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Introduction 

The Organization for Economic Co-operation and Development (OECD) initiated 
a Base Erosion and Profit Shifting (BEPS) project in 2013 and issued a set of Action 
1-15 Reports in 2015. The BEPS Action 1-15 Reports, which could now be known as 
BEPS 1.0, mainly focused on aligning taxation with economic substance and avoiding 
non-taxation of income due to the inconsistencies between international tax systems. 
Since the BEPS 1.0 measures have only been implemented in various jurisdictions 
recently, their impacts are yet remained to be determined. However, the OECD makes 
further steps in 2019 by publishing another set of proposed measures to ensure 
cross-border businesses are paying their fair share of taxes across all the jurisdictions 
they operate. The proposed measures, which are commonly known as BEPS 2.01, are 
not limited to digitalization of economy but are applicable to all businesses with 
cross-border activities. The proposed measures are divided into two pillars. Pillar One 
looks at the implications of the digitalization of the economy and the possible changes 
on international tax systems. It allocates the taxing rights for cross-border activities 
based on a set of revised nexus and profit allocation rules. Pillar Two looks at broad 
proposals to effectively introduce a global minimum tax. It gives the residence and 
source jurisdictions a right to tax untaxed/undertaxed income where the income is taxed 
an effective rate below a certain minimum rate. 

 
The BEPS 2.0 proposed measures will change the global tax landscape 

significantly by changing how profits are allocated between jurisdictions and 
introducing a new global minimum tax. At the timing of writing, the OECD has 
released a package of documents in January 2020 that provides the work progress and 
lays out a revised programme of work. This study firstly outlines the background of the 
BEPS 2.0 proposed measures. It then identifies the key elements of the proposed 
measures and examines the impact assessment. This study finally explores the 
challenges that the BEPS 2.0 proposed measures may bring to the Hong Kong tax 
regime and multinational enterprises (MNEs). 
 
Background 

The OECD began its work to address the tax challenges of digitalization in 2013 
under Action 1 of the Action Plan on BEPS. In the 2015 final report of BEPS Action 1 
on “Addressing the tax challenges of the digital economy”2, the Inclusive Framework 
on BEPS identified nexus, data and characterization as the key broader challenges for 
direct tax raised by the digital economy and discussed a number of potential options to 
address these challenges. However, none of the potential options was recommended in 
the final report of BEPS Action 1. Instead, the Inclusive Framework on BEPS agreed 
that continuous monitoring and further work in this area are required. Subsequently, the 
Inclusive Framework on BEPS released a Policy Note in January 20193, a first public 
consultation document (namely, Addressing the Tax Challenges of Digitalization of the 



2 
 

Economy”) in February 20194, a Programme of Work in May 20195, a second public 
consultation document (namely, “Secretariat Proposal for a ‘Unified Approach’ under 
Pillar One”) in October 20196, and a third public consultation document (namely, 
“Global Anti-Base Erosion Proposal (‘GloBE’) - Pillar Two”) in November 20197. In 
January 2020, a package of documents was released by the Inclusive Framework on 
BEPS which outlines the architecture of a consensus-based solution8. On the horizon is 
the Inclusive Framework on BEPS meeting in July 2020 (at which it is intended to 
reach agreement on the key features of a consensus-based solution which would form 
the basis for a political agreement) and the G20 Leaders’ meeting in November 2020 (at 
which the G20 will endorse a report prepared by the OECD). The end of 2020 is the 
target date to reach an agreement on a consensus-based solution. Beyond 2020 is the 
implementation stage for the new international taxation rules. Table 1 shows the 
development of BEPS work on digitalization. 

 
Insert Table 1 about here 

 
Proposed Measures 

The BEPS 2.0 proposed measures are grouped under two pillars. Pillar One 
consists of a set of revised nexus and profit allocation rules. Pillar Two provides 
jurisdictions with a right to tax back where other jurisdictions have not exercised their 
primary taxing rights or the payment is otherwise subject to low levels of effective 
taxation.  
Pillar One 

Pillar One designs a revised set of nexus and profit allocation rules to reflect the 
transformation of the economy. The Unified Approach9 under Pillar One, which is 
endorsed by the Inclusive Framework on BEPS in January 2020, has several key 
elements: 
• Scope. It focuses on two types of businesses: automated digital services (which may 

include online advertising and searches, cloud computing, social media and 
intermediation platforms, streaming services), and consumer-facing businesses 
(where revenues are generated from the ultimate sale of goods and services to 
individual consumers). The definition of consumer-facing will apply to franchise 
rights and third-party resellers but will exclude the provision of intermediate 
products and components that are incorporated into a finished product sold to 
customers. Consumer-facing businesses are expected to include personal 
computing products, clothes, branded food, automobiles, and franchise licensing 
arrangements (such as hotels and restaurants). Possible carve-outs remain under 
consideration, including for most extractive industries and commodities, financial 
service activities that are not retail in nature, and airlines/shipping activities.  
 
The applicable threshold for in-scope businesses will consider the group gross 
revenue threshold (which may be the same threshold of EUR750 million as for the 
Country-by-Country reporting), with carve-out for situations where the total 
aggregated in-scope revenue is less than a specified threshold, and where the total 
profit to be allocated is less than a minimum amount. 

• New nexus rule. The new nexus rule is not dependent on the physical presence 
requirement but is largely based on significant and sustained engagement in a 
market jurisdiction (i.e., the jurisdictions where a business’ consumers and users 
reside). For automated digital services, the revenue threshold nexus will be the only 
test required to create nexus. For consumer-facing businesses, the nexus test will be 



3 
 

based on indicators of a significant and sustained engagement with market 
jurisdictions. 

• New profits allocation rule. Once it is determined that a jurisdiction has the right to 
tax profits of a non-resident enterprise under the new nexus rule approach, the next 
issue is to determine how much profit should be allocated to that jurisdiction. The 
new profit allocation rule largely retains the current transfer pricing rules based on 
arm’s length principle but complements them with formula based solutions. Three 
types of taxable returns will be allocated to market jurisdictions and these are 
described as Amounts A, B and C. A market jurisdiction would then be entitled to 
tax the sum of these taxable returns10. 

• Three-tier mechanism. A three-tier mechanism for profit allocation will be used to 
increase certainty for taxpayers and tax administrations:  
- Amount A. It is the centerpiece of the Unified Approach. Amount A is a new 

profit allocation rule which goes beyond the arm’s length principle. It is a new 
formulaic allocation of a portion of global residual profit among jurisdictions 
where the customers and users are located, regardless of where the business’ 
physical activities are located. Amount A will be based on a measure of profit 
derived from the consolidated group financial accounts. Profits before tax is the 
preferred profit measure to compute Amount A11. It requires nexus under the 
new standard that is not dependent on physical presence.  

- Amount B. It is a revised profit allocation rule which is based on the arm’s 
length principle. Amount B is a fixed percentage return that would be allocated 
to baseline distribution and marketing activities taking place in the market 
jurisdiction. The fixed percentage return is based on the arm’s length principle 
with adjustments to account for regional, industry and functionality differences. 
Although the baseline distribution and marketing activities are not yet defined, 
it will likely include distribution arrangements with no/limited risks, no 
ownership of intangibles and routine levels of functionality. Amount B requires 
nexus under existing rules of physical presence and will operate within the 
existing treaty network12. 

- Amount C. It is a revised profit allocation rule which is based on the arm’s 
length principle. Amount C provides an additional return where in-country 
functions exceed the baseline distribution and marketing activities compensated 
by Amount B. Amount C requires nexus under existing rules of physical 
presence and will operate within the existing treaty network. 
 

Amount A will create new taxing rights and reflect the profits associated with active 
and sustainable participation in the economy of a market jurisdiction. However, 
Amounts B and C will not create new taxing rights but reflect an improvement in the 
application of the arm’s length principle. The Inclusive Framework on BEPS in January 
2020 makes it clear that the transfer pricing rules based on the arm’s length principle 
(including Amounts B and C) will apply first, and that Amount A would be allocated as 
a partial override to those results. It is expected that there is no significant interaction 
between Amounts A and B. However there may be instances of double counting where 
both Amounts A and C are allocated to a market jurisdiction13. To eliminate double 
taxation, legally binding and effective dispute prevention and resolution mechanisms 
will be in place14. Figures 1 and 2 show the key elements and the profit allocation rule 
of the Unified Approach under Pillar One respectively.  
 

Insert Figure 1 about here 
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Insert Figure 2 about here 

 
 

Pillar Two 
The GloBE under Pillar Two challenges income which is not subject to tax at a 

minimum rate. It works similar to a Controlled Foreign Company (CFC) rule which 
brings into tax for a parent company a proportionate share of income in a foreign 
subsidiary that is not subject to tax at a certain minimum rate. The GloBE under Pillar 
Two comprises of the following elements.  
• Income inclusion rule. The rule applies to foreign subsidiaries and foreign branches 

and operates as a top-up to a minimum rate. It attributes a corporation’s undertaxed 
income to its shareholders for taxation. The rule provides for a right for the parent 
jurisdiction to tax back.  

• Switch-over rule. The rule complements the income inclusion rule and applies to 
foreign subsidiaries and foreign branches or income from foreign immovable 
property. It turns off the benefit of an exemption for income of a foreign branch or 
for income derived from foreign immovable property, and replaces it with the credit 
method where that income was subject to a low effective tax rate in the foreign 
jurisdiction. The rule allows the state of residence to apply the credit method 
instead of the exemption method. It provides for a right for the residence 
jurisdiction to tax back. 

• Undertaxed payments rule. The rule applies to related-party payments only. It 
denies a deduction or imposes source-based taxation (including withholding tax) 
for payments made to related parties if the payments were not subject to tax at a 
minimum rate. The rule provides for a right for the payer or source jurisdiction to 
tax back.  

• Subject to tax rule. The rule complements the undertaxed payment rule and applies 
to both related and unrelated party transactions. It denies treaty benefits or improves 
withholding tax for payments that are not subject to a minimum tax rate. The rule 
provides for a right for the payer or source jurisdiction to tax back.  
 
These rules would be implemented through changes to domestic law and/or tax 

treaties. Also, there would be rules to provide for co-ordination between elements of the 
GloBE, between Pillars One and Two and between the GloBE and other international 
tax rules (e.g. the existing CFC rules)15. The Inclusive Framework on BEPS’s package 
of documents in January 2020 indicates that the technical work on the GloBE under 
Pillar Two in underway but it only provides few details. Figure 3 shows the essential 
elements of the GloBE under Pillar Two. 
 

Insert Figure 3 about here 
 
Economic Analysis and Impact Assessment 

In February 2020, the OECD released the following initial estimates based on its 
economic analysis and impact assessment of the BEPS 2.0 proposed measures16: 
• Revenue gain. The combined revenue gain of Pillars One and Two will be around 

4% of the existing corporate income tax (CIT) revenue on a global basis, or 
approximately US$100 billion annually across all jurisdictions. In general, Pillar 
Two revenue effects will be larger than Pillar One revenue effects. Also, low- and 
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middle-income jurisdictions will gain relatively more revenue from Pillar One and 
high-income jurisdictions will gain relatively more revenue from Pillar Two17.  

• Effect of Pillar One. In general, all countries will gain from Pillar One. The range of 
effects for Amount A are generally greatest as a percentage of CIT in low-income 
jurisdictions (1-1.9%), then in middle-income jurisdictions (0.3%-1.2%) and finally 
in high-income jurisdictions (-0.1-1.1%)18. However, investment hubs19 could lose 
as much as 5% of CIT receipts. 

• Effect of Pillar Two. The Pillar Two CIT revenue gain will be more than 4 times 
larger than that of Pillar One20.  

• Effective tax rates (ETRs). Pillars One and Two together will increase the ETRs by 
about 0.5%. The increase is almost entirely due to the effects of Pillar Two. Also, 
the increase in ETRs for investment hubs is nearly 4 times higher.  

• Investment and growth. There will be little effects on investment costs. The 
proposed measures will lead to reallocation of investment to jurisdictions where 
productivity is higher and will enhance global growth. 

 
The above initial estimates were largely consistent with the OECD report to the 

G20 Finance Ministers and Central Bank Governors in October 2019 outlining the 
preliminary findings on the economic and tax revenue implications of the BEPS 2.0 
proposed measures21. The report showed that the combined effect of Pillars One and 
Two would lead to an increase in global tax revenues. It also indicated that low- and 
middle-income economies tend to gain relatively more revenues than high-income 
economies from Pillar One. Investment hubs would experience losses in tax base. In 
addition, the report estimated that the BEPS 2.0 proposed measures would not 
adversely affect investment environment but would instead provide greater tax 
certainty22. 
 
 
Challenges to Hong Kong Tax Regime 

The BEPS 2.0 proposed measures are somehow eroding the right of different 
jurisdictions to determine their taxation frameworks, including their tax rates, which 
are based on their own particular economic and fiscal circumstances23. The Financial 
Secretary in February 2020 indicates that Hong Kong, as an international financial and 
business center, will inevitably be affected by the BEPS 2.0 proposed measures. In 
particular the imposition of a global minimum tax rate could undermine the 
attractiveness of Hong Kong’s low tax policy to MNEs24. It is not sure whether the 
corporate profits tax rate of 16.5%25 could meet the global minimum tax requirement. 
If the effective tax rate in Hong Kong is below the global minimum tax rate, it may 
trigger an income inclusion rule in the parent jurisdiction to tax the profits of Hong 
Kong subsidiaries or anti-base erosion measures which limit deductions for cross 
border payments. 

 
Also, the BEPS 2.0 proposed measures could impose challenge to the offshore 

regime in Hong Kong. For example, the current approach to tax interest could come 
under increasing pressure. Hong Kong subsidiaries which lends overseas could earn 
tax-exempt interest income if the credit is provided to the overseas parent companies 
outside Hong Kong. Under the BEPS 2.0 proposed measures, particularly the GloBE, 
the overseas parent companies could have a right to tax the interest income since the 
income is exempt from tax in Hong Kong. Alternatively, there could be a denial of 
foreign interest deduction by the overseas parent companies or a denial of the tax treaty 
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reduction or elimination in regard to interest withholding tax26. As such, the BEPS 2.0 
proposed measures could bring additional tax burden and compliance costs to MNEs 
which could affect their incentives for investing and operating in Hong Kong. Hong 
Kong Government should consider how to respond to the BEPS 2.0 proposed measures 
and take appropriate actions to maintain (or even enhance) the competitiveness of Hong 
Kong’s tax regime.27 
 
Implications for MNEs 

Generally, the BEPS 2.0 proposed measures could change the effective tax rate 
and the amount of cash taxes paid by MNEs. Also, these measures could affect a 
MNE’s choice of capital structure, location of intangible property and related research 
and development activities and even business model. Furthermore, the proposed 
measures could cause certain tax planning strategies and advance pricing agreements to 
become less effective28. 

 
Specifically, the implications of the BEPS 2.0 proposed measures could be far 

reaching. First, foreign-capital MNEs with online selling platforms (including goods 
and services) may be affected. Second, marketing intangibles may not only affect the 
digital economy industry, but also the traditional industries (e.g., consumer goods retail 
industry). Therefore, MNE may need to adjust the transfer pricing policy since the 
profit levels of those industry players could be affected. Third, MNEs may need to 
predict the tax cost burden in the jurisdictions of its major markets and adjust their 
market development strategies. Fourth, MNEs may need to fully understand these 
measures and adjust internal tax process management to make the tax compliance in 
different jurisdictions. Fifth, if unilateral measures in other jurisdictions result in 
double taxation, MNEs may need to consider whether the double taxation problem 
could be resolved through mutual agreement procedure. Last but not the least, MNEs 
may need to understand the views of different tax authorities and conduct specific 
analyses of the group’s value chain and value drivers to maintain flexibility in strategic 
adjustment.29 

 
Conclusions 

The BEPS project aims to ensure cross-border businesses are paying their fair 
share of taxes across all the jurisdictions they operate. The BEPS 1.0 measures are 
relatively easy to be implemented by various jurisdictions because all the tax 
authorities have the same interest and documentation. However, the implementation of 
the BEPS 2.0 proposed measures may be difficult because these measures create a shift 
from the existing arm’s length principle of allocating profits and taxing value where it 
is created towards allocating additional profits to market jurisdictions where value is 
exploited30. For instance, the developed economy (like the US) could argue that 
companies make profits in the jurisdictions where the companies’ assets are 
owned/developed but the developing economy (like China and India) could argue that 
companies make profits in the markets where consumers and users are based31. 

 
The BEPS 2.0 proposed measures involve two pillars. Pillar One allocates the 

taxing rights for cross-border activities based on a set of revised nexus and profit 
allocation rules. Pillar Two gives the residence and source jurisdictions a right to tax 
untaxed/undertaxed income where the income is taxed below a minimum tax rate. If 
Pillar One is implemented, then the intra-group prices would be determined based on 
methods which are beyond the arm’s length principle and that the taxing rights would 
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be determined based on methods which are beyond the physical presence principle. 
Likewise, if Pillar Two is adopted, then profit will be subject to a minimum taxation.  

 
The major overhaul of the international taxation rules would have implications on 

the Hong Kong tax law and practice. In particular, the GloBE could increase the 
uncertainty for sustainability of the Hong Kong’s low tax policy and offshore tax 
regime which in turn could reduce the competitiveness of Hong Kong. Hong Kong 
Inland Revenue Department states on its recently revised notes that the taxing practice 
will be further updated if new nexus and profit allocation rules are adopted in Hong 
Kong after completion of work on a consensus-based and long-term solution to the tax 
challenges of the digitalization of the economy32. Clearly Hong Kong is keeping a close 
watch on the BEPS 2.0 developments and will make assessments and devise 
corresponding measures. 

 
Furthermore, the BEPS 2.0 proposed measures could lead to the taxation rights in 

places where MNEs conduct sustained and significant businesses even when the MNEs 
do not have a physical presence in these places. Accordingly, MNEs should assess the 
impact of these proposed measures for their business structure and tax profile because 
the measures could affect MNEs across all industries irrespective of their engaging in 
the digital economy. Also, MNEs operating in jurisdictions with competitive business 
and tax environments such as Hong Kong should evaluate the implications of the BEPS 
2.0 proposed measures on the operating efficiencies and values. As OECD aims to 
deliver a long-term consensus-based solution by the end of 2020, MNEs are advised to 
design contingency plans to respond for any changes which may have short lead time. 
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