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ABSTRACT

The recent disclosures in the Panama, Paradise and Pandora Papers and allegations of tax
avoidance levelled at multinational enterprises (MNES) (e.g., Coca-Cola, Pfizer, Google,
Amazon, Starbucks, Facebook, etc.) have attracted unprecedented public attention, especially
in terms of profit-shifting to low tax jurisdictions/tax havens. Many different mechanisms are
used to achieve this type of avoidance strategy, which may be covered by the ‘umbrella’ term
of tax arbitrage. Following the proposed revision to tax standards, for example, the BEPS
Action Plan from the OECD/G20 and the UK Finance Act 2016, this study was undertaken
with the aim of understanding current multinational enterprises’ (MNEs”) international tax
strategies, and their association with firm industrial characteristics. The literature review
indicates that tax strategies are usually examined on the basis of aggregate country-level
datasets, and treated as a single element, rather than categorical components, in the context of
decision making. This means that the study of individual tax planning behaviours based on
firm-level primary datasets is under-researched in the literature.

Based on a survey sample of 276 UK MNEs, this research provided valuable insights
into the relationship of tax strategies with the industry sector and firm size of UK entities. The
empirical evidence uncovers three provisional findings. First, perhaps unsurprisingly, UK
MNEs are inclined to manipulate tax incentives in a synchronised and combined manner to
lessen their tax burden. Second, despite the spotlight on the tax scandals surrounding large
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sized MNEs, small and medium sized MNEs also play an active role in exploiting tax strategies
to lower their taxable income. Third, empirical findings suggest that a variety of mechanisms
are used alike by all sizes of firm, regardless of industry category and firm size.
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International tax strategies adopted by UK MNEs: Differences between industry sector
and firm size

1. Introduction

Global tax systems are not harmonised as no standardised international tax regime yet exists,
so countries are free to maximise their own interests (Graetz, 2001; Rosenbloom, 2000). UK
multinational enterprises (MNEs) that are engaged in cross-border transactions can take
advantage of the differentials of tax regimes, to eliminate or reduce their tax bills in the global
business context (Eicke, 2009: 19). This is commonly referred to as tax arbitrage. The UK’s
tax authority, Her Majesty’s Revenue & Customs (HMRC) in its International Tax Manual,
specifically defines tax arbitrage as follows (HMRC, 2016a):

In the context of cross-border finance, the term arbitrage is used to describe the
exploitation by multinational groups of asymmetries between different tax
regimes (tax regimes do not always match each other equally), to achieve a
reduction in the overall level of tax payable by the group.

The International Tax Manual then continues:

It is important to stress that arbitrage takes many forms. It may be a simple
mismatch in terms of how a particular transaction is characterised in the parties’
respective tax jurisdictions. Or it might involve differing perspectives on the
characteristics (e.g. residence status) or identity of the proper person to be taxed
or to whom reliefs are due (other corporate law regimes produce entities that we
find difficult to recognise). And, just as arbitrage itself can take many forms, so
the tax advantage sought may be different from case to case.

Tax arbitrage clearly is a form of tax planning/avoidance which involves exploiting differences
between tax systems, tax treatments and tax rates in different jurisdictions (see Steuerle, 2010).
It is an over-arching term which covers the many different exploitation mechanisms that may
be used. Many MNEs have been accused of such exploitation, notably in the media, with
allegations being made, for example, about Google, Amazon, Starbucks, Facebook, Apple, and
more recently Coca-Cola and Pfizer (see, for example, Financial Times, 2013; Guardian,
2019a, 2019b; Mason and Saint-Amans, 2021; Radziewicz, 2021). In addition, there have been
various leaks of various caches of documents, commonly referred to as the Panama, Paradise
and Pandora Papers, which have added to the volume of allegations about international tax
avoidance.

Opinions, of course, differ as to the acceptability of this type of behaviour. “One man’s
idea of acceptable tax planning is undoubtedly another man’s idea of criminally subversive
activity” (Gillett, 1999: 1), whereas others think that there is no problem at all, and that “tax
avoidance is a conceptual anomaly that exists in the mind of those whose sense of morality is
violated by certain effective tax practices” (Orow, 2004: 415), occurring “where legislative
intention and policy miscarried and failed to anticipate and reach the transaction under
consideration” (ibid). However, governments worldwide have long been concerned about the
level of exploitation of tax differentials at an international level as it erodes their tax bases and
various measures have been introduced to combat it. In the UK, for instance, the HMRC
International Tax Manual (HMRC, 2016a) refers to legislation introduced in 2005, specifically
targeted at arbitrage, and more recently, the Organisation for Economic Co-operation and
Development (OECD) (2015) proposed the Base Erosion and Profit Shifting (BEPS) Action
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Plan, following on from its 2013 report on this subject, which consists of 15 action items that
are intended to facilitate multilateral co-operation among governments, with a focus on
improving the three core principles of international taxation — coherence, substance, and
transparency. In accordance with the 15 OECD actions, the UK Finance Act 2016 requires
companies operating in the UK to publish their tax strategies for each financial year (HMRC
2016b). Scholes et al. (2016: 10) note that tax strategy is how an organisation integrates
taxation considerations within corporate strategy, often with a view to minimising the overall
tax liabilities. The purpose of this enhanced disclosure requirement is to increase transparency
and accountability in terms of tax compliance, tax management and the risk exposure of
companies for their UK taxation. Following the proposed revision to the tax standards, Oats
and Tuck’s 2019 study is one of the few prior studies that raised concerns about the requirement
of transparency, such as misinterpretation of the final tax position. A more recent development
is the proposal for a global minimum tax rate of 15%, proposed at the World Economic Forum
in Davros as a means to address tax avoidance on a worldwide basis, to which 136 countries
have now signed up (Thomas, 2021).

It is common to find tax strategies examined based on aggregate country-level datasets
and treated as a single element rather than categorical components in the decision making
process (e.g., Barrios et al., 2012; Basile et al., 2008; Chen and Moore, 2010; Derashid and
Zhang, 2003; Devereux and Griffith, 2002, 2003; Hebous and Johannesen, 2015). This means
that a large proportion of tax strategy research has been undertaken using secondary data, with
the study of tax planning behaviours based on firm-level primary datasets therefore being
under-researched in the literature.! New evidence based on primary firm-level data would
provide valuable insights regarding the relationship of tax strategies with industrial
characteristics of the firms involved. This aligns with the view of Dharmapala (2014: 423),
that a shift from aggregate country-level data to firm-level microdata would greatly enhance
the credibility of more recent estimates of BEPS.

To develop an understanding of the implication of tax strategies, it is important to
examine empirically how tax strategies correlate with the firm and industrial characteristics,
such as sectoral composition and firm size. This is because different elements within business
sectors are subject to different sets of tax treatment. In this paper we divide our sample into
manufacturing and service firms. For example, capital allowances favour the manufacturing
sector over services, as manufacturers generally require much larger investment in fixed assets,
such as plant and equipment, than does the service sector. In comparison, service industries,
such as banking, consulting, hotels, and advertising, might typically require fewer investments
in plant and machinery. As a result, incentives related to capital allowances would be of less
interest to service firms. Similarly, the choice of tax strategies can differ with the size of firms.
Larger corporations, for instance, are reported to have easier access to external finance
(Graham, 2000), thus they are more competent in manipulating the intra-firm debt allocation,
compared with smaller enterprises.

This study therefore employs a primary and unique firm-level dataset, obtained from a
total of 276 UK-based MNEs to investigate how the tax strategies adopted by the sample firms
vary with firm characteristics. The study contributes to the literature in several respects. First,
the findings shed light on the underlying mechanism of tax regimes with reference to the
sectoral composition and firm size of MNEs. Second, the empirical findings extend the
literature by conceptualising the association between tax incentives and the size of UK MNEs,
an area where there is little prior evidence in the literature. Third, the study extends the prior

L An exception is the 2022 study by Dyreng et al., which uses firm level accounting data.
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research of Dharmapala (2014), and Hanlon and Heitzman (2010), which reviewed BEPS and
the strategies apparent in taxation research. However, these studies were unable to examine
empirically the implications of tax strategies and the correlation with firm characteristics.
Finally, the findings provide a useful guide for tax authorities, such as indicating an area of
revenue leakage in relation to specific business attributes, highlighting the need for attention
on particular sectors.

The remainder of the paper is organised as follows. Section 2 reviews the literature on
international tax planning/arbitrage/strategies on size and sectoral decisions in the context of
UK MNEs, and develops the hypotheses for the study. Section 3 presents the research methods,
and Section 4 the empirical results and discussion. Concluding remarks are in the final section.

2. Review of prior literature

The literature on the various aspects of international tax planning/arbitrage/strategies is
extensive. As the international tax arena is one where things change rapidly, much of the earlier
literature (for example, that from the 1980s and 1990s) has been overtaken by more recent
developments and is no longer as relevant as it once was. Moreover, the relevance of issues
for planning purposes is dictated by how any country’s tax system deals with specific issues.
For example, there is a substantial literature on treaty and double taxation reliefs. While this
is obviously highly relevant in terms of international taxation generally, in terms of tax
planning, its relevance is governed by how any country’s national tax system gives relief for
tax paid overseas. The UK, for instance, has a large number of tax treaties in place, but,
regardless, provides relief mechanisms where there is none, so this is not a significant planning
issue for UK MNEs. In general, relevant literature falls into two broad categories, namely: (i)
that examining location (that is, tax jurisdiction) and the legal structure adopted for business,
which is determined by a given jurisdiction’s laws; and (ii) that considering pricing/costing of
transactions, activities and assets (involving transfer pricing, royalties, intangible fixed assets
(IFAs, such as intellectual property (1P)), research and development (R&D), and inter-company
loans) within the framework of tax jurisdictions and the legal form of business. In the case of
(i), the chief underlying problem (from a tax authority standpoint) is that income/profits can
be shifted from one tax jurisdiction to another without moving actual real assets or value-
creating activities. These two broad literature categories are considered below. As noted
earlier, the various mechanisms used to implement tax arbitrage are numerous.

2.1 Location and structure
2.1.1 Location

The fundamental issue surrounding profit/income shifting strategies is location and possible
manipulation thereof. Eicke (2009), for instance, claimed that US MNEs have a taxable
presence in multiple offshore locations, and then utilise sophisticated financial transactions to
minimise their tax burden. An example of such a kind of tax planning is the use of the ‘Double
Irish Dutch Sandwich’ tax structure by which, say, a US high-tech company would hold Irish
and Dutch subsidiaries, and would locate IP so as to relocate profits from high tax locations to
low tax locations.> To achieve this, the US firm would sell its high-tech product, such as

2 Many countries have now questioned these types of arrangements, if not banned them entirely.
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software, to a wholly owned Bermuda-based company (say), which in turn would license it to
its wholly owned Irish subsidiary, and then sell the software to consumers in Europe. The
second Irish company would then be used to send its profits to the first Irish company through
a Dutch company, an intermediary firm, as a means of avoiding paying tax normally due in the
US and also charged on IP in Ireland. The Dutch and Irish subsidiaries would be formed as
intermediate holding companies to obtain benefits conferred by tax treaties, with the purpose
to reduce the taxes of the multinationals at source. Ng (2013: 29) reiterates that the
intermediate holding companies are created with the primary objective of deriving tax benefits.
Thus, the opportunities for profit shifting can shape the location choice for IP, such as patents
and trademarks. Google, for example, reportedly transferred €19.9 billion through a Dutch
shell company, which was then forwarded to an Irish company in Bermuda (Guardian, 2019a).
Companies pay no taxes in Bermuda. Bohm et al. (2015: 5) state that in practice, MNEs can
exploit various organisational structures to achieve relocation of patents to low tax countries.
The empirical evidence concurs that the choice of location for holding IP is a major enabler of
profit shifting (Dharmapala, 2014; Dischinger and Riedel, 2011; Grubert, 2003). It is plausible
to anticipate that large MNEs with IP have incentives to reduce taxable income by creating
intermediate holding firms and so locating the IP in a tax haven, thus rendering them tax free.

Prior studies have confirmed that the level of resource commitment is commonly
different between service and manufacturing firms (Belderbos et al., 2001; Brouthers et al.,
2002). Manufacturing companies generally require much larger investments in fixed assets
than do service sectors, while service industries, such as banking, consulting, and advertising,
typically use fewer natural resources. Noor et al. (2008: 12) found companies that have an
extensive investment in capital assets are prone to low tax rates, which could be because of
their entitlement to large capital allowances to reduce taxable profits. Salaudeen (2017: 83)
also provided evidence on an inverse correlation between capital intensiveness and effective
tax rate. Capital-intensive manufacturers are more responsive to change in corporation tax
rates (Lawless et al., 2014), as opposed to the service sector, owing to the proportional
investment in capital assets. Grubert (2003) ascertains that R&D-intensive firms are sensitive
to local tax rates with respect to the US manufacturing MNEs. The result was reinforced by
Desai et al. (2006), who suggest that intense R&D activities lead to operations in tax havens.®
Substantive evidence demonstrates that transfer pricing (see later) is exploited by R&D-
intensive firms to shift income to low tax countries (Dyreng and Lindsey, 2009; Heckemeyer
and Overesch 2017; Klassen and Laplante, 2012). It is feasible to suggest that the UK MNEs
engaged in manufacturing business are incentivised to manipulate their choice of business
locations to lessen their tax bills. This gives rise to our first set of hypotheses:

Hla: Manipulation of locations will be more important to MNEs in the manufacturing
sector than in the service sector.

H1b: Manipulation of locations will be more important for larger MNEs than for
smaller MNEs.

2.1.2 Legal form

When an MNE sets up overseas operations (foreign direct investment (FDI)), an important
strategic decision is to consider the legal form of any entity located in the chosen foreign

3 A tax haven may be defined as a jurisdiction where taxes are levied a very low rate, or are not imposed at all, on
income or profits.
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market. An MNE may establish a branch or division, which are not separate legal entities, or
it might seek to establish a subsidiary company (where it owns all, or a controlling proportion
of, the share capital), or it might seek to form a partnership (joint venture (JV)) with another
entity (see Harzing, 2002). As noted above, group structures can become complex, if they are
spread across multiple jurisdictions, and involve, say, intermediate holding companies or
companies set up to perform specific roles (for example, hold IP or other IFAs). Hong et al.
(2018: 24) found empirical evidence of tax effects on the legal structure of FDI as the choice
of form in the host country results in different tax liabilities for the UK parent firm. Plesko and
Toder (2013: 861) likewise report that the tax system often influences the choice of
organisational forms and business operations. Huizinga and Voget (2009: 1244) argue that
international double taxation can affect the parent-subsidiary structure of MNEs created by
cross-border mergers and acquisitions. In light of the finding from Desai et al. (2004a), MNEs
trying to benefit from worldwide tax planning are more willing to establish their affiliates as
wholly owned subsidiaries (WOS). This might be because the subsidiary will be taxed as a
separate entity. In the case of UK-owned overseas subsidiaries, dividends flowing from the
subsidiary to the UK parent are not taxable, though other income received in the UK from the
subsidiary may be. Conversely, organising units as branches will result in the inclusion of all
branch income in the worldwide income of the UK parent firm as a branch is merely an
extension of the parent.

Previous research has shown that the ability to manipulate transfer prices (see later) is
closely related to the ownership structure and intensity of R&D (Azémar and Corcos, 2009;
Desai et al., 2004b; Grubert, 2003). For example, Azémar and Corcos (2009: 1315) suggest
that R&D-intensive parent firms investing in wholly owned subsidiaries have a greater ability
to manipulate transfer prices (see also Desali et al., 2004a; Cristea and Nguyen, 2016). Bernard
et al. (2006) show that tax rate differentials across countries can affect the gap between arm’s
length and related party prices on differentiated goods. Further, the level of control and power
of influence from the headquarters can differ between the legal forms and ownership structures.
Where manufacturing takes places that involves cross-border movement of products with no
intermediate market (for example, unique automotive parts made for vehicles assemble in
another jurisdiction), it is plausible that UK manufacturers, as opposed to service providers,
have more incentives to benefit from the choice of legal and ownership forms, with a view to
reducing their tax bills.

Few studies in the literature have addressed the association between the choice of
organisational structures and firm size. Large MNEs are more likely to utilise organisational
structures to reduce their overall tax liabilities. This might be a result of the business activities
in which the large MNEs are involved, such as cross-border investment, capital and innovation
expenses, and ownership of IP, which may incentivise the large entities to exploit the legal and
ownership forms in an overseas territory, with the purpose of managing the tax payable at the
group level. Several media sources (BBC News, 2016; Financial Times, 2013; Guardian,
2019b) reported that a number of well-known multinationals, wealthy individuals, and small
companies established wholly owned subsidiaries or offshore shell companies, in an attempt to
lessen their tax payments. Crawford and Freedman’s study (2010: 1074) is one of the few prior
studies that has examined the reasons for the taxation system to favour small entities, arguing
that small businesses are important to the economy in terms of creating wealth, stimulating
competition, and also creating jobs, and that this in itself justifies tax favourable provisions. It
is therefore arguable that a favourable tax system will incentivise smaller MNEs to exploit the
tax benefits that might accrue from the use of different legal and ownership forms in terms of
tax planning. For example, a JV might offer such opportunities. In international alliances,
equity JVs have been used as part of strategies to share technology and transfer knowledge
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between partners (see Sampson, 2007: 382), and from a financial perspective may be relatively
inexpensive to establish (Stevenson et al., 1994). In the case of joint ownership of small
companies, owner-managers can take advantage of tax saving by deciding whether to take
income in the form of wages or salary, or in the form of distributed profits (Adam et al., 2017,
Mirrlees et al., 2011). Smaller MNEs may thus be able to manipulate this ownership form to
reduce their tax obligation. It is sensible to infer that small MNEs have more incentives to
exploit the choice of legal and ownership forms in foreign territories, as opposed to medium
and large sized MNEs, with the intention of minimising the global tax burden. This leads to
the following hypotheses:

H2a: Choice of legal structure will be more important for MNEs in the manufacturing
sector than in the service sector.

H2b: Choice of legal structure will be more important for smaller MNEs than for larger
MNEs.

2.2 Pricing/costing of transactions, activities and assets
2.2.1 Transfer pricing

As part of the BEPS strategies, the OECD (2013) confirmed that transfer pricing and debt
shifting have been utilised as the two main strategies for shifting income/profit from high tax
to low/zero tax countries. The reasons that this may be done are various, such as to ‘engineer’
a loss in a particular one jurisdiction, where that may be used to reduce or eliminate other
profits (see Gramlich et al., 2004; Onji and Vera, 2010). A transfer price is an internal value
placed on the transfer of goods, technology, raw materials or services between related entities
within a corporate group (Yancey and Cravens, 1998: 266), for which there is no external
market from which an independent, provable price can be obtained. Many studies have
investigated the degree to which national tax rate differentials have led to transfer pricing
manipulation (Flaaen, 2017; Gupta and Mills, 2002; Hines, 2005; Liu et al., 2017). To
minimise the transfer pricing manipulation where the transactions at issue are not mediated by
an open market price, the OECD (2017) requires that all transactions must be valued using a
proxy for an arm’s length price, thus the opportunities for tax strategy and planning associated
with transfer pricing have been considerably minimised.

Recently, transfer pricing manipulation, however, has been reported as associated with
R&D and intangible assets (Heckemeyer and Overesch, 2017; Hopland et al., 2018; Klassen et
al., 2017; Liu et al., 2017). Consistent evidence is reported on transfer pricing having taken
place in the form of royalty and licensing payments on IP held abroad (Béhm et al., 2015;
Dischinger and Riedel, 2011; Griffith et al., 2014; Hopland et al., 2018; Karkinsky and Riedel,
2012). For example, Starbucks was reported as paying little tax in the UK owing to pre-tax
losses resulting from its treatment of royalty payments for the use of IP. The loss was made
through the transfer price placed on its brand and business processes, and also the royalties on
IP paid to Starbucks Europe, Middle Eastern and Asian Business (EMEA) from 38 countries
across the world (Guardian 2019b). Brajcich et al. (2016: 9) have also reported that IP shifting
is an international resource-shifting strategy in the pharmaceutical industry. The intangible
nature of R&D and the licensing of IP has made the assessment of the arm’s length price even
more difficult compared with tangible products, owing to a greater degree of uncertainty and
their more nebulous character (see Grubert, 2003: 226; Liu et al., 2017). Bernard et al. (2006)
stress that their sample of US-based MNEs set an above-market transfer price on differentiated
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products that were transferred to the international affiliates, while the difference between arm’s
length and related party prices is reported as smaller for undifferentiated commodity products.
Given that R&D investment increases with the degree of product differentiation (Lin and Saggi,
2002), and also underlies technological development for creation of intangibles, it is arguable
that R&D are particularly important to the manufacturing sector (Becker and Dietz, 2004;
Sharma, 2003). This leads to the expectation that the manufacturing businesses would gain
greater benefits from manipulation of their transfer pricing strategy rather than service
providers.

Small and medium sized enterprises (SMEs) are largely exempt from transfer pricing
legislation in the UK,* hence smaller MNEs may be incentivised to manipulate transfer pricing
to shift profits out of the countries where they operate and into tax havens by charging an
artificially high price on the goods and services transferred between related parties.
Comparatively, large corporations face the transfer pricing compliance regulation (OECD
2017), and requirements of publishing tax strategies for each financial year (HMRC 2016b).
Richardson et al. (2013) declared that company size has a positive effect on the application of
transfer pricing, because large companies tend to use transfer pricing for tax reduction.
Consistently, Nazihah et al. (2019: 14) reported that firm size has a significant positive effect
on transfer pricing in manufacturing companies. Griliches (1990) suggests that large firms
with strong financial resources have the incentive to exploit the transfer pricing of R&D
intangible assets. Liu et al. (2017: 18) suggest that R&D intensity may be highly associated
with firm size as large corporations are more likely to invest in R&D. Hall (2002: 36) notes
that undertaking R&D is generally expensive and subject to a high level of uncertainty. Where
such investment is internally financed by large MNEs (Hall and Lerner, 2010), then there is an
incentive to take advantage of the transfer pricing of intangible assets, such as IP, patents, and
trademarks, with the objective of shifting profits to affiliates/subsidiaries in low tax countries
to minimise tax liabilities. It is conceivable to expect that large MNES are more likely to make
use of the transfer pricing strategy, in order to lessen their tax burden and often to a considerable
extent (see also Dharmapala, 2014), rather than smaller MNEs. This gives rise to our third set
of hypotheses:

H3a: Transfer pricing strategy will be more important for MNEs in the manufacturing
sector than in the service sector.

H3b: Transfer pricing strategy will be more important for larger MNEs than for smaller
MNEs.

2.2.2 Royalties and licensing

Transfer pricing manipulation uses product/service pricing as a particular means of locating
income or profits in one tax jurisdiction as opposed to another. It was noted above that R&D
activities are open to exploitation by means of transfer pricing,® but a significant amount of
income can also be shifted in respect of R&D, by manipulation of intra-firm royalty and licence
fee payments for the use of IP (Griffith et al., 2014; Hebous and Johannesen, 2015; Karkinsky
and Riedel, 2012;). Grubert (2003) ascertains that R&D intensive firms are sensitive to local

4 See the International Tax Manual at https://www.gov.uk/hmrc-internal-manuals/international-
manual/intm412070 (HMRC, 2016a).

5 One might argue that many income/profit shifting devices are simply a variation of the basic principle underlying
transfer pricing.
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tax rates with respect to the US manufacturing MNEs. According to Dharmapala (2014: 437),
it may be easier to transfer intangible assets, such as patents and licensing agreements, to a
foreign low tax affiliate providing an incentive for large entities to exploit tax-motivated
income shifting. With reference to their strong financial capacity and easier access to
resources, large companies are reported to have a greater likelihood of investing in R&D (Liu
et al., 2017), leading to creation of intangible assets. This is because obtaining a patent,
registering a trademark, and maintaining those protections can be extremely costly. For
example, costs associated with IP inventions comprise of labour, materials and equipment,
R&D, testing and trials, and the regulatory approval and certification (Gov.UK, 2022), while
costs associated with protecting the IP rights include solicitors’ fees, filing fees, settlement
fees, and registration fees. Consistent with prior studies of the large costs of capital and high
degree of uncertainty associated with R&D investment (Hall, 2002), the size of large entities
and their financial options can enable them to fund the costs of investment, and also manage
the risks associated with IP assets. It is credible to argue that large MNEs are inclined to exploit
royalty and licensing, as a means to reduce their tax liabilities.

Another ‘charge’ for the use of resources, akin to royalties or licencing, might appear in
the form of ‘management charges’. Often staff in one location, typically a head office, will
provide services to subsidiaries, perhaps in terms of oversight of projects or human resources,
so a cost for their time or the service provided is charged to the subsidiary. It is often very
difficult to ascertain the value of such time or services. Hopland et al. (2018: 164) found that
MNEs can adjust income shifting via transfer pricing, particularly related to user fees and
intangible assets when an affiliate incurs a loss. This leads to our fourth set of hypotheses:

H4a: Royalty/licensing manipulation will be more important for MNEs in the
manufacturing sector than in the service sector.

H4b: Royalty/licensing manipulation will be more important for larger MNEs than for
smaller MNEs.

2.2.3 Inter-company loans and financing

Manipulation of inter-company debt is often considered to be a major device for income
shifting, as interest is deductible for corporate tax purposes (Graham, 2000; Hanlon and
Heitzman, 2010; Huizinga et al., 2008). Desai et al. (2004b) and Huizinga et al. (2008),
however, dispute the use of the financial structure (debt or equity finance) by MNEs to exploit
the national tax rate differentials. Mgen et al. (2011) stressed that MNEs can exploit the tax
advantage of debt more aggressively than national firms because they can shift debt from
affiliates in low tax countries to affiliates in high tax countries. MNEs are predicted to balance
external debts across affiliates by considering the tax rates in all the countries where they are
present. If large debts are raised from subsidiaries in high tax countries, it can lead more profits
being made by these affiliates located in the high tax countries. To mitigate the risk of
bankruptcy due to large borrowing, MNEs will lower the use of debt in all other countries.
This way, MNEs can manipulate the debt tax shield whilst holding the overall insolvency risk
in check (Mgen et al., 2011). Egger et al. (2010) also report evidence of a higher debt-to-asset
ratio from the use of internal debt in MNEs than in non-MNE firms, and that the difference is
larger in high tax countries. Similarly, Buettner et al. (2012) confirmed the impact of tax rates
on the use of inter-affiliate debt. Heckemeyer and Overesch (2017: 967) further provided
consistent evidence on the use of both internal and external debt to lower the corporate tax
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burden of MNEs. However, the extent to which firms use interest to reduce taxable corporate
profits is now restricted by ‘thin capitalisation’ rules.

According to Hanlon and Heitzman (2010: 152), firms with high depreciation costs and
investment tax credits are likely to have more assets in place, and hence are more likely to
finance with debt. For example, mining businesses are reported for the use of debt financing
(OECD, 2018a). The argument implies that manufacturers which have a large proportion of
tangible assets, inventories, and capital-intensive investment are more likely to finance with
debt. Firms with valuable assets can often borrow on relatively favourable terms, such as at
low costs (Graham 2000: 1911). It is plausible to argue that the manufacturing sector is more
likely to correlate with the intra-firm debt allocation instead of the service sector.

Few prior studies have examined the relationship between the firm size and debt
shifting. Graham (2000: 1932) notes that large firms tend to use debt conservatively. Because
large corporations are more diversified, their size allows them to survive difficulties (Graham
2000: 1911). Gordon and Lee (2000: 198) emphasise that financial options available to a small
local auto dealership, for example, may differ substantially from those available to large auto
manufacturing firms, in that small firms may have limited access to external finance compared
with large entities. According to OECD (2018a: 10), large and diversified miners usually have
better access to a range of loan sources relative to small and medium sized firms, and usually
borrow on relatively better terms due to their better credit rating. Large firms are known for
easier access to credit as they tend to be more diversified and less prone to bankruptcy (Rajan
and Zingales, 1995). Owing to the difference in tax rates or the differentials in currency rates
across different nations, large corporations are enabled to take advantage of shifting debt
internationally to benefit from the deduction of tax savings. It is reasonable to expect that the
large-sized UK MNEs will exploit the benefits from the intra-firm debt allocation to lower their
tax payments. This gives rise to our fifth set of hypotheses:

H5a: Intra-firm debt allocation will be more important for MNEs in the manufacturing
sector, than in the service sector.

H5b: Intra-firm debt allocation will be more important for larger MNEs than for
smaller MNEs.

3. Research methods
3.1 Sample and data collection

The sampling frame for UK MNEs® was drawn from the company database (www.data.gov.uk)
published by Companies House, which contains basic company data of live companies on the
register in 2018. The Hemscott Company Guru database was also used to search for detailed
information on directors, organisational management, and the activity status of firms. With
reference to OECD (2018b), small and medium sized MNEs are classified as those with 10 to
249 employees, and large MNEs are categorised as more than 250 employees, hence, micro
enterprises with fewer than 10 employees were excluded from this study.” This was not viewed
as a serious threat to the study as it would filter out very small businesses which may not be
engaged in FDI. Through a random sampling selection procedure, a total of 2,273 firms was

8 For the purpose of this research, we define a UK MNE as a company that has one or more overseas activities.

" In terms of tax, it is not the number of employees which matters, but the amount of taxable profits and/or the
fixed asset base. However, in this case, employee numbers have been used as a (more easily obtainable) proxy
for firm size.
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generated and constituted the sampling frame for this study. After initial contact with a request
to participate in the survey, 778 firms declined to participate. A total of 1,495 online
questionnaires was distributed between 2018 and 2019 to the UK MNEs, along with a covering
letter requesting that the questionnaire be completed by either the finance manager, tax adviser
or company accountant. Several rounds of reminders were sent to non-respondents to
encourage participation. Out of the total of 1,495 questionnaires distributed, 276 usable replies
were obtained, an effective response rate of 18.5 per cent. Considering the well-documented
difficulties of obtaining questionnaire responses from executives (Harzing, 1997),
organisations are particularly reluctant to cooperate where the topic of the research is relatively
sensitive, such as taxation (Saunders et al., 2019), and the generally decreasing rate of response
from executives (Cycyota and Harrison, 2006), the study’s response rate can be considered as
satisfactory, given the topic of the questionnaire and the type of potential respondent. Some
published studies have reported lower response rates than that reported in this study. For
example, studies by Antoncic and Antoncic (2011), and Lepak et al., (2003) were successful
in obtaining only 6.5 per cent response rates. The characteristics of the respondent firms are
summarised in Table 1.

Table 1: Characteristics of the sample

Industry sectors Total %
Manufacturing sector
Food, beverage and tobacco 15 5.4
Metal and minerals 11 4.0
Energy 23 8.3
Construction 9 3.2
Chemicals 2 0.7
Pharmaceuticals 5 1.8
Computers 13 4.7
Telecommunications 4 14
Other electrical 9 2.4
Automobiles 4 1.4
Aerospace 4 14
Other manufacturing 41 14.8
133 48.0
Service sector
Transportation and storage 17 6.1
Distribution and wholesale 7 2.5
Financial services 28 10.1
Administrative and support services 11 4.0
Computer and technical services 13 4.7
Information and communication 22 7.9
Leisure and entertainment 4 1.4
Legal and professional services 17 6.1
Other services 25 9.0
143 51.6
Grand total 276 100
Size of the MNEs (number of employees)
10 -49 33 12.0
50 - 249 46 16.7
>250 197 71.3
Grand total 276 100
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The distribution of the sample of UK MNEs by industry type can be categorised into
two sub-groups, according to the business sectors where the MNEs operate, namely,
manufacturing and services sectors. The size of parent firm is classified by reference to the
number of employees in the company. As noted, according to OECD (2018b), small
enterprises are classified as 10 to 49 employees, whereas medium sized enterprises are defined
as 50 to 249 employees, and large sized firms employ 250 or more people.

3.2 Variables for analysis

For analysis purposes, the sample characteristics of industry sector and size are represented as
categorical independent variables, and dummy variables (0/1). A value of ‘1’ was assigned for
UK MNEs engaged in the service sector, while ‘0’ was assigned for MNEs engaged in the
manufacturing sector. To compare the behaviour of the three different firm sizes on
international tax strategies, two dummy variables were used. We used the largest category
(large firms) as the base, and set up dummies to represent small and medium sized. The
international tax strategies, as dependent variables, were measured in terms of five components
of tax planning strategy (Eicke 2009; Hanlon and Heizman 2010). Tax strategy-specific
questions were posed to respondents in a way to measure the relative importance of tax
planning behaviours in reference to FDI. Participants were asked the question ‘How important
are the following strategies in seeking to minimise the tax payment as a result of the FDI?’.
Responses were assessed by using a five-point Likert scale (where 1 = ‘of no importance’, and
5 = ‘of great importance’).

3.3 Model specification

The hypotheses were examined by evaluating the relationship between the components of
international tax strategy and the sample characteristics in terms of the industry type and firm
size of UK MNEs. Using linear regressions can test the theoretical arguments, as identified in
the review of prior literature (section two), that tax strategy will vary with sectoral of operation
and firm size.

The multiple regression testing model applied for this study can be expressed as
following.

Where Yi is the one of the dependent variables representing each component of
international tax strategy, SEC; is a dummy variable set to 1 when the firm is in a service sector,
and SI1Z1; is adummy variable indicating that the firm is small, and S1Z2; is a dummy variable
indicating that the firm is medium sized.

4. Findings and Discussion
4.1 Tax strategies and industry sector of MNESs

The hypotheses were tested by conducting multiple regressions on the relationships between
tax strategies and the industry sector and size of the FDI, using the regression described in
section 3.3 above. The descriptive statistics and correlation matrices of the variables employed
in analyses are illustrated in Table 2. The findings extend the literature by examining the
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association between the components of tax planning behaviours and industry characteristics.
The statistical results indicate that the relative importance of international tax strategies varies
with the industry sector in which UK MNEs operate. The coefficients of regressions show an
effect significant at 1% level for manipulation of locations, transfer pricing strategies, and
royalty and licensing manipulation. Choice of legal forms and inter-company loans and
financing are not found statistically significantly associated with the sectoral composition of
UK entities.

Table 2: Descriptive statistics and correlation of tax strategies within UK MNEs

Variables Mean | SD 1 2 3 4 5 6 7 8
Transfer 3.11 1.30 |1.00
pricing
strategy
Choice of 2.84 1.23 | 0.28 |1.00
legal forms **
Manipulation | 2.26 1.19 | 015 |0.16 | 1.00
of locations * *
Inter-company | 2.02 1.27 | 0.07 |0.02 |0.16 |1.00
loans and *
financing
Royalty and 1.56 1.34 | -0.06 |-0.20 | 0.35 |0.40 | 1.00
licensing ** **
Sector of the 0.52 050 |- -0.05 [ 0.17 | 0.04 |-0.04 | 1.00
MNEs 0.13 foled
*

Size 1 of the 0.12 0.33 | 0.09 [0.20 |[0.05 |0.14 |- -0.19 | 1.00
MNEs *x * 0.18

**
Size 2 of the 0.17 0.37 |0.14 |0.03 |-0.11 |-0.08 |- -0.17 | -0.08 | 1.00
MNEs * 0.17

**

Notes:
N = 276; SD = standard deviation
*p < 0.05; **p < 0.01 (two-tailed)
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Table 3: Multiple regressions of tax strategies for the industry sector and size of the MNEs

Location and structure

Pricing/costing of transactions, activities and assets

Variables Manipulation of Choice of legal forms Transfer pricing | Royalty and licensing | Inter-company loans
locations strategy manipulation and financing

Co-efficient (t-value) Co-efficient (t-value) Co-efficient (t-value) | Co-efficient (t-value) Co-efficient (t-value)

Intercept 2.09 (17.074) *** 2.791 (24.101) *** 3.191(26.283) *** 1.317 (5.772) *** 2.278 (19.803) ***

MNE is in a service 0.39 (2.545) *** -0.096 (-0.662) -0.411 (-2.702) *** 0.889 (3.104) *** -0.196 (-1.362)

sector

Size of the MNEs:

Small MNE 0.126 (0.527) 0.74 (3.250) *** 0.415 (1.750) * -0.916 (-2.050) ** -0.723 (-3.217) ***

Medium MNE -0.28 (-1.341) 0.157 (0.791) 0.423(2.043) ** -0.653 (-1.676) -0.672 (-3.423) ***

R square 0.032 0.024 0.050 0.189 0.069

Adjusted R? 0.023 0.017 0.040 0.155 0.059

F value 3.793** 3.321** 4.818*** 5.524*** 6.720***

p value 0.02 0.03 0.003 0.002 0.000

N 276

Note:

*p <0.1; **p < 0.05; *** p < 0.01 (two-tailed)
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Manipulation of locations (8 = 0.39, t =2.545, p < 0.01) has a positive and significant
coefficient for this tax strategy, suggesting the use of location strategy is more important for
service companies, than for manufacturing companies to reduce the tax payable at the group
level. The result is at odds with the expectation in Hla. The empirical result implies that
service MNEs have played an active role in exploiting investment locations to benefit from the
differences in tax policies and schemes across countries, such as BEPS mechanisms, in order
to minimise the multinational’s tax liabilities. The finding also provides empirical evidence to
support the anecdotal evidence about devices such as the ‘Double Irish Dutch Sandwich’
structure profits to be manipulated by service MNEs, such as Amazon, Facebook, Google, and
Starbucks. It may be because the large US hi-tech and life sciences firms were under the
spotlight for the BEPS issues, thus service MNES have been neglected by the authorities in
terms of continuing to exploit gaps and mismatches in tax rules artificially to shift profits to
low or no-tax locations. This is perhaps due to the intangible nature of services offered by the
MNEs, which incentivised the entities to erode the tax bases through deductible payments, such
as interest and royalties, to shift profits to low-tax jurisdictions. Intuitively, the difference in
tax treatments across countries are more attractive to the service sector, as it suits the intangible
nature of transactions undertaken by the service providers. This view resonates with the finding
of Dischinger and Riedel (2011), which suggests that MNEs with patent holding are attracted
to locations with low tax rates to save on their tax bills.

The empirical results show no support for H2a, as the coefficient on choice of legal
forms (8 =-0.096, t =-0.662, p > 0.1) is not statistically significant, which suggests that choice
of legal structures does not vary with this tax incentive. Lack of support for H2a is a puzzle
because it is against the logic of the proposed theoretical framework and prior empirical
evidence. With reference to the mean scores (X = 2.84), as shown in Table 2, being greater
than the median point (2.5) on the scale, it indicates that legal form is one of the highest ranked
tax components, compared with other tax planning strategies. This could be interpreted that
the choice of legal structure has been utilised widely in the business context, regardless of the
industrial sectors where MNES are specialised, hence it does not vary with the specific business
sector. Consistent with prior studies of legal structures being associated with the manipulation
of transfer pricing (Azémar and Corcos, 2009; Desai et al., 2004b; Grubert, 2003), there is
increasing evidence on shifting of profits and intangible assets in service categories, such as
allocation of patents (Dieschinger and Riedel, 2011; Karkinsky and Riedel, 2012), the flows of
royalties and licensing payments (Heckemeyer and Overesch, 2017), and management or
service charges (Hebous and Johannesen, 2015). This means that UK service providers may
actively participate in exploiting the organisational structure, as a vehicle, in order to lessen the
tax burden of UK MNEs. The finding suggests that choice of legal forms could be attractive
to both manufacturing and service MNEs as the use of legal forms to lessen the tax payable is
considered as an important tax planning strategy for UK MNEs. This finding reinforced the
view of Bohm et al. (2015), that in practice, MNEs can capitalise on various organisational
structures to achieve relocation of patents to low tax countries.

Consistent with the expectation, H3a is supported by the empirical result with a negative
and significant coefficient on transfer pricing strategy (8 = -0.411, t=-2.702, p < 0.01),
suggesting that transfer pricing is more attractive to the manufacturing sector rather than
service firms. This study provides empirical evidence to confirm the association between
strategic transfer pricing and the manufacturing business, which supports the findings of prior
studies of transfer pricing on the intangible products in manufacturing (Brajcich et al., 2016;
Dischinger and Riedel, 2011; Grubert, 2003; Hopland et al., 2018). The finding implies that
UK manufacturers are incentivised to capitalise on transfer pricing, with a view to reducing
their tax expenses. A possible explanation is that manufacturers which have made substantial
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investments in property, plant and equipment, and in R&D are inclined to leverage cross-border
tax arbitrage by exploiting the differences in tax policies and regimes across different tax
jurisdictions. Intuitively, the differentials in tax treatment on capital income taxation, such as
interest income and capital gains/losses being taxed differently across countries are more
appealing to the manufacturing industry, as opposed to service sector. This might be due to
the nature of business undertaken by the manufacturing firms, such as capital-intensive
investments and creation of intangibles from R&D. The intangible nature of R&D and IP
licensing have imposed a degree of uncertainty on the arm’s length price, compared with
tangible assets (Grubert, 2003), which provide fertile ground for UK manufacturers to
minimise their effective global tax burden. This argument aligns with the view of Liu et al.
(2017), that there is a scope for MNEs to benefit from the manipulation of transfer pricing, in
spite of enhanced measures on the arm’s length principles.

The empirical result shows that royalty and licensing manipulation (8 = 0.889, t=-
3.104, p < 0.01) has a positive and significant coefficient, which indicates that this tax strategy
is particularly important for the service sector, as opposed to manufacturing sector. The finding
is at odds with the expectation in H4a. The result implies that service MNEs have actively
engaged in manipulation of royalties and licensing, with a review to reducing their taxable
income. This could be interpreted intuitively, namely that given the intangible nature of the
service business, service MNEs hold an advantageous position for capitalising on royalties and
licensing, as means to reduce the firm’s global tax bills. Service firms, by nature, provide
highly specialised products and services, for example, banking and insurance services in the
financial sector, and transport and information in the service sector. When the parent firms
‘charge’ royalties on IP and license fees from affiliates, the charges are often recognised in the
form of management, administration, or advertising fees (Hebous and Johannesen, 2015). The
value of the transactions, however, is generally difficult to determine as there is no comparable
transaction available for such services. In the view of Hebous and Johannesen (2015: 2),
service industries are exposed to institutional features, such as low tax rates, secrecy, and low
regulatory standards. While the US tech giants having reported to leverage their tax relief on
the IP intangibles in tax havens, service MNESs are empowered by the nature of the business to
continue taking advantage of manipulating royalties and licensing, in an effort to reduce their
taxable income. This result provided empirical evidence to resonate the report on royalty and
licensing manipulation surrounding Amazon, Facebook, Google, and Starbucks.

No support is found for the industry categories being associated with inter-company
loans and financing (8 =-0.196, t = -1.362, p > 0.1). The result differs from the expectation
in H5a, and the empirical result runs against the logic of prior empirical evidence. A possible
explanation on this is that inter-company loans and financing have been used in a wide range
of context for both manufacturing and service sectors, hence it does not vary with particular
industry. This argument is corroborated by the view of Heckemeyer and Overesch (2017), that
debt shifting has been reported as dominant channel to shift profits across affiliates. This is
because interest expenses are tax deductible, which can incentivise the arrangement of financial
structures to re-allocate corporate income to a lower tax jurisdiction. On the other hand, with
reference to the mean scores (X= 2.02) being lower than the median point (2.5) on the scale, as
presented in Table 2, this suggests that this tax incentive is relatively less important to the UK
MNEs, compared with transfer pricing, legal forms, and location choice. This finding could
be due to the proposed countermeasure from the tax authority, which has reduced the
importance of debt financing for the reduction of corporate tax burden for MNEs. For example,
the BEPS Action Plan 4 introduced a limitation on interest deduction to 10% to 30% of an
entity’s earnings before taxes (OECD, 2015). Thus, the UK companies have been subsequently
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constrained from making use of intra-firm debt allocation to relocate debts to high tax
countries, as a means to lessen the tax burden of the MNEs.

4.2 Tax strategies and firm size of UK MNESs

Table 3 shows no support for H1b, as the coefficients of regression on manipulation of
locations (Small MNE, g = 0.126, t = 0.527, p > 0.1; Medium MNE, f =-0.28, t = -1.341,
p > 0.1) were not statistically significant. The empirical result suggests that this tax incentive
does not vary with the different sizes of UK MNEs, which is at odds with the expectation in
H1b. The finding contradicts the argument from Dharmapala (2014: 445) that the fixed costs
incurred in large firms lead them to be highly responsive to tax differentials across countries.
The mean score of the location strategy (X = 2.26), as shown in Table 2, indicates that the tax
planning component is ranked as the third highest importance in the list of tax strategies. It is
sensible to infer that all UK MNEs are incentivised to reduce taxable income by manipulating
investment locations, regardless of the company size. For example, a MNE may choose to
locate operations in tax haven country, with the intention of shifting profits from high tax
locations to low tax locations, such as the ‘Double Irish Dutch Sandwich’ tax structure, to lower
the firm’s tax liabilities. Thus, any entities that are engaged in cross-border businesses may be
stimulated to explore tax reliefs through the location choice. It is important to note that, owing
to their size and special tax provisions, small MNEs generally attract less attention and criticism
from the public media. There is a strong assumption in government and business communities
that small businesses should be provided with tax incentives and reliefs (Crawford and
Freedman, 2010). Hence, small firms have greater flexibility to exploit investment locations,
whilst large multinationals are facing the enhanced measures from the national and
international tax authorities, such as the BEPS Action Plan from the OECD/G20 and the UK
Finance Act 2016. In essence, the finding suggests that all sized MNEs are driven to minimise
the tax payable by locating operations in low tax countries, if the choice of decisions is
available.

In reference to the choice of legal forms (Small MNE, g = 0.74, t = 3.250, p < 0.01;
Medium MNE, g =-0.197, t =-0.910, p > 0.1), Table 3 shows a strong support for H2b, with
a positive and significant coefficient for the small MNEs. The finding suggests that the choice
of legal forms is more important for small entities than for medium and large enterprises, with
respect to alleviating the level of tax payments. It provides evidence to argue that small MNEs
have a greater motive to exploit the different forms of organisational structure, in comparison
with larger companies. This can be explained on the grounds that small firms hold an
advantageous position to take a strategic approach towards the choice of legal and ownership
forms for the consequent tax implications, given that the tax system favours small enterprises
(Crawford and Feedman, 2010). This view is resonated with Mirrlees et al. (2011: 456), who
claimed that significant tax advantages for small businesses remain within the UK tax system.
It is reasonable to argue that the current taxation system stimulates small MNEs to exploit legal
and ownership forms, in the interest of improving their tax position. For example, small MNEs
holding a subsidiary in tax havens may not only be able to benefit from the low tax rates and
profit shifting, but also take advantage of arranging the dividend and remuneration payments
in the most tax-efficient way, leading to a substantial tax saving for the owner-managers and
partners of small companies (Adam et al., 2017; Mirrlees et al., 2011). Conversely, large
MNEs have been under scrutiny, following the prominent reports in the media of a number of
large sized enterprises which were paying little corporate income tax in countries where they
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were deriving significant sales revenue.® The BEPS Action Plan 3 was subsequently developed
to counter offshore corporate structures, so as to prevent harmful tax practices (OECD, 2015).

Surprisingly, transfer pricing strategy (Small MNE, g = 0.415, t = 1.750, p < 0.1;
Medium MNE, g = 0.423, t = 2.043, p < 0.05) was found not to offer any support for H3b, as
the positive coefficients of regressions show statistically significant for small and medium
enterprises. The finding suggests that transfer pricing strategy, as a means of tax reduction, is
more important to SMEs, which is at odds with our expectation. Our result contradicts that of
Nazihah et al. (2019) and Richardson et al. (2013), who advocate that large firms tend to use
transfer pricing in this way. Intuitively, this is perhaps because small and medium sized
enterprises have been largely exempted from the transfer pricing legislation in the UK (HMRC,
2016a). Hence, SMEs may be empowered to exploit the transfer pricing of R&D intangibles,
such as IP, patents, and trademarks, with the intention to lessen the tax burden at the group
level. By contrast, large enterprises are required to comply with the arm’s length principle for
pricing intra-firm transactions under the OECD transfer pricing guidelines (OECD, 2017).
SMEs are therefore incentivised to explore the loophole existing in the current UK tax system,
and thus leverage the transfer pricing strategy by shifting profits out of high tax countries to
low tax countries, in order to reduce the overall level of tax payable. The finding indirectly
provides evidence on the effects of BEPS Action Plan 8 (OECD, 2015) — an increasing measure
proposed to the arm’s length standards in cases involving intangible assets — implying that the
opportunities of capitalising on transfer pricing has been mitigated within larger MNEs. It
sheds light, however, on the issue of transfer pricing having been manipulated by SMEs in the
UK, calling for attention from the tax authority to tighten the rules and regulations to negate
the effects of transfer pricing for SMEs.

In prospect of royalty and licensing (Small MNE, g = -0.916, t = -2.050, p < 0.05;
Medium MNE, g =-0.653, t =-1.676, p > 0.1), Table 3 shows that the coefficient of regression
on this tax strategy is negative and significant for small MNEs. The finding implies that as
royalty and licensing manipulation increases, large MNEs will be more in favour of this tax
incentive over SMEs, which provides strong support for H4b. The finding can be considered
with respect to the association of royalties and licensing with IP assets undertaken by large
corporations, such as patents and trademarks. To protect IP inventions, however, firms must
pay tens of thousands of dollars to obtain or maintain licensed patents or other IP rights. Also,
patent holders are responsible for maintaining patents, and paying the appropriate periodic
government renewal fees (Gov.UK, 2022). Therefore, large companies with strong financial
capacity and easier access to resources can afford to fund the investments and expenditures on
IP inventions and protection. This argument corroborates the view of Liu et al. (2017),
suggesting that large companies have a greater likelihood of investing in R&D. The finding
implies that large MNEs with IP assets have more incentives to leverage the tax credit granted
by the intangible assets, in order to lower the overall tax bills. Transfer pricing and profit
shifting have been reported as devices to implement the royalty and licensing manipulation to
mitigate tax payable (Brajcich et al., 2016; Hebous and Johannesen, 2015; Heckemeyer and
Overesch, 2017; Hopland et al., 2018; Klassen et al., 2017; Liu et al. 2017). Thus, the result
provides empirical evidence to acknowledge that the use of such tax vehicle is more important
to larger UK MNEs than to smaller entities.

The negative and significant coefficients for inter-company loans and financing (Small
MNE, g =-0.723, t =-3.217, p <0.01; Medium MNE, g =-0.672, t =-3.423, p <0.01) indicate
a strong support for H5b. The result suggests that while the use of inter-company loans and

8 Although a caveat must be entered that thigh value sales do not automatically generate high profits.
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financing increased, large sized UK MNEs are more likely to respond to this tax motive,
compared with small and medium sized MNEs. The empirical finding provides primary
evidence on the correlation of tax-motivated debt shifting with large MNEs, suggesting the
prevalence of debt-based profit-shifting mechanisms within the multinationals, which complies
with the findings of Buettner et al. (2012). A reasonable explanation for this is that large firms
have easier access to external finance (Graham 2000), and also have the capacity to manipulate
debt allocation and inter-company loan interest across territories. Debt-based profit-shifting
mechanisms are particularly known for being used by mining and resource extraction
companies, which have little or no IP, but which use high levels of leverage and asset financing,
due to the capital-intensive nature of the sector (OECD, 2018a). The allocation of loans and
interest financing are commonly adapted to exploit the use of tax havens in a synchronised
manner. If an MNE is located in the Netherlands, for example, Dutch tax law enables the firm
to ‘overcharge’ its subsidiaries for asset financing, which is treated as tax-free in the
Netherlands. From a tax perspective, borrowing is more likely to occur in countries with higher
tax rates relative to the lender, since this can facilitate international profit shifting, and also
reduces the overall taxation of the group by deducting interest expenses against taxable income
for corporate income tax across the group’s operations (OECD, 2018a). Therefore, it is
sensible to infer that large firms have a motive to capitalise on the inter-company loan and loan
interest, in an effort to reduce their taxable income. The empirical finding implies that there is
room for tax reliefs accruing from debt manipulation, despite the OECD enhancement of tax
standards, Action Plan 4 on the BEPS, to cap the amount of interest deduction for MNEs.

5. Conclusion

This paper is a first attempt to use firm-level primary data to examine the components of
international tax strategy and their association with firm characteristics in terms of the sectoral
composition and size of UK MNEs. The findings provide valuable insights regarding the
underlying mechanism that could explain the correlation between industry categories, firm size,
and the choice of tax planning behaviours of UK enterprises. The new evidence on the
international tax strategies varying with firm characteristics has several implications for policy
and future research.

From tax policy and political perspectives, the finding of this study can make a number
of contributions. First, our research documented compelling evidence that industry sectors and
different sizes of UK MNEs are inclined to utilise particular tax credits and incentives to
minimise their global tax burden. This result calls for tax authorities to pay attention to specific
tax avoidance activities with reference to firm characteristics, such as the exploitation of
organisational structures, use of transfer pricing in the SMEs, and allocation of loans and
interest financing undertaken by large entities, when proposing countermeasures to mitigate
the tax avoidance behaviours. Second, tax strategy is not an aggregate variable, but is better
considered in its various component parts. The findings shed light on the tax sophistication of
the multinationals where tax planning strategies can be used in a synchronised and combined
manner to reduce the overall tax payable. This means that firms are still eligible to exercise
intra-firm debt shifting and/or tax-motivated loss shifting after manipulating the investment
locations with intermediate holding firms. They fail to examine tax planning activities as
disaggregate activities. It reinforces the prominent reports of well-known multinationals
paying little corporation income tax in countries where they were generating notable profits.
Third, the results confirm that the size of MNEs plays a factor in the choice of international tax
strategies undertaken by UK MNEs, which contributes to the gaps in the literature by providing
empirical evidence of firm size on the application of tax planning behaviours. Fourth, in
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contrast to the anecdotal evidence of large firms engaged in a high level of tax avoidance and
planning behaviours, surprisingly SMEs are also found to be actively engaged with such
behaviours to lower their level of tax payments. The finding indicates an area of revenue
leakage in the current taxation system, which requires authorities to tighten the regulations
applicable to SMEs in the UK. In respect of the manipulation of investment locations,
intermediate holding companies are reported to be used as a vehicle for profit shifting
strategies. This calls for attention to the actual nature of business nature to the substance of
commercialisation, to the purpose of establishing the business entity and also the choice of
organisational forms, with the intention of avoiding shell companies being manipulated for tax
avoidance, rather than mainly relying on the enhanced disclosure of tax strategies. Finally, the
findings indicate no variation of sectoral composition with the choice of legal forms, and inter-
company loans and financing. Firm size was found to not vary with the tax strategy,
manipulation of locations. This can be explained in that legal forms, inter-company loans and
financing, and location choice have been utilised widely in the context of UK MNEs, regardless
of the industry category and firm size. There is indirect evidence that suggests that the level
of importance of the allocation of inter-company loans has been eliminated, owing to
increasingly stringent tax rules.

Opportunities for future research include the examination of the association between
specific tax strategies with factors not considered in this study, such as transfer pricing with
the choice of ownership and market entry mode for the FDI.
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