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Introduction

Big picture topic: understanding heterogeneity in firm profitability

Our focus: the relationship between organizational capacity (i.e. management
practices/managers) and profit allocation in multinationals (MNEs)

Substantial evidence that better managers and management practices:

I Have a positive effect on productivity (consistent evidence)
e.g. Ichniowski et al 1997, Dessain and Prat 2019, Bloom et al 2010, 2019, Guner et al

2018, Bandiera et al 2020

I Have a positive average effect on pro�tability, but less straightforward
e.g. Bertrand and Schoar, 2003, Adams et at 2005, Bloom et al 2012, 2013, Dyreng et al

2010, Armstrong et al 2012, Koester et al 2017

\... the systematic di�erences in rate of return on assets across managers may not
re
ect actual di�erences in performance but rather di�erences in aggressiveness of
accounting practices or willingness to ‘cook the books’. "

| Bertrand and Schoar, 2003
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Introduction
Consistent pattern when looking at management practices and pro�tability
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I Revenue is
straightforward.

I Reported profit
includes many
implicit allocation
decisions, e.g. tax
planning and
investment.

Policy-wise this matters because:
I Important to consider firm heterogeneity when designing policy
I Management upgrading projects are in vogue, so understanding

“beyond-productivity” potential outcomes is important
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This paper

Research question(s):

I How does organizational capacity relate to profit reporting of multinationals
across the jurisdictions they operate in?

I What can explains these patters?

Data:
I Matched MNE subsidiary data (14 years)

I Financial data from Orbis (unconsolidated accounts)
| 2004 to 2018, 1860 unique �rms, 20k �rm-year obs
| Main pro�tability measure: ROA (return on assets)

I Management data from the World Management Survey
| Measure of quality of management at the plant level (manufacturing)
| Single measure for the time period

I Classify countries as high-tax or low-tax (relative to median tax rate)

I Classify firms as “aggressive” or “non-aggressive” (accounting practicces)
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Results and contribution
1. Relationship between management and pro�tability for MNEs

I Better managed �rms are more pro�table (on average) across the world
Bloom and Van Reenen 2007, Bloom et al 2013, 2014, 2018

+ we �nd it holds in low-tax countries, but not high-tax countries

I MNEs tend to respond to tax incentives (i.e. investment, R&D, pro�ts)
Hall and Van Reenen 2000, Zwick and Mahon 2017, Ohrn 2018, Akcigit et al. 2018

+ we �nd better managed �rms are more responsive to tax cuts wrt pro�ts

2. Channels behind this heterogeneity in pro�t reporting

I Real productivity di�erences?

+ we �nd no performance di�erential between high/low-tax countries.

I Other \real things" like investment/R&D?

+ we �nd evidence this is a part of the story, but not all of it.

I Just shifting pro�ts from high-tax countries?

+ we show better management is linked with pro�t shifting behaviour.

3. Mechanisms

I What management practices could enable �rms to engage in these activities

+ monitoring related practices are more important than target-setting or
people-related practices.
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CONCEPTUAL FRAMEWORK
How might management a�ect pro�t shifting
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Conceptual framework: fixing ideas

What �rm should you have in mind? summary stats

I Mid-sized manufacturing firms — subsidiaries (med = 295 employees)

I Belonging to large MNEs (med = 123 subsidiaries, 79 mfg subsidiaries)

Given subsidiary locations, �rms want to minimize tax liabilities more

I Provisions in local tax code (i.e. accelerated depreciation, patent boxes)

I Allocating profits (as much as possible) in lower-tax locations
I Primary strategy: transfer pricing | cheapest, but a �xed strategy in ST
I Alternatives include debt shifting and patent location, but costlier
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Conceptual framework: the role of management practices

How doesorganizational capacity enable �rms to minimize tax ? formal

1. better \in general" and take advantage of local tax code
) lower local tax burden, lower shifting amount

2. lower uncertainty (more predictable production)
) can use more transfer pricing, thuslower cost of shifting

Proposition: better managed �rms have loweroverall costs of moving pro�ts
away from the taxable pro�ts line

I We cannot measure the relative importance of each (data constraints)
I But we can look at patterns of pro�t/investment reporting by �rm type

Empirical implications:
If (1) and (2) are true:

I better managed �rms report low pro�ts in high-tax countries

If (2) is substantial:
I this will be driven by aggressive tax avoiders
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RESULTS

1 Correlation between management and pro�tability for MNEs

2 Responsivenessto tax cuts

3 Channels behind this heterogeneity in pro�t reporting

4 Potential mechanisms
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