxes that 
applied outside of wartime, some other extenuating circumstance.

C. Residual Profits in Transfer Pricing

A third concept that is sometimes conflated with the concept of excess 
returns is the transfer pricing concept of residual profits. As with 
excess profits, residual profits are fundamentally different from excess 
returns, but these concepts are sometimes conflated, and proposals 
such as the Pillar Two carve- out treat these as interchangeable.

Residual profits arise in the context of transfer pricing, where 
tax authorities are trying to determine how to allocate income between 
jurisdictions by setting a price for an asset that is transferred between 
related parties. One possible method for allocating income is the profit 
split method, where so- called residual profits are split between jurisdic-
tions according to the relative value of contributions provided in each 
jurisdiction.149 The residual profits are determined by subtracting a rou-
tine return, which is calculated by looking at market returns for similar 
types of activities undertaken by unrelated parties.150

The routine returns that are subtracted to arrive at residual prof-
its are different from the normal returns that are subtracted to arrive at 
excess returns. In Taxing Profit in a Global Economy, Michael Devereux, 
Alan Auerbach, Michael Keen, Paul Oosterhuis, Wolfgang Schӧn and 
John Vella state, “[t]he concepts of routine and residual profits are broadly 
related to— but are not equivalent to— the economic concepts of ‘nor-
mal’ returns and ‘excess’ returns or ‘economic rents’. . . .”151 While there 
is some overlap between the concepts of routine vs. residual profits 
and normal vs. excess returns, they should not be thought of as equiva-
lent. Devereux et al. distinguish residual profits from economic rent 

149. IRS, LB&I International Practice Service Process Unit—  
Overview, Residual Profit Split Method—  Inbound 3, https:// www . irs . gov / pub 
/ int _ practice _ units / ISIPUOP _ 6 _ 9 _ 04 . pdf [https://perma.cc/PJH8-R54Q] (last 
updated Jan. 22, 2016).

150. Heinz- Klaus Kroppen et al., Profit Split, the Future of Trans-
fer Pricing? Arm’s Length Principle and Formulary Apportionment Revisited 
from a Theoretical and a Practical Perspective, in funDamentals of interna-
tional transfer pricing in laW anD economics 267, 272– 73 (2012).

151. michael p� Devereux et al�, taxing profit in a global econ-
omy 201 (Oxford Univ. Press 2021).

https://www.irs.gov/pub/int_practice_units/ISIPUOP_6_9_04.pdf
https://www.irs.gov/pub/int_practice_units/ISIPUOP_6_9_04.pdf
https://perma.cc/PJH8-R54Q


584 Florida Tax Review [Vol 25:2

in that routine returns take into account only the risks faced by an 
 independent contractor but not all the risks taken into account by the 
multinational entity employing the independent contractor, whereas 
“‘[e]conomic rent’ is a return over and above the normal return.”152 
They point out that “it is possible that the residual profit may be greater 
than, or smaller than, economic rent of the overall enterprise.”153

Residual profits are therefore focused on something different 
than economic rents or excess returns. Residual profits are the amount 
in excess of the routine return that would be earned by an independent 
contractor for the same activities as the related party performs, while 
excess returns are the amount in excess of the minimum return that an 
investor would demand, which may be larger or smaller than the rou-
tine return. Another way of thinking about the difference between resid-
ual profits and excess returns is that these amounts are calculated in 
very different contexts. The routine return that is subtracted to arrive at 
residual profits is calculated in the context of a related- party transac-
tion where both parties are contributing value and is attempting to deter-
mine what return would have been earned or how that return would 
have been allocated had the parties not been related. The normal return 
that is subtracted to arrive at excess returns is focused on an investment 
by a single company (that may or may not be part of a group) and is 
attempting to determine what return an outside investor would have 
demanded in order to provide the investment.

D. Summary of the Theories of Excess Returns, Excess Profits and 
Residual Profits

Excess returns, therefore, are the amount that remain when the mini-
mum required rate of return is exempted from taxation, either by imme-
diately deducting business expenditures or by taking a deduction for 

152. Id. at 24.
153. Michael P. Devereux et al., Residual Profit Allocation by 

Income 23 (Oxford Univ. Ctr. for Bus. Tax’n, Working Paper 19/01, 2019), 
https:// eml . berkeley . edu / ~auerbach / WP1901 _ 0 . pdf [https://perma.cc/5XHT 
-WHWF]. Note that, despite this seeming agreement on the difference between 
residual profits and excess returns, even economists who share this under-
standing sometimes use the terms interchangeably. The Mirrlees Review, for 
example, refers to a personal income tax equivalent of an ACE as applying to 
the “residual business income” rather than the excess return. mirrlees revieW, 
supra note 113, at 917.

https://eml.berkeley.edu/~auerbach/WP1901_0.pdf
https://perma.cc/5XHT-WHWF
https://perma.cc/5XHT-WHWF
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the normal return on capital. This minimum required rate of return is 
equal to the interest rate on medium- maturity government bonds.154 
Excess returns (or supernormal returns or economic rents) represent 
profits from some “resource, knowledge or ability” that other parties do 
not have and cannot replicate, and the primary reasons for exempting 
the normal return and therefore subjecting only the excess return to tax-
ation are to eliminate distortions and to lead to an efficient amount of 
investment by reducing the cost of capital.

In contrast, excess profits taxes are not a concept that exists in 
the economic literature but are instead a fairly common set of taxes that 
exist to tax windfalls arising from exogenous shocks such as war, pri-
vatization, global pandemic or the like. For these taxes, the profits that 
are not subject to the excess profits tax are not the minimum returns that 
an investor would demand in exchange for providing capital but rather 
the higher rate of return that policymakers think a taxpayer could have 
expected to earn in the absence of the economic disruption caused by 
the extreme circumstances motivating the tax. This higher rate of return 
has historically ranged between 5% and 12%, so that the excess profits 
tax reaches only profits in excess of this rate. Alternatively, normal prof-
its can also be calculated as an average of the taxpayer’s earnings over 
several years prior to the economic disruption in question.

Finally, residual profits are a concept arising in the transfer pric-
ing setting, and they are the amount of profits earned by a group of 
related companies that exceeds the routine return that would have been 
earned for those companies’ contributions had they been provided by 
independent contractors or other unrelated parties.

iii. PracticE vErsus thEory: how do minimum taxEs on 
forEiGn ExcEss rEturns comParE to thE thEoriEs of ExcEss 
rEturns, ExcEss Profits and rEsiduaL Profits?

The minimum taxes on foreign excess returns discussed in Part I are all 
theoretically designed to focus on excess returns, not on excess profits or 
residual profits. But this Part shows the many ways in which the taxes 
described in Part I diverge from the theory of excess returns— and how 
they differ from each other. This Part also highlights how at least some 
of the taxes in Part I seem to be borrowing elements from excess profits 
taxes and the concept of residual profits while claiming to target excess 

154. Bond & Devereux, supra note 131.
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returns. This Part concludes that these taxes are not in fact trying to do 
what the theory of excess returns was designed to achieve but that they 
are instead a new step towards an entirely different goal.

The first distinction to note is that all of the minimum taxes dis-
cussed in Part I require a definition of the normal return because they 
provide an annual deduction for the normal return on investments rather 
than allowing up- front expensing. This means that each of the propos-
als must come up with its own definition of normal returns by estab-
lishing the relevant rate of return and the investments to which that rate 
of return is to be applied. This design choice differs significantly from 
the minimum tax on foreign excess returns that provides the inspira-
tion for at least some of the taxes discussed in Part I. This minimum 
tax was proposed in a 2013 article in which Harry Grubert and Rosanne 
Altshuler exported the concepts of normal returns and excess returns 
to the international tax space.155 They contemplated a minimum tax that 
would apply only to the return greater than a “company’s normal return 
abroad, the rate with which it discounts cash flows from real invest-
ments.”156 They suggested that exempting this normal return was an 
alternative to providing an exemption for income from active business-
es.157 Grubert and Altshuler argued that the reason for focusing on 
excess returns was that these were “cases in which the company proba-
bly has less intense foreign competition”158 or where the investments in 
question “probably do not have very close foreign competitors, so 
imposing a minimum tax is not likely to put [the companies] at a com-
petitive disadvantage.”159 In other words, companies that only earned a 
normal return “probably have more intense foreign competition” and 
imposing a U.S. tax on these companies “could put them at a competitive 
disadvantage.”160 Grubert and Altshuler also suggested that the returns 
that would be taxed after normal returns were subtracted were “excess 
returns attributable to U.S. developed intellectual property.”161 This envi-
sioned minimum tax has many of the same goals as the ones mentioned 
in Part I, but Grubert and Altshuler proposed achieving the exemption of 

155. Grubert & Altshuler, supra note 129.
156. Id. at 677.
157. Id. at 672.
158. Id. at 673.
159. Id. at 675.
160. Id.
161. Id. at 675.
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normal returns not by way of a deduction but by way of expensing, which 
eliminated the need for them to calculate the  normal return.

All of the taxes discussed in Part I, however, define normal 
returns as an amount to be subtracted annually to determine excess prof-
its, and this amount is equal to a fixed rate multiplied by a certain cate-
gory of investments. Each minimum tax discussed in Part I defines 
normal returns differently, and these taxes also differ in their definition 
of normal returns when compared to how the theory of excess returns 
defines normal returns. This Part first outlines the ways that these taxes 
differ from each other and then discusses the ways that they all differ 
from the theory of excess returns and the practice of excess profits taxes.

A. Differences Between the Various Proposals

The minimum taxes discussed in Part I vary from each other in at least 
three ways: (i) whether or not they calculate normal returns using invest-
ment or costs, (ii) the rates they use to calculate normal returns, and 
(iii) the degree to which normal returns are limited to a category of returns.

On the first point, the taxes discussed in Part I can be broken 
into two categories in terms of how they define normal returns. There 
are those that define normal returns by multiplying a set rate by the 
equity invested in various assets and there are those that define normal 
returns by multiplying a set rate by the costs associated with a given set 
of assets. The latter approach appears to involve annual costs such as 
R&D and depreciation rather than the full cost of any asset, but this is 
not clear in many of the proposals.

The taxes that define normal returns by multiplying a set rate 
by the equity invested in various assets hew most closely to the concept 
of an ACE. Examples of taxes that do this are the final Obama Treasury 
proposals, the Action 3 Final Report and the GILTI. These all differ, 
however, in terms of what investments qualify. The Obama Treasury 
proposals use equity invested in active assets as their qualifying invest-
ments. The Action 3 Final Report proposes multiplying the rate by equity 
invested in assets that are used in the active conduct of a trade or busi-
ness, but it makes clear that these assets include intangible assets. GILTI, 
on the other hand, uses the investment in tangible depreciable property 
as its qualifying investments.162

162. For a direct critique of the way that GILTI defines normal 
returns, see Driessen, supra note 134.
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The taxes that instead use costs associated with the asset are in 
some ways closer to an expensing system, but they still differ from each 
other in what costs qualify for the deduction. The earlier Obama Trea-
sury proposals focus on costs allocated and apportioned to income from 
a transferred intangible. Similarly, Camp Option A focuses on costs 
associated with an intangible that has been transferred to a foreign 
related party. But the Pillar Two proposal focuses on an entirely differ-
ent set of costs which changed over the course of the proposal. Pillar 
Two first defined normal returns by way of payroll costs plus deprecia-
tion costs for tangible assets and it later defined them by way of payroll 
costs plus carrying costs of tangible assets.

Once these proposals and provisions have determined what 
assets or costs qualify, those that list rates all vary in terms of the rate 
of return used to calculate normal returns. The Action 3 Final Report 
explicitly states that it is using the risk- inclusive rate of return, which 
it suggests could be between 8% and 10%. GILTI uses a 10% rate. But 
the later Obama Treasury proposals explicitly state that they will use 
the risk- free rate of return, although they do not provide an actual num-
ber for this rate. For those taxes that use costs, although the earlier 
Obama Treasury proposals say nothing about what rate will be used, 
Treasury officials apparently planned to use a 30% rate. Camp Option 
A, in contrast, uses a 150% rate. While the 2020 Pillar Two proposal 
did not supply a rate, it suggested that the rate to be used should be sim-
ilar to the rates used under cost- plus transfer pricing analyses, which 
would require the more than 130 countries involved in the digital tax 
project to agree on a gross profit mark- up that would be appropriate 
across industries and jurisdictions.163 The 2021 Pillar Two agreement 
then suggested that normal returns should instead be calculated using 
two different rates (10% for payroll and 8% for tangible assets) and that 
these rates would both slowly be reduced to 5% by 2033.

Finally, it should be noted that some of the taxes discussed in 
Part I narrow the scope of the tax so that it applies only to certain excess 
returns. The early Obama Treasury proposals and Camp Option A sub-
tract normal returns only from intangible income, while the other 

163. Note also that the OECD’s reference to cost- plus and its claim 
in the Blueprint that a normal return is also known as a routine return sug-
gests that the OECD is conflating excess returns with the transfer pricing 
concept of residual returns.
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proposals subtract normal returns from all foreign income (or all 
income earned by the CFC).

B. Are These Taxing Excess Returns?

Given all the differences outlined above, is it possible to see these min-
imum taxes on foreign excess returns as taxing excess returns as defined 
in economic theory? Recall that, under the economic theory of excess 
returns, normal returns are equal to the minimum required rate of return 
on capital, generally estimated to be the interest rate on medium- maturity 
U.S. Treasury bonds. In 2019, the interest rate on medium- maturity U.S. 
Treasury bonds was between 1.6% and 2.8%.164 In 2015, this rate never 
exceeded 3% and never fell below 1.5%.165 In 2010, this rate was slightly 
higher, hovering between 2.5% and just over 4%.166 In a cash flow tax, 
this return on capital should automatically be exempted. In an ACE or 
similar deduction, however, the rate must be determined and then mul-
tiplied by qualifying investments. (Note that if an ACE were designed 
to be equivalent to a cash flow tax, the amount deducted immediately 
under a cash flow tax should be the same amount that represents the 
investment base in an ACE.)

All the provisions discussed above seem to use much higher 
rates of return multiplied by investments, and some of them explicitly 
focus on the risk- inclusive rate of return. For those that use costs as a 
base, they use different rates from one another, and some of them focus 
on investments in tangible assets, while others focus on investments in 
active assets including intangible assets. So it seems that these provi-
sions are doing something different than just exempting the minimum 
required rate of return on real investment.

164. 2019 Daily Treasury Yield Curve Rates, u�s� treas� Dep’t, 
https:// www . treasury . gov / resource - center / data - chart - center / interest - rates 
/ pages / TextView . aspx ? data = yieldYear & year = 2019 [https://perma.cc/AP37 
-KBYG].

165. 2015 Daily Treasury Yield Curve Rates, u�s� treas� Dep’t, 
https:// www . treasury . gov / resource - center / data - chart - center / interest - rates 
/ pages / TextView . aspx ? data = yieldYear & year = 2015 [https://perma.cc/445Q 
-9BW3].

166. 2010 Daily Treasury Yield Curve Rates, u�s� treas� Dep’t, 
https:// www . treasury . gov / resource - center / data - chart - center / interest - rates 
/ pages / TextView . aspx ? data = yieldYear & year = 2010 [https://perma.cc/9TNU 
-WH9V].

https://www.treasury.gov/resource-center/data-chart-center/interest-rates/pages/TextView.aspx?data=yieldYear&year=2019
https://www.treasury.gov/resource-center/data-chart-center/interest-rates/pages/TextView.aspx?data=yieldYear&year=2019
https://perma.cc/AP37-KBYG
https://perma.cc/AP37-KBYG
https://www.treasury.gov/resource-center/data-chart-center/interest-rates/pages/TextView.aspx?data=yieldYear&year=2015
https://www.treasury.gov/resource-center/data-chart-center/interest-rates/pages/TextView.aspx?data=yieldYear&year=2015
https://perma.cc/445Q-9BW3
https://perma.cc/445Q-9BW3
https://www.treasury.gov/resource-center/data-chart-center/interest-rates/pages/TextView.aspx?data=yieldYear&year=2010
https://www.treasury.gov/resource-center/data-chart-center/interest-rates/pages/TextView.aspx?data=yieldYear&year=2010
https://perma.cc/9TNU-WH9V
https://perma.cc/9TNU-WH9V
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C. Are These Taxing Excess Profits?

Are they, perhaps, trying to tax excess profits? In some ways, these 
taxes do align more with excess profits taxes than with taxation of 
excess returns. First, the rates that provisions such as the Action 3 Final 
Report’s proposed CFC rule or the GILTI rule use to calculate normal 
returns are closer to normal profits rates of 8% and 10%. At least some 
of these provisions therefore seem less focused on the minimum 
required rate of return and more focused on the return that the taxpayer 
would have been able to earn without the ability to shift income or 
intangible assets. Second, these rules are focused less on excluding 
normal returns than on subjecting taxpayers who earn excess returns to 
more taxation. Third, although they are not focused on specific wind-
falls, they are focused on imposing taxation on taxpayers who are able 
to benefit from the use of intangibles or the digital economy where other 
taxpayers are not. Finally, at least one of them— from the Action 3 Final 
Report— refers to “excess profits” instead of “excess returns.”

That said, these measures also differ from excess profits taxes 
in important ways. First, many of the measures discussed in Part I use 
expenditures instead of investment to calculate normal returns. Second, 
some of the measures discussed in Part I refer specifically to the risk- 
free rate of return, suggesting that, even if they are in fact using a higher 
rate than the minimum required rate, they intend to be using the mini-
mum required rate (or, given that many economists think the minimum 
required rate is a risk- inclusive rate, a rate even lower than the minimum- 
required rate). Third, all of these measures claim not to be taxing a 
specific exogenous shock but rather reacting to the overall international 
business environment that allows certain taxpayers to earn income 
greater than some normal return.

D. Are These Taxing Residual Profits?

Alternatively, are these proposals instead taxing residual profits? The 
Pillar Two proposal for a substance- based carve- out mentioned in 2020 
that this carve- out would be equal to “a modest return (sometimes col-
loquially referred to as a ‘routine return’),”167 thereby suggesting that the 
amount that was left was equal to residual profits.

167. october 2020 pillar tWo blueprint report, supra note 76, at 
95.
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But the proposals discussed in Part I, including the Pillar Two 
proposal, are focused on providing a formulaic approach to calculating 
excess returns, while residual profits arise out of transfer pricing, which 
requires a more fact- intensive analysis that focuses on comparable trans-
actions. The profit- split transfer pricing method that involves the calcu-
lation of routine returns and residual profits is also subject to significant 
debate, with the OECD producing evolving forms of guidance over the 
last several years about how to calculate routine returns, where to find 
comparable transactions, what roles risk and intangibles play in calcu-
lating routine returns and many other issues. None of the excess returns 
proposals outlined in Part I incorporate any of this guidance, and many 
of them explicitly state that one benefit of the proposals is that they are 
more mechanical than previous calculations.

E. What Are These Taxing?

The discussion above has highlighted the many differences amongst 
these various excess returns proposals as well as the many differences 
between these proposals and various theories that appear similar. In 
many ways, it appears that the only similarity between these proposals 
is the terminology they use: normal returns are whatever policymakers 
want them to be, and excess returns are whatever exceed those normal 
returns.

But a closer look suggests that, even if there are not direct equiv-
alencies between the proposals, one place where there is overlap is in 
the justifications for them. Although the calculation of normal returns 
varies by provision, and although individual provisions are justified in 
different ways, the justifications all share a larger vision of why a tax 
on excess returns is necessary. As discussed above, some provisions 
focus on the need to tax intangibles, particularly those that have been 
shifted outside the jurisdiction. Some provisions instead focus on the 
need to provide a backstop to transfer pricing, a concern that often arises 
because the ease with which intangible income and intangible assets can 
be shifted between jurisdictions makes it difficult to correctly allocate 
income from intangible assets. Finally, some provisions focus on the 
need to tax income that has been separated from the underlying eco-
nomic substance.

Although these justifications all sound different from each other, 
they share a general vision of the problems that can be addressed by a 
tax on excess returns. All of them are explicitly or implicitly designed 
to address the concern that, under the current international tax regime, 
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taxpayers are able to shift income from the high- tax jurisdictions that 
contributed most to that income to low- tax jurisdictions that contributed 
very little to the income. This shifting is easiest when the income in 
question arises out of underlying intangible assets that can be shifted to 
related parties in the low- tax jurisdiction.

Therefore, although the excess returns proposals in Part I may 
not have much in common with the theory of excess returns in Part II, 
they are all attempting to target the same shifted income in low- tax juris-
dictions. They are all minimum taxes or CFC rules that are designed to 
impose taxation on income that would otherwise not have been taxed 
sufficiently under the existing international tax regime, and they are all 
attempting to define normal returns to represent income that has not 
been shifted and excess returns to represent income that has been shifted 
away from the jurisdiction that contributed to it.

These minimum taxes on foreign excess returns thus represent 
a new phase in the ongoing tax policy debate over “substantial activi-
ties,” “economic substance,” “real activity,” “substance” and the like. 
All of these phrases arise in a policy discussion over how to determine 
whether income has been shifted away from the jurisdiction that con-
tributed to its production and what it means for income to be shifted. 
The concept underlying all of these phrases is that income has not been 
shifted if it arises out of substantial activities in the jurisdiction that has 
taxing rights under traditional tax norms, but that it has been shifted if 
it cannot be linked to substantial activities in that jurisdiction. In attempt-
ing to tax income from shifted intangibles by taxing excess returns, all 
of the measures discussed in Part I have added a new phase to the search 
for substantial activities: they have implicitly determined that normal 
returns are a proxy for substantial activities.

iv. thE difficuLtiEs of dEfininG substantiaL activitiEs

Although the minimum taxes on excess returns discussed above vary 
in their stated justifications, they all fundamentally share a focus on 
exempting the return on substantial activities or income that has not been 
shifted. This Part sets out a brief history of efforts to identify substan-
tial activities for tax purposes. This policy discussion has gone on for 
decades, but it reached particular international salience during the 
OECD/BEPS Project, where many of the Actions were focused on ensur-
ing that income was not permitted to be separated from real economic 
activity for tax purposes. This Part then illustrates how the minimum 
taxes on foreign excess returns fit into this ongoing search for a 
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definition of substantial activities. This Part concludes by outlining the 
criticisms that have been leveled against earlier efforts to identify and 
define substantial activities and considers whether using normal returns 
as a proxy for substantial activities addresses these critiques.

A. The Search for Substantial Activities

The concept of real economic activity or substance initially arose in the 
context of domestic tax avoidance. In 1935, the U.S. Supreme Court 
agreed with the Commissioner of the Internal Revenue Service that 
a transaction was “without substance” and therefore must be disre-
garded.168 In the following years, courts developed a variety of doc-
trines to determine when a transaction did not represent real economic 
activity and instead lacked substance.169 The concept of requiring 
substantial activities in order to grant a tax benefit was not limited to 
the United States, and courts outside the U.S. often addressed this same 
concern by referring to “abuse of law,” pursuant to which a taxpayer was 
engaged in a transaction that met the requirements of the law but was 
motivated by an intent to avoid taxation.170 By the early 2000s, these 
concepts had become intertwined, and the European Court of Justice 
required Member States to require “genuine economic activities” in 
order to grant certain tax benefits.171

As courts created various doctrines to address the lack of 
 substance underlying transactions, legislatures were also designing 
their own rules requiring substantial activities for tax benefits (or 
imposing taxation on income that did not arise from substantial activi-
ties). In 2010, the U.S. Congress codified the economic substance doc-
trine in Section 7701(o) of the Internal Revenue Code.172 At the same 
time, several European countries were imposing their own substance 
requirements.173

168. Gregory v. Helvering, 293 U.S. 465, 467 (1935).
169. See Lilian V. Faulhaber, Sovereignty, Integration and Tax 

Avoidance in the European Union: Striking the Proper Balance, 48 colum� J� 
transnat’l l. 177, 201 n.82 (2010).

170. See id. at 203– 06.
171. See id. at 198.
172. § 7701(o).
173. E.g., U.K. Finance Bill 2012, Schedule 20, Ch. 3- 4, pp. 431- 

446, available at https:// publications . parliament . uk / pa / bills / cbill / 2010 - 2012 

https://publications.parliament.uk/pa/bills/cbill/2010-2012/0325/2012325.pdf


594 Florida Tax Review [Vol 25:2

On the international stage, the OECD was also designing rules 
and guidelines intended to require substantial activities. In 1998, as part 
of its work on international tax competition, the OECD stated that a 
jurisdiction’s lack of a “substantial activities” requirement was one of 
the key factors identifying the jurisdiction as a tax haven.174 This focus 
on substantial activities then became even more striking during the 
BEPS Project. In the BEPS Action Plan setting out the goals of the proj-
ect, the OECD called for “a realignment of taxation and relevant sub-
stance,” stating that one of the fundamental issues for international 
taxation was the activity of “shell companies that have little or no sub-
stance in terms of office space, tangible assets and employees.”175

Several of the 15 Actions that made up the BEPS Project ended 
up proposing ways to determine whether a taxpayer had sufficient sub-
stance in a jurisdiction. Two of the main Actions that did this were Action 
3 and Action 5. Action 5 was the one Action out of the 15 that explicitly 
referred to substantial activities. In the BEPS Action Plan, the OECD 
charged the delegates working on Action 5 to “revamp the work on 
harmful tax practices with a priority on . . .  requiring substantial activity 
for any preferential regime.”176 This mandate required the Action 5 del-
egates to update the work that the Forum on Harmful Tax Practices 
(FHTP) had been doing since the 1998 report on tax competition was 
published, and this resulted in what is known as the nexus approach. 
The nexus approach, which was described in the Action 5 Final Report 
that was published in 2015, only allows jurisdictions to provide prefer-
ential tax rates for income from IP (i.e., to grant benefits under a so- 
called “patent box”) if the income bears a nexus to R&D undertaken in 
the jurisdiction granting the preferential rate.177 In order to determine 

/ 0325 / 2012325 . pdf [https://perma.cc/JF5G-5UTB] (setting out rules that 
exclude controlled foreign companies from having to attribute income under 
U.K. CFC rules if they have sufficient substance, in the form of assets, risks, 
and functions).

174. OECD, harmful tax competition: an emerging global 
issue 23 (1998), https:// doi . org / 10 . 1787 / 9789264162945 - en [https://perma.cc 
/ H2Z5-7RH2] [hereinafter oecD 1998 report].

175. beps action plan, supra note 58, at 13.
176. Id. at 18.
177. The jurisdictional limitation is more complicated than is 

stated here due to limits imposed by European Union law. For a more detailed 
explanation, see Lilian V. Faulhaber, The Luxembourg Effect: Patent Boxes 
and the Limits of International Cooperation, 101 minn� l� rev� 1641 (2017).

https://publications.parliament.uk/pa/bills/cbill/2010-2012/0325/2012325.pdf
https://perma.cc/JF5G-5UTB
https://doi.org/10.1787/9789264162945-en
https://perma.cc/H2Z5-7RH2
https://perma.cc/H2Z5-7RH2
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this nexus, the OECD required jurisdictions to limit their tax benefits 
to the proportion of relevant R&D that was undertaken in the jurisdic-
tion.178 In other words, if a taxpayer had done all the necessary R&D for 
the IP asset generating the income in the jurisdiction providing the pref-
erential rate, then that taxpayer could apply the preferential rate to all 
of their income from the IP asset. But if a taxpayer had only done a por-
tion of the necessary R&D in that jurisdiction, then they could only 
apply the preferential rate to the equivalent portion of their income from 
the IP asset.179

After 2015, the nexus approach was expanded to apply to pref-
erential regimes that granted reduced rates to income other than IP 
income.180 In 2017, the FHTP issued a report where they introduced an 
“approach to implementing the substantial activities requirement in the 
context of non- IP regimes.”181 This approach required all regimes other 
than IP regimes to grant benefits “only when the core income generat-
ing activities are undertaken . . .  in the jurisdiction providing benefits.”182 
The FHTP then clarified that “[c]ore income generating activities pre-
suppose having an adequate number of full- time employees with 

178. OECD, countering harmful tax practices more effec-
tively taking into account transparency anD substance, action 5: 2015 
final report 24– 25, http:// dx . doi . org / 10 . 1787 / 9789264241190 - en [https://
perma.cc/WZT5-ELTB] [hereinafter action 5 final report].

179. The nexus approach is again more complicated than this 
description makes it sound, with a possible 30% “uplift,” the possibility of a 
rebuttable presumption, limits on qualifying expenditures and qualifying IP 
assets and other limitations, but this description sets out the necessary ele-
ments. For a more detailed description of how the nexus approach actually 
works, see Faulhaber, supra note 177, at 1641.

180. This was mandated in the BEPS Action Plan and predicted in 
the Action 5 Final Report. See beps action plan, supra note 58, at 14; 
action 5 final report, supra note 178, at 23– 25.

181. oecD, harmful tax practices—  2017 progress report on 
preferential regimes, inclusive frameWork on beps: action 5 39– 44 
(2017), http:// dx . doi . org / 10 . 1787 / 9789264283954 - en [https://perma.cc/E5JL 
-LPMH] [hereinafter action 5 2017 progress report].

182. As with the nexus approach, the jurisdictional limitation does 
not apply within the European Union. See id. at 40, 44 n.3; Faulhaber, supra 
note 177, at 1677.

http://dx.doi.org/10.1787/9789264241190-en
https://perma.cc/WZT5-ELTB
https://perma.cc/WZT5-ELTB
http://dx.doi.org/10.1787/9789264283954-en
https://perma.cc/E5JL-LPMH
https://perma.cc/E5JL-LPMH


596 Florida Tax Review [Vol 25:2

necessary qualifications and incurring an adequate amount of operat-
ing expenditures to undertake such activities.”183

Action 5 (and thus the FHTP) therefore has a very particular 
view of what constitutes substantial activities: a direct link between the 
jurisdiction providing tax benefits, the expenditures incurred to gener-
ate the income and the income receiving tax benefits.

Unlike Action 5, which explicitly mandated a focus on sub-
stantial activities, Action 3 ended up including a substance analysis as 
one of the options it recommended even though this was not mandated 
in the BEPS Action Plan. As discussed earlier, Action 3 focused on 
reforming CFC rules and included a chapter about possible ways to 
define the income to be subject to CFC rules. This chapter proposed 
three possible approaches to defining CFC income:184 a categorical anal-
ysis, a “substance analysis” and the excess profits analysis described in 
Part I. The Action 3 Final Report described substance analyses in the 
following way:

A substance analysis looks to whether the CFC engaged 
in substantial activities in determining what income is 
CFC income. Many existing CFC rules apply a sub-
stance analysis of some sort, and many Member 
States of the European Union combine a categorical 
approach with a carve- out for genuine economic activ-
ities. Substance analyses can use a variety of proxies to 
determine whether the CFC’s income was separated 
from the underlying substance, including people, prem-
ises, assets, and risks. Regardless of which proxies 
they consider, substance analyses are generally asking 
the same fundamental question, which is whether the 
CFC had the ability to earn the income itself.185

183. action 5 2017 progress report, supra note 181, at 40. This 
description was followed by examples of core income generating activities for 
a variety of preferential regimes. Id. at 40– 41.

184. Note that it appears to also propose a fourth approach (“4.2.4 
Transactional and entity approaches”), but the fourth approach makes clear 
that this is a determination that applies to the previous three approaches and is 
not an alternative to the others. action 3 final report, supra note 2, at 50– 52.

185. Id. at 47.
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The Action 3 Final Report then considered four different substance 
analyses that could apply in the context of CFC rules. The first would 
apply “a facts and circumstances analysis to determine whether the 
employees of the CFC have made a substantial contribution to the 
income earned by the CFC.”186 The second would focus on the signifi-
cant functions performed by related companies “to determine whether 
the CFC is the entity which would be most likely to own particular assets, 
or undertake particular risks, if the entities were unrelated.”187 The third 
would assess whether the CFC had the “necessary business premises and 
establishment” and “the necessary number of employees with the req-
uisite skill” in the CFC jurisdiction “to actually earn the income.”188 The 
fourth and final option was to “use the nexus approach that was devel-
oped in the context of Action Item 5.”189 This option would therefore 
essentially allow income that benefited from a preferential regime to 
escape CFC taxation if the preferential regime met the requirements of 
the nexus approach.

By 2017, therefore, the OECD had identified a variety of 
approaches for requiring substantial activities. The reason for such a 
requirement was either that policymakers in OECD/G20 countries 
believed that preferential regimes should only grant tax preferences to 
income arising from substantial activities or, in the inverse, that they 
believed that income that did not arise from substantial activities should 
be subject to supplemental taxation. The chart below lists the different 
ways that the OECD had considered defining or identifying substance 
or substantial activities, many of which were based on rules that already 
existed in various jurisdictions. Note that, in 2015, the excess profits 
analysis was presented as an alternative to a substance analysis. In other 
words, the Action 3 excess profits analysis was not presented as a way 
of taxing income that did not reflect substantial activities.

All of these approaches focus to a varying degree on whether 
the taxpayer in question has incurred the necessary expenditures in the 
jurisdiction to produce the income in question. Some, such as the nexus 
approach, focus on the expenditures themselves. Others focus on what 
the expenditures purchased, including sufficiently qualified employees 
or appropriate business premises.

186. Id. at 48.
187. Id.
188. Id.
189. Id.
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In 2020, this list of possible approaches to defining substantial 
activities was expanded to include a carve- out for normal returns. In the 
Pillar Two work, one reason that the OECD explained the inclusion of 
a carve- out for normal returns was that this would allow income aris-
ing from economic substance to escape taxation under the minimum tax. 
The normal return calculation in the Pillar Two work is therefore a proxy 
for substantial activities. And, as detailed in Part I, the Pillar Two nor-
mal returns carve- out was explicitly modeled on several of the other 
minimum taxes on foreign excess returns discussed above. Furthermore, 
as detailed in Part III, the Pillar Two normal returns carve- out shares 
the overall goal of the other minimum taxes on foreign excess returns, 
which is to subject income from shifted intangibles to taxation. This 
overall goal is similar to the goals underlying the various substantial 
activities tests in Action 3 and Action 5. The measures outlined in Part 
I can thus all be seen as new additions to the ongoing search for sub-
stantial activities.

Table 2:  The OECD’s Different Approaches to Defining or 
 Identifying Substantial Activities

Action 3 options for 
identifying substantial 
activities

• Facts and circumstances based on whether 
employees made a substantial contribution to the 
income.

• Significant functions analysis to determine 
whether the CFC is the appropriate entity for 
owning the assets or undertaking the risks 
associated with the income.

• Analysis of whether the CFC had the necessary 
business premises, establishment and employees 
necessary to earn the income.

• Nexus approach, which identifies substantial 
activities based on R&D expenditures incurred in 
the jurisdiction (or by the taxpayer)

Action 5 requirements 
for identifying 
substantial activities

• For IP regimes: nexus approach, which identifies 
substantial activities based on R&D expenditures 
incurred in the jurisdiction (or by the taxpayer)

• For other preferential regimes: substantial 
activities analysis, which identifies substantial 
activities based on “core income generating 
activities,” including operating expenditures 
incurred and number of employees hired in the 
jurisdiction (or by the taxpayer)
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B. Criticisms of Efforts to Define Substantial Activities

Both domestically and internationally, efforts to define substantial 
activities have faced two broad categories of criticism: (i) the lack of 
objective guidance on what does or does not constitute substantial 
activity, and (ii) the flexibility and unpredictability of many of these 
tests. Together, these criticisms suggest that there has historically 
been disagreement over what constitutes substantial activities and that 
commentators have had concerns about policymakers exercising unac-
ceptable discretion in defining substantial activities to achieve their 
own purposes.

The first category of criticism historically focused on the fact 
that many of the initial economic substance tests were ex post judicial 
tests that found a lack of substantial activity only after a transaction had 
occurred.190 But, even after jurisdictions started to implement their 
own ex ante substantial activities tests, commentators and taxpayers 
challenged these tests as not being based on a consistent theory.191 This 
is at least partly because the concepts of substantial activities and eco-
nomic substance are not rigorously defined in the economic literature, 
so commentators have argued that policymakers were essentially defin-
ing substantial activities to be whatever they wanted them to be.192

The second category of criticism built on the first and 
argued that substantial activity tests provided too much flexibility for 

190. See, e.g., Joseph Bankman, The Business Purpose Doctrine 
and the Sociology of Tax, 54 SMU L. rev. 149 (2001); David P. Hariton, Sort-
ing Out the Tangle of Economic Substance, 52 tax laW� 235 (1999); Yoram 
Keinan, The Many Faces of the Economic Substance’s Two- Prong Test: Time 
for Reconciliation?, 1 n�y�u� J�l� & bus� 371, 372– 73 (2005); Charlene D. Luke, 
Risk, Return, and Objective Economic Substance, 27 va� tax rev. 783, 787 
(2007); Sandra Favelukes O’Neill, Let’s Try Again: Reformulating the Eco-
nomic Substance Doctrine, 121 tax notes toDay 1053, 1053– 54 (Dec. 1, 2008).

191. See, e.g., Public Comments Received on the 2020 Review of 
BEPS Action 14, OECD (Jan. 13, 2021), https:// www . oecd . org / tax / beps / public 
- comments - received - on - the - 2020 - review - of - beps - action - 14 . htm [https://perma 
.cc/J8JW-DEF3].

192. Susan Morse, Value Creation: A Standard in Search of a Pro-
cess, 72 bull� int’l tax’n 196 (2018); António Carlos dos Santos, What Is 
Substantial Economic Activity for Tax Purposes in the Context of the Euro-
pean Union and the OECD Initiatives Against Harmful Tax Competition?, 24 
ec tax rev� 166 (2015).

https://www.oecd.org/tax/beps/public-comments-received-on-the-2020-review-of-beps-action-14.htm
https://www.oecd.org/tax/beps/public-comments-received-on-the-2020-review-of-beps-action-14.htm
https://perma.cc/J8JW-DEF3
https://perma.cc/J8JW-DEF3
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policymakers, courts and tax administrations. This again applied ini-
tially to the judicial tests that were the initial efforts to define substan-
tial activities, but these criticisms continued to apply to ex ante tests 
implemented by legislatures and international organizations. Even tests 
such as the Action 5 core income generating activities test can be sub-
jected to such criticisms in that legislators can arguably define the con-
cept of a “core income generating activity” in any way they see fit.

C. Normal Returns as a Proxy for Substantial Activities

In response to these criticisms and in the face of continued income shift-
ing, policymakers found a new way of defining substantial activities 
that they lauded for its formulaic and mechanical nature. This new 
approach was to exempt normal returns from taxation, thereby treating 
normal returns as a proxy for substantial activities. This in turn treated 
excess returns as all income separated from substantial activities.

As shown above, many of the minimum taxes on foreign 
excess returns were advertised by their designers as formulaic and 
mechanical. As also illustrated above, however, all of these taxes defined 
normal returns differently. So, as this Part will illustrate, the formulaic 
nature of these taxes does not in fact eliminate the concerns that were 
leveled at previous substantial activities tests. Instead, by defining 
 normal returns in a way that diverges from the theory of excess returns, 
policymakers are still exercising discretion in their definition of normal 
returns and are still defining this amount in whatever way they see fit.

How, then, do all of these minimum taxes on foreign excess 
returns define substantial activities if we understand them to be using 
normal returns as a proxy for substantial activities? Early Obama Trea-
sury proposals define these to be a fixed, perhaps 30%, mark- up of costs 
allocated and apportioned to income from a transferred intangible. 
Therefore, the more money that a taxpayer spends on a transferred intan-
gible, the more substance will be seen to exist. Camp Option A uses the 
same concept, but its mark- up is five times as large, suggesting that fewer 
costs will lead to more substance. Later Obama Treasury proposals 
instead focus on equity invested in a jurisdiction, but they only calcu-
late the normal return based on equity invested in active assets instead 
of passive assets, and they only use the risk- free rate of return. There-
fore, substantial activity requires active assets, but any income greater 
than the risk- free return is treated as shifted income. The BEPS Action 
3 proposal again focuses on equity invested in active assets (explicitly 
including intangible assets), but it uses a risk- inclusive rate of return, 
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thereby leading to a larger amount of income being treated as income 
from substantial activities. GILTI focuses on tangible depreciable prop-
erty and uses a rate closer to the risk- inclusive rate of return. This 
means that any income arising from intangible assets is presumed not 
to arise from substantial activities for GILTI purposes. And the Pillar 
Two proposal focuses on payroll costs and depreciation expenses for tan-
gible assets, meaning that substance relies on tangible assets and 
employees, whereas employees did not factor at all into the normal return 
definitions that relied on investments.

These views of substantial activities all overlap to a certain 
extent, but they also all vary significantly from each other. This high-
lights that, while policymakers focus on the formulaic nature inherent 
in exempting normal returns from taxation, this does not in turn mean 
that the formula used to calculate normal returns is based on any 
inherent definition of normal returns. In fact, policymakers are able to 
define these in whatever way aligns with their view of substantial 
activities. For some policymakers, intangible income is automatically 
inconsistent with substantial activities, so they define normal returns 
based on tangible assets. For others, substantial activities depend on 
the number of employees, so they define normal returns based on pay-
roll costs.193 For others, anything greater than the minimum required 
rate of return on assets in a jurisdiction is considered to arise from 
something other than substantial activities. For still others, a larger 
return on those same assets arises from substantial activities, so a 
smaller amount represents shifted income.

The addition of excess returns to the collection of tools that pol-
icymakers are using to define economic substance and substantial activ-
ities therefore at first appears to be formulaic and based on economic 
theory. But, in reality, policymakers are using normal returns to define 
substantial activities very differently from each other in each of these 
minimum taxes. This is both because the concept of excess returns was 
not designed to target income arising from shifted assets or insubstantial 
activities and because policymakers have moved far enough away from 
the actual theory of normal returns to define them in a variety of ways.

As can be seen by the evolution of the original 2010 excess 
returns proposal from a short proposal focusing on shifted IP income 

193. Note that payroll costs depend on both the number of employ-
ees and the costs of those employees, so reliance on these suggests that more 
costly employees represent more substantial activities.
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that originated in a Democratic administration to a key design feature 
in an international minimum tax that was adopted by a Republican 
administration to a key part of the two- pillar solution accepted by over 
130 countries in 2021, excess returns rules appeal across the political 
spectrum and across national borders. But, as shown in earlier parts, this 
is not because everyone supports the same proposal. It is rather because 
policymakers can design excess returns rules in a variety of ways. They 
can define normal returns in a way that is consistent with their goals, 
and they can justify an excess returns rule in multiple ways.

v. ExcEss rEturns, thE sEarch for substancE and ProbLEms 
of transLation

Normal returns therefore represent a new chapter in the search for sub-
stantial activities. But turning to excess returns still does not answer the 
question of what substantial activities are because policymakers have 
defined excess returns and normal returns very differently. This Part dis-
cusses three concerns raised by the use of normal returns as a proxy for 
substantial activities. It then concludes by considering why normal 
returns raise these concerns and whether this is inherent in any defini-
tion of normal returns or whether it is a result of the particular ways 
that economic theory was translated into policy.

A. The Problems with Using Normal Returns as a Proxy for 
Substantial Activities

Using normal returns as a proxy for substantial activities raises at least 
three significant concerns. First, using the formulaic terminology of 
excess returns hides the fact that policymakers are exercising discretion 
when designing these rules. Second, this hidden discretion in turn dis-
guises the fact that each policy defines normal returns differently from 
the other, seemingly similar, policies. Finally, relying on the economic 
theory of excess returns may even prevent policymakers themselves 
from realizing that they are defining excess returns in a way that is 
inconsistent with their own understandings of substantial activities.

1. Unacknowledged Discretion

One of the criticisms of earlier substantial activities tests was that they 
were not grounded in theory but instead gave policymakers too much 
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leeway to define substantial activities however they saw fit. To some 
observers, identifying substantial activities by way of the more formu-
laic calculation of normal returns may seem to eliminate some of this 
discretion. But, as shown above, policymakers have as much latitude in 
defining normal returns as they have in defining substantial activities 
because all of the minimum taxes on excess returns have diverged from 
the economic theory of exempting normal returns.

The normal returns that policymakers are using as a proxy for 
substantial activities thus vary significantly. Some of them use higher 
or lower rates of returns. Some of them multiply these rates by costs 
while others multiply them by investments in assets. Some of them 
exempt income from intangible assets while others consider any income 
from intangible assets to be excess returns that will be subject to tax. 
All of these differences are the result of exercises of discretion by poli-
cymakers, just as differences among previous substantial activities tests 
were exercises of discretion.

But for at least some observers, exempting a so- called normal 
return from taxation rather than defining substantial activities by way 
of a facts- and- circumstances test or a similar rule may seem to have 
more legitimacy because this approach uses the same terminology as 
economic theory. The use of normal returns as a proxy for substantial 
activities may thus hide some of the discretion that observers previously 
criticized in other measures designed to tax shifted income.

2. Unacknowledged Differences

Furthermore, not only are policymakers exercising discretion relative 
to the pure theory of excess returns taxation, but they are all exercising 
discretion in different ways. As pointed out above, some of the provi-
sions and proposals discussed in Part I use expenditures as a base, some 
of them use investments as a base, and all of them use a different amount 
of expenditures or costs from all the others. In terms of rates, the pro-
visions that use expenditures vary from an unknown rate likely to be 
close to 10% all the way to 150%, while the provisions that use invest-
ments use either the unstated risk- free rate of return or a rate closer to 
10%, which is nearer to the rate of return used in excess profits taxes 
than the risk- free rate of return used in excess returns calculations. All 
of these are therefore carving out a “normal return,” but each of them 
defines a normal return extremely differently, which may not be clear 
from the terminology used in each provision.
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3. Unacknowledged Inconsistencies

The two concerns above imply that at least some policymakers may be 
aware that their use of normal returns allows them to define substantial 
activities in the ways they see fit regardless of economic theory. But this 
Article is not arguing that all or even most policymakers are aware of 
this. Instead, a third concern with the use of excess returns taxation is 
that it also disguises the effects of using normal returns to represent sub-
stantial activities from policymakers themselves. This can be seen in 
the fact that at least some of the provisions described in Part I define 
normal returns in a way that is not entirely consistent with the stated 
goals of policymakers. This criticism was highlighted in the controversy 
surrounding the Action 3 Final Report, where at least some delegates to 
the BEPS Project raised concerns that normal returns could be too nar-
row and could allow income to be treated as excess returns even if it 
arose out of substantial activities.194 For example, both the BEPS Action 
3 excess returns provision and the GILTI are supposed to be targeting 
income from shifted intangible assets. Yet one of them calculates the 
normal return to be 8- 10% of the equity invested in assets used in the 
active conduct of a trade or business, including IP assets, while the other 
calculates the normal return to be 10% of the equity invested in tangi-
ble depreciable property. Does either of these numbers represent all the 
income and only the income from everything other than shifted intan-
gible assets? And does the excess above either of these numbers repre-
sent all the income and only the income from shifted intangible assets? 
In another example, the Pillar Two carve- out for substantial activities 
was originally envisioned as a deduction for the “return on tangible 
assets,” but by October 2020 it had become instead an unidentified per-
centage of payroll costs and depreciation expenses, by July 2021 it had 
changed to at least 5% of payroll costs and carrying costs, and by Decem-
ber 2021 there were two higher percentages of payroll costs and carry-
ing costs, with the understanding that these percentages would decline 
over ten years. Are all of these economically equivalent? Are they 
equally good proxies for substantial activities? Little in the economic 
literature can answer the questions in either of these examples since dis-
cussions of excess returns and excess profits taxes do not focus on sub-
stantial activities. Policymakers are therefore left filling in the blanks 
with their own rates and bases without much guidance as to whether 

194. action 3 Discussion Draft, supra note 38, at 34.
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these amounts are actually representative of the substance they are try-
ing to exempt.

Furthermore, many of the amounts used to calculate normal 
returns are subject to negotiation with other jurisdictions or with domes-
tic stakeholders. This is most obvious in the context of the current 
OECD digital tax project, where the rate to be used is put in brackets, 
suggesting that it will depend on what rate of return will be acceptable 
to all the countries involved. A rate of return determined by consensus 
is likely to be different from an actual minimum required rate of return 
or the accurate average rate of return for different industries.

B. Problems of Translation

If the use of normal returns as a proxy for substantial activities raises 
all the concerns above, is this result inherent in the design of any tax 
that exempts normal returns? In their 2013 paper, Harry Grubert and 
Rosanne Altshuler contemplated a minimum tax that exempted the nor-
mal return on “real investment” by way of expensing as a solution to 
several international tax problems, including income shifting. They 
acknowledged that one of the primary causes of income shifting was 
“intangible assets that create large excess returns,”195 and they showed 
that their minimum tax could be effective at creating a disincentive to 
engage in such income shifting. This paper was the inspiration for at 
least some of the measures discussed in this Article. But, as has been 
highlighted above, all of the excess returns provisions proposed start-
ing in 2010 differ significantly from a provision that allows an immedi-
ate deduction for investment in a jurisdiction. All of these measures 
opted not to allow an up- front deduction for business investment 
but instead opted to provide an annual deduction for normal returns, 
which in turn required policymakers to set a rate and to determine qual-
ifying investments or expenditures. These determinations that were 
necessary for calculating normal returns in the absence of up- front 
expensing are where all of these measures moved away from the model 
that Grubert and Altshuler proposed— and where they all diverged from 
each other as well.

The story of minimum taxes on foreign excess returns is there-
fore a story of translation. All of the measures described in Part I differ 
significantly from each other, and they differ significantly from the 

195. Grubert & Altshuler, supra note 129, at 704– 05.
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theory of excess returns as well. This is because, in translating eco-
nomic theory into policy, policymakers chose to implement the version 
of a tax exempting normal returns that required them to define normal 
returns. They likely chose this version for several reasons, including 
pressure from taxpayers to impose a higher rate, administrative ease, 
political expediency and many others. But the consequence of translat-
ing the theory of excess returns into policy in this way is that each one 
of these measures varies significantly from the others, thereby defining 
significant activities differently from the others and disguising the dis-
cretion that policymakers exercised in designing these calculations.

concLusion

Although there is an economic theory of excess returns, the recent spate 
of minimum taxes on foreign excess returns are designed in ways that 
diverge significantly from that theory. They also differ significantly from 
each other in terms of details, but all of them share a focus on substan-
tial activities. This Article therefore argues that these minimum taxes 
on foreign excess returns all represent a new phase in the ongoing search 
for substantial activities. This new phase, however, hides what policy-
makers are actually doing by seeming to rely on the theory of excess 
returns. In reality, policymakers are defining normal returns differently 
from each other and using the concept of normal returns to represent 
whatever they want substantial activities to be. They are therefore using 
an existing economic theory to solve a problem that is not recognized 
in economics— and they are applying the theory in ways that are both 
inconsistent with the theory itself and differ from policy to policy.
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