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Although the Coalition government has been reinstated, it is still faced with the problem of
dealing with multinational tax avoidance. The issue escaped a lot of scrutiny during the election
campaign and the current measures designed to address the issue fail to deal with the most
common form of avoidance - interest deductions on intra-group debt.

The Coalition’s plan to tackle tax avoidance by multinationals includes the introduction of the
Multinational Anti-Avoidance Law (MAAL), commonly known as the Google Tax, effective from
1 January this year. The tax is designed to deal with tax minimisation moves by multinationals
such as Google and Microsoft.

An even stronger anti-avoidance law was introduced in the budget, a new Diverted Profits Tax, 
effective from 1 July 2017
. The government is still consulting on the design of the tax  too so it’s too early to assess
whether it will be effective.

Intra-group debt

The current tax law lacks effective measures to prevent excessive interest deductions on
intra-group debts. A multinational enterprise can create intra-group debt between an Australian
subsidiary and another overseas subsidiary in a way that interest deductions are claimed in
Australia, while the overseas group company may be subject to low or even no tax on the
interest income. This tax avoidance tool is important for a couple of reasons.

The use of this mechanism is very simple for multinationals to implement . Multinationals don’t
have to involve third parties, it often doesn’t require any movement of assets, functions or
personnel within a corporate group, or any change in operations. In practice, this mechanism 
&ldquo;can be created with the wave of a pen or keystroke&rdquo;.

Intra-group debts provide significant flexibility for manipulation. This is because intra-group
debts are not subject to the normal constraints applicable to third party loans, such as the credit
rating of the borrower and security provided for the loan. Instead, multinationals can often
decide freely not only the amount of the intra-group debt, but also the interest rate charged on
the loan.
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https://theconversation.com/government-pitches-for-integrity-in-tax-and-super-experts-respond-58153
https://www.oecd.org/ctp/limiting-base-erosion-involving-interest-deductions-and-other-financial-payments-action-4-2015-final-report-9789264241176-en.htm
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2627521
http://www.un.org/esa/ffd/wp-content/uploads/2014/09/20140923_Paper_LimitingInterestDeductions.pdf
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To make it even “better” for multinationals as a tax avoidance tool, intra-group debts in general
are not recognised under accounting standards and therefore do not affect the financial
statements of these companies.

The amounts of revenue lost

Tax avoidance using intra-group debt is also a major concern because it often involves a
significant amount. For example, a recent tax case on Chevron in Australia revealed that under
its tax structure using intra-group debt, the amount of interest deductions claimed by Chevron
Australia was A$1.1 billion from 2003 to 2008.  That amount was not taxable in the hands of
the overseas group company recipient.

The Senate enquiry into corporate tax avoidance further revealed that Chevron has entered into
a new and even “bigger” tax structure since 2008.  The interest expense paid by Chevron
Australia to its overseas group company in 2014 – that is, one single year alone – amounted to
more than A$1.8 billion.

The Senate hearing also revealed that the intra-group debt created under the new tax structure
is artificial and does not represent the actual loan borrowed by the Chevron group.  First,
Chevron Australia’s intra-group debt of US$36 billion is more than three times of the Chevron
group’s net third party debt of US$11 billion. Second, Chevron Australia is paying an interest
rate of around 5% on that loan, while Chevron group as a whole – due to its strong credit rating
– can borrow at around 1%.

Common sense would suggest that the tax law should not allow deduction of this kind of
artificially created interest expenses. This is because the interest expenses paid by Chevron
Australia to its overseas group company are created by the multinational for tax avoidance
purposes, and are clearly excessive as compared to the “real” interest expenses actually borne
by the Chevron group.

Current tax law ineffective

Unfortunately, tax law does not always follow common sense. The first line of defence in the tax
law against this kind of tax avoidance structures is the thin capitalisation regime.
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https://www.ato.gov.au/law/view/view.htm?src=hs&amp;pit=99991231235958&amp;arc=false&amp;start=1&amp;pageSize=10&amp;total=20&amp;num=9&amp;docid=JUD%2F2015ATC20-535%2F00001&amp;dc=false&amp;tm=and-basic-chevron
http://www.aph.gov.au/Parliamentary_Business/Committees/Senate/Economics/Corporate_Tax_Avoidance/Submissions
http://www.aph.gov.au/Parliamentary_Business/Committees/Senate/Economics/Corporate_Tax_Avoidance/Submissions
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Its aim is to prevent deduction of “excessive” interest expenses using a benchmark of
debt-to-asset ratio. The experience with the Chevron case confirms the common belief that the
regime is ineffective in practice.

The current thin capitalisation regime suffers from two main problems. The benchmark ratio is
set too high so most multinationals have no problem to satisfy the ratio while still have ample
room to shift profits from Australia.

More importantly, the fundamental design of the debt-to-asset ratio is flawed.  This ratio focuses
on the amount of debt instead of the amount of interest expenses, and fails to link the deduction
limit to the ‘real’ interest expenses actually incurred by a multinational group.

In its project addressing tax avoidance, the OECD concludes that the debt-to-asset ratio is
prone for manipulation primarily due to the difficulty in identifying and valuing assets. The OECD
therefore recommends, among other things, a benchmark ratio of interest expense to earnings
of an entity. The OECD
believes that this ratio is superior to the debt-to-asset ratio and countries should implement this
regime.

However, the Australian government’s official response to the OECD’s recommendations is that
“Australia has already tightened its Thin Capitalisation rules” and there are &ldquo;no major
issues expected&rdquo;.

Unless effective measures are introduced, multinationals are likely to be able to continue shift
significant amount of profits from Australia using intra-group debts.

Antony Ting does not work for, consult, own shares in or receive funding from any company or
organization that would benefit from this article, and has disclosed no relevant affiliations
beyond the academic appointment above.
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https://www.oecd.org/ctp/limiting-base-erosion-involving-interest-deductions-and-other-financial-payments-action-4-2015-final-report-9789264241176-en.htm
https://www.oecd.org/ctp/limiting-base-erosion-involving-interest-deductions-and-other-financial-payments-action-4-2015-final-report-9789264241176-en.htm
http://sjm.ministers.treasury.gov.au/media-release/003-2015/
http://sjm.ministers.treasury.gov.au/media-release/003-2015/
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Read more http://theconversation.com/multinational-tax-avoidance-is-still-a-revenue-issue-for-
government-61674
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