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Accountability-avoiding foreign direct investment (FDI) is a category of financial motives explaining
where firms invest and how, yet our grasp of this phenomenon is incomplete. In contrast with tax-
haven FDI, where multinational enterprises (MNEs) invest in a host country to pursue inbound profit
shifting, we consider a novel motive — FDI attracted by low host country financial transparency that
enables outbound profit shifting (OPS). Cross-border acquisitions (CBAs) are a takeover route to
achieving OPS and global tax optimization. Our empirical context is 39,951 CBAs by 315 acquirers
from 26 countries in the 1996-2015 period. We hypothesize and empirically show a positive relation-
ship between OPS and CBAs and the probability that equity ownership of CBAs will be high. We find
that the relationship between OPS and CBAs is stronger the more attractive or income unequal the
host market, or when the multinational’s industry is vertically or horizontally integrated. We attribute
the lack of support for our hypothesis that MNEs require in-house capability to conduct OPS to tax
planning consultancies’ services. These findings highlight the role of low financial transparency as a
novel locational determinant of OPS-pursuing FDI and emphasize the distinction between inbound
and outbound profit shifting as manifestations of accountability-avoiding FDI.

Introduction

Recent literature on foreign direct investment (FDI)
has highlighted the concept of accountability-avoiding
FDI (Temouri et al., 2022). These investments differ
from the conventional market, resource, efficiency and
strategic asset-seeking motives that centre on value cre-
ation rather than on appropriation. The driving force
behind this FDI motive is global tax liability optimiza-
tion supported by profit-shifting strategies. The term
‘profit shifting’ is generally used to mean the firm-level
practice of artificially depressing taxable profits with the
ultimate objective of shifting those profits from coun-
tries with high to low statutory tax rates (OECD, 2015).
Multinational enterprises (MNEs) employ a range of
profit-shifting methods, including transfer price ma-
nipulation (TPM) or debt concentration in high tax-
rate countries and patent or royalty payments concen-
tration in low tax-rate countries (Bilicka, 2019; Eden,
2012; Eden and Smith, 2022; Jansky and Palansky, 2019;
OECD, 2015). MNEs under-report their taxable prof-
its by around 50% relative to domestic entities (Bilicka,
2019). Other estimates put worldwide profit shifting-

related tax revenue losses at around $650 billion annu-
ally (Cobham, 2019).

The international business literature has only recently
began unpacking the antecedents of accountability-
avoiding FDI, mostly focusing on investment in tax
havens that is generally driven by low statutory tax rates
(Temouri et al., 2022). Firms’ intangible assets or home-
country institutions associated with short-term profit
maximization were also found to affect tax-haven FDI
(Driffield et al., 2021; Jones and Temouri, 2016). How-
ever, tax-haven FDI is only a part of accountability-
avoiding FDI; other elements remain poorly under-
stood (Cooper and Nguyen, 2020). Examples such as
Google’s ‘Double Irish-Dutch Sandwich’ show how dif-
ferent host countries play different roles in tax min-
imization (Eiteman, Stonehill and Moffett, 2016, p.
429). Having a presence in a tax haven offers the MNE
a location to which it can shift its profits. But the
MNE also needs a location from which it can di-
vert its profits when it chooses to locate investment in
high-tax hosts. These investment locations from which
profits are shifted constitute a key, but neglected, step
in the MNE’s strategy of global tax optimization.
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In proposing a novel investment motive for FDI instru-
mental to profit shifting to a host country, we provide
a missing link between profit shifting to a host country
(inbound profit shifting, IPS) and FDI instrumental to
profit shifting out of a host country (outbound profit
shifting, OPS). Our knowledge of the principles of IPS
and its relation to tax-haven FDI is good. MNEs are
quite commonly attracted to locations with the lowest
statutory tax rates that are, naturally, published. In con-
trast, the OPS motive thrives in the absence of trans-
parency. It seeks out FDI locations where the regula-
tory environment permits profits to be relocated abroad,
normally to a favoured IPS location. Cross-country re-
search on tax regulations suggests that the scope for
OPS is extensive in jurisdictions enabling financial se-
crecy which, remarkably, include advanced economies
not generally considered lax on tax regulations, such as
the United States and Germany (Cobham, Jansky and
Meinzer, 2015). To the best of our knowledge, the litera-
ture has not yet examined how the scope for OPS affects
the MNE’s decision about where and how to invest. This
is the focus of our paper.

Drawing on the TPM literature, we argue that the
scope for OPS in a host country will attract inward FDI.
We use cross-border acquisitions (CBAs) by 315 acquir-
ers from 26 countries (1996-2015) as our empirical con-
text. OPS, we argue, goes hand in hand with value cre-
ation in the host market: income is first generated lo-
cally, then shifted abroad. CBAs are the most appropri-
ate foreign entry vehicle because they enable MNEs to
gain ownership, control and market power rapidly and
are found, in the short term, to increase shareholder
value significantly (e.g. King et al., 2004). Related to
this, we expect that the relationship between the scope
for OPS in a host country and the propensity to engage
in CBAs is stronger if the host market is more attrac-
tive. As such, there is a qualitative difference between
the FDI-for-OPS motive and greenfield investment in
tax havens, typically limited to a scale and scope sulffi-
cient only to achieve IPS and where, as Barack Obama
put it, ‘letterbox corporations’ are the norm (Temouri
et al., 2022). The literature suggests that a controlling
ownership stake in a subsidiary facilitates profit shift-
ing (Sugathan and George, 2015). By extension to OPS-
motivated FDI in a host, we hypothesize that scope
for the practice will be associated with a higher likeli-
hood of the MNE pursuing wholly rather than partially
owned CBAs. Thus, OPS would not be associated with
entry strategies failing to offer controlling equity own-
ership, such as joint ventures. We reason that OPS, be-
ing a strategy whereby profits are artificially depressed
locally and shifted outbound, is made easier in income-
unequal host countries. Inequality is associated with a
higher tolerance for opaque accounting practices and
an unequal distribution of rewards. We extend this to
OPS and expect that the practice will be more widely ac-
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cepted in unequal environments. Additionally, OPS may
be a key strategy to mitigate expropriation risk in un-
equal environments. We also posit that an industry’s de-
grees of horizontal and vertical integration are impor-
tant facilitating conditions for OPS. Intra-group licens-
ing follows the internalization of markets for intangible
assets across national borders, being intra-firm transac-
tions via which profit shifting may occur under horizon-
tal integration. Equally, under vertical integration, firms
are well positioned to pursue OPS strategies as arm’s
length standards are frequently not observed. Finally,
the TPM literature suggests that, to pursue OPS, firms
need to have the requisite in-house capability (Eden and
Smith, 2022). Therefore, we expect a stronger relation-
ship between OPS and CBAs for MNEs that have ex-
perience of OPS. Our results show support for our hy-
potheses, with the exception of the interaction term be-
tween OPS and the in-house capability to pursue OPS
strategies.

Our main contribution is in establishing OPS as an
identifiable investment motive. In doing so, we highlight
the clear distinction between the OPS FDI motive and
the well-known ‘tax-haven’ FDI motive to shift profits
inbound into a host country. Thus, we provide a more
complete understanding of how different locations play
a vital part in the MNE’s global tax optimization strat-
egy. The investor behaviour examined in our paper fo-
cuses on a motivation that has, to date, remained largely
hidden. As an outcome, OPS may join the list of received
theoretical motives for FDI, particularly pertinent in a
world of socio-economic inequality.

Theoretical background and hypotheses

Inbound and outbound profit shifting as distinct FDI
motives

Past studies on accountability-avoiding FDI largely fo-
cused on explaining investments in tax havens (Temouri
et al., 2022), traditionally conceptualized as small, po-
litically isolated jurisdictions with significantly lower tax
rates compared with other countries (Johns, 2013). Na-
tional statutory corporate income tax-rate differentials
were identified as the driving force behind tax-haven in-
vestments (Finér and Y1onen, 2017). But, the low statu-
tory tax-rate narrative cannot explain the occurrence of
other types of accountability-avoiding FDI in countries
with relatively high tax rates (Temouri et al., 2022). For
example, mining companies in Luxembourg and Swe-
den set up holding companies to provide intra-group
loans and other intra-group arrangements enabling tax-
deductible depreciations and amortizations, or selling
rights to another subsidiary to avoid high capital gains
tax (Finér and Ylonen, 2017). The motivations behind
these types of accountability-avoiding FDI remain not
fully researched (Jones and Temouri, 2016; Temouri
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etal.,2022). As Cooper and Nguyen (2020, p. 16) put it,
‘tax havens in corporate structures can only be part of a
tax planning regime’ and ‘a good understanding of the
role of larger countries with attractive markets as well
as attractive tax regimes may be harder to establish’.

Recent cross-country studies on tax regulation also
suggest a recognition of the frailty of a dichotomous
classification between tax havens and non-tax havens
based on statutory tax rates alone, and the need for a
much broader understanding of financial secrecy juris-
dictions (Cobham, Jansky and Meinzer, 2015). The term
‘secrecy jurisdiction’ denotes the degree to which a na-
tional regulatory framework hampers effective taxation
of corporate income and enables opacity in global finan-
cial flows (Cobham and Jansky, 2018; Cobham, Jansky
and Meinzer, 2015). Secrecy jurisdictions enable profit
shifting whereby firms pay low to zero effective tax rates
(Ates et al., 2020; Cobham, Jansky and Meinzer, 2015).
Several such locations are also considered to be tax
havens, notably Switzerland, Luxembourg, Hong Kong
and the Cayman Islands (Tax Justice Network, 2022).
However, these are closely followed, and sometimes sup-
planted, by countries not classed as tax havens, such as
the United States and Germany (Tax Justice Network,
2022). Indeed, if the City of London were a separate ter-
ritory, the United Kingdom would rank first as the most
prominent provider of financial secrecy in the world,
while at the same time operating a fairly high statutory
tax rate (Cobham, Jansky and Meinzer, 2015).

The above suggests that different types of
accountability-avoiding FDI may be explained by
novel motives for the choice of investment location,
underlined by distinct factors, each contributing to the
firm’s strategy of global tax liability optimization. To
advance this line of research, we propose a simple but
key distinction between profit shifting to a host country
(IPS) and profit shifting from a host country (OPS) as
FDI motives. IPS (i.e. the motive to shift profits to a
host with low statutory tax rates) maps to tax-haven
FDI, whereby MNEs shift profits to subsidiaries in tax
havens to pay little or no corporate income tax. The key
determinant is the statutory corporate income tax rate.
Illustrative examples abound, such as Apple setting up
its Apple Sales International subsidiary in Ireland to
shield itself from taxes on European Union product
sales (Barrera and Bustamante, 2018) or Starbucks
establishing its intellectual property in the Cayman Is-
lands (Van den Hurk, 2014). In contrast, we reason that
OPS is associated with secrecy jurisdictions that offer
opportunities to shift profits outside of that jurisdiction
at low cost through various methods, such as interest
and royalty payments, dividend or profit repatriation.
Key signifiers of OPS include, for example, a culture of
noncompliance encouraged by inefficient tax and finan-
cial regulation and enforcement, or the extent to which
bilateral tax agreements and complexity in interna-
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tional taxation make it difficult to identify nondomestic
companies exploiting regulations (Cobham, Jansky and
Meinzer, 2015). Another key indicator is the role of the
local host economy. In contrast with IPS, where the
assets invested are limited and generally not employed
for value generation, we expect OPS jurisdictions to
attract investors aiming to generate major local value
added; the otherwise taxable revenues so created can
then be shifted abroad. This would also explain why
investors might internationalize into secrecy jurisdic-
tions even when their home country itself qualifies as a
secrecy jurisdiction supportive of OPS: firms will seek
out multiple locations where there is scope for OPS with
market potential for profit maximization. To the best of
our knowledge, there has been no relevant study to date
relating OPS and FDI. This is the starting point for our
study of the role of OPS in MNEs’ foreign investment
strategies towards location choice.

Outbound profit shifting and the propensity to engage in
cross-border acquisitions

MNEs apply a variety of profit-shifting strategies
(Dharmapala, 2014). The most widely used is TPM, de-
fined as the process by which controlled entities strate-
gically set prices for their intra-firm transactions to
arbitrage differences in government regulations and
shift profits (Bartelsman and Beetsma, 2003; Eden
and Smith, 2022). Other strategies include licensing,
whereby MNEs locate their intangible assets with sub-
sidiaries within low corporate tax-rate jurisdictions used
as intra-firm royalty payment destinations (Dischinger
and Riedel, 2011), and debt shifting, in which a sub-
sidiary in a high-tax country borrows from subsidiaries
in low-tax countries and deducts interest expenses to re-
duce its taxable income (Bilicka, 2019; OECD, 2015).
TPM is used primarily to raise MNEs’ global after-
tax profits and so increase shareholder wealth (Eden and
Smith, 2022). In simple terms, TPM comprises the man-
agement of internal operations across borders by arbi-
traging international differences in government regula-
tions. The objective is to shift profits to locations abroad
with lower, or zero, tax rates; that is, tax havens (Eden
and Smith, 2022). TPM is premised upon the MNE
straddling at least two jurisdictions — the OPS location
from where profits originate and the IPS location, which
is the final destination. Some governments have adopted
the so-called arm’s length standard to limit TPM. The
arm’s length standard aligns the price of MNESs’ internal
transactions to those that would be obtained between
unrelated parties (Eden, 2019). However, secrecy juris-
diction research highlights the extensive scale of cross-
country variation in underlying transfer price regula-
tions and the extent of enforcement. At one extreme
there may be an absence of policy or no documentation
requirements (e.g. Ireland and Ukraine); at the other
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extreme strict legal requirements for transfer price doc-
umentation to be submitted with the tax return (e.g.
Denmark) (Lohse and Riedel, 2012). There is also ev-
idence that many developing countries compete to at-
tract FDI by offering weak TPM enforcement (Bird,
2009; Eden, 2012). Increasingly, MNEs employ intellec-
tual property as a TPM vehicle through seeking jurisdic-
tions where there may be no comparable external mar-
ket to determine arm’s length prices (Bartelsman and
Beetsma, 2003; Heckemeyer and Overesch, 2017). We
envisage that MNEs will be attracted to invest in loca-
tions that sustain the wide family of OPS strategies. And
for OPS locations we expect the statutory tax rate to be
immaterial, in direct contrast with the IPS motive. Thus,
OPS is primarily associated with the scope for financial
Secrecy.

CBAs are ideal to test for the OPS motive. CBAs
are one of the most prolific FDI strategies (Cartwright
and Schoenberg, 2006; Ferreira et al., 2014). Also, as
CBAs target existing companies with established mar-
ket positions, from the outset these investments involve
significant equity and commitment to the host market
(Walter and Barney, 1990). Thus, CBAs offer excellent
scope for empirical observation, quite unlike typical ‘let-
terbox’ greenfield investments devoid of intrinsic sub-
stantial value (McGauran, 2020; Temouri et al., 2022).
The literature suggests that the prevalence of acquisi-
tions is shaped by a country’s regulatory environment,
particularly the regulations involving the allocation and
transfer of value for private benefit (Deutsch, Keil and
Laamanen, 2007; Maas, Heugens and Reus, 2019). Ac-
quisitions are an attractive strategic option if, for in-
stance, controlling shareholders are able to spin off as-
sets post-merger through practices such as tunnelling,
where assets are transferred to other entities at a price
substantially below market value, disadvantaging mi-
nority shareholders (Maas, Heugens and Reus, 2019).
This, we argue, can also be extended to OPS.

We further expect that the OPS motive will be as-
sociated with investors assuming a controlling rather
than a minority ownership share. Profit-shifting strate-
gies such as TPM are generally associated with positions
of power, where managers have greater control over
decision-making and lower accountability (Eden and
Smith, 2022; Hogan et al., 2008). Diverting the firm’s
assets and profits without regard for the interests of
non-controlling parties is only possible when sharehold-
ers enjoy a majority share of the voting rights (Maas,
Heugens and Reus, 2019). Also, internal versus exter-
nal ownership of shares and control of the board of di-
rectors facilitates such strategies (Dunn, 2004; Skousen,
Smith and Wright, 2009). Therefore, we reason that OPS
will demand a significant degree of equity-based con-
trol over the subsidiary for it to comply with a strategy
that depresses its apparent performance. The above ar-
guments lead to our first set of hypotheses.
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H]I: The propensity of investors to engage in CBAs in a
host country is positively associated with the scope for
OPS from that host country (H1a), and the likelihood
that the investors will engage in fully owned rather than
partially owned CBAs is similarly positively associated
with the scope for OPS from that host country (H1b).

Host-country conditions. We also expect that the re-
lationship between CBAs and OPS will be defined by
other host-country, industry and firm-level conditions.
As argued above, we expect that host-country market
attractiveness will strengthen the relationship between
the propensity to engage in CBAs and the scope for
OPS. The OPS motive requires capturing a significant
share of host-market activity: income is generated lo-
cally, then shifted abroad from this location. As already
noted, this stands in direct contrast with the IPS motive
and the common depiction of tax-haven FDI as seeking
to minimize investment subject to the desire to minimize
tax liability. Profit shifted to tax havens is distributed to
shareholders rather than employed for value creation.
In contrast with such greenfield investment, acquisition
amounts to buying host-market share guaranteed to
generate high returns from the outset (Cartwright and
Schoenberg, 2006; Meyer and Estrin, 2001). Therefore,
we expect that the OPS motive will be strongly associ-
ated with substantial equity-based investment typical of
entry modes such as CBAs.

Outward profit shifting may be especially widespread
in national environments where societal and institu-
tional conditions reduce the pressure to fully disclose
such behaviours. Income inequality, we propose, is one
such condition. Lack of transparency on the part of
economic and political agents and an environment of
tolerance for opaque accounting practices are more
prevalent in income unequal societies (de Mendonga
and Esteves, 2018). Theories such as materialism, just
world theory and system justification theory suggest
that income-unequal countries are inclined to toler-
ate greater inequality (Jost et al, 2004; Lerner, 1982).
Indeed, empirical evidence shows that highly unequal
countries accept almost four times more income in-
equality than otherwise similar low-inequality countries
(Schroder, 2017). And firms operating in these environ-
ments were found to be more tolerant of certain un-
equal internal practices, such as steep pay gradients (Pan
et al., 2022; Schroder, 2017). Similarly, we expect that
OPS as a strategy which depresses subsidiary profits will
be more widely accepted in such environments. In addi-
tion to this, income-unequal environments generally re-
late to poor institutional quality (Chong and Gradstein,
2007) which, in some cases, translates to political insta-
bility, raising the risk of expropriation of MNEs’ sub-
sidiaries’ assets (Caprio, Faccio and McConnell, 2013;
Duanmu, 2014; Holburn and Zelner, 2010; Lupton
et al., 2020). When faced with such an increased risk of
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expropriation, corporations have been shown to adopt
opaque accounting practices to reduce reported income
(Durnev, Errunza and Molchanov, 2009; Durnev and
Guriev, 2008; Watts and Zimmerman, 1978), resulting in
lower operational transparency (Durnev, Errunza and
Molchanov, 2009; Durnev and Fauver, 2008). Accord-
ingly, the TPM literature also cites expropriation risk
as a profit-shifting motivator (Eden, 2012; Eden and
Smith, 2022). Thus, depressing pre-tax profits through
shifting them abroad is a logical response to the broad
sweep of societal factors that are at the root of OPS,
linked in one way or another to inequality and its con-
sequences, such as the greater acceptance of practices
conducive to these behaviours. This body of literature
supports our reasoning that the propensity to engage in
CBAs will be more strongly related to the OPS motive
when host countries are more income unequal.
Our second set of hypotheses is therefore as follows.

H?2: The positive association between the propensity of
investors to engage in CBAs in a host country and the
scope for OPS in that host country is stronger if the
host market is more attractive (H2a) or more income
unequal (H2b).

Industry and firm-level conditions. The literature sug-
gests that firms are well positioned to apply and benefit
from TPM when operating in industries that are more
horizontally or vertically integrated. Horizontally inte-
grated industries are characterized by internalized mar-
kets for intangible assets, where firms benefit from cross-
country scale-based advantages associated with high
R&D intensity (Andersson and Fredriksson, 1996). As
mentioned above, a prominent profit-shifting strategy
is patent or royalty payments’ concentration in low-
tax countries, typical for multinationals with high levels
of intellectual property (IP), such as Apple or Google
(Contractor, 2016; Fuest et al., 2013). In these industries
profits are shifted, for example, via intra-group licens-
ing, illustrated for instance with the Double Irish—Dutch
Sandwich (Eiteman, Stonehill and Moffett, 2016; Fuest
et al., 2013). Here, the IP holding company would be in
a tax haven — the IPS destination (e.g., Bermuda), while
the operating profits are shifted from a host country
where high tax-deductible royalties and/or limited trans-
fer pricing regulations are applied (e.g. Ireland or the
Netherlands) —the OPS country. Therefore, firms in hor-
izontally integrated industries will be motivated to in-
vest in OPS destinations to minimize their global tax lia-
bility. Vertically integrated industries are also character-
ized by complex internal organizational structures with
significant related-party transactions (Garcia-Bernardo
etal.,2017; Hogan et al., 2008). These firms have a net-
work of subsidiaries that may act as OPS destinations.
Furthermore, the arm’s length standard is more difficult
to apply because firms in those industries are integrated
upstream and downstream and collude tacitly on trans-
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fer prices, amplifying the effect of tax regulation differ-
entials across countries (Gresik and Osmundsen, 2008).
Therefore, we expect that OPS will be more strongly re-
lated to the propensity to engage in CBAs if the industry
is more vertically integrated.

Capital allocation and reallocation processes, much
like other processes of corporate control, are deter-
mined by the firm’s country of origin, even for the most
internationalized MNEs (Harzing and Sorge, 2003;
Wan and Hoskisson, 2003). TPM is developed by a
small group of highly trained international tax profes-
sionals in the Tax or Finance departments at headquar-
ters (Eden and Smith, 2022). If the regulatory envi-
ronment at home offers scope for TPM then, much as
with other aspects of business activity, firms will de-
velop TPM capabilities that can be further exported
abroad (Eden and Smith, 2022; Holburn and Zelner,
2010; North, 1990). TPM research shows that experi-
ence of conducting these practices generates the capac-
ity to recognize further opportunities (Eden and Smith,
2022; Wolfe and Hermanson, 2004) which, we expect,
could be exploited in other markets. Thus, if the firm
engages in profit shifting, then the scope to shift profits
may play a greater role in CBAs and location choice.

The arguments above result in our final set of hy-
potheses.

H3: The positive association between the propensity of
investors to engage in CBAs in a host country and the
scope for OPS in that host country is stronger if the
industry is more horizontally (H3a) or vertically inte-
grated (H3b), or the firm has prior experience in ap-
plying OPS (H3c).

Methodology

Variables and data sources

We collected data on CBAs (51% equity and above)
from 1996 to 2015, sourced from Thomson One, which
records various deal details: announcement date, ac-
quirer and target, their industries, countries of origin,
deal value and status (e.g. Jory and Ngo, 2014; Trichter-
born, Zu Knyphausen-Aufsel and Schweizer, 2016).
The time period is appropriate as profit shifting was
in wide operation from the 1990s (Souillard, 2020). We
used acquirer name and country of origin to identify
firms that recorded 50 or more acquisitions over the
period (N = 315). These firms recorded 39,951 CBAs
(28% of all global CBAs). The acquirers come from 26
countries and have invested in more than 150 countries.
Table 1 indicates the top 25 most prolific acquirers in
the sample. These data form the basis of our dependent
variables. Our main dependent variable is CBAs mea-
sured, as in prior studies (Alimov, 2015; Clegg, Voss and
Tardios, 2018; Deng and Yang, 2015; Duanmu, 2012),
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by the total number of acquisitions by each firm in a
host country within a specific time period. A count of
acquisition events offers an unbiased impression of the
attractiveness of a location as it shows the overall level
of acquisition activity (Deng and Yang, 2015; Dikova,
Panibratov and Veselova, 2019). To avoid small num-
bers bias (Hosmer, Lemeshow and Sturdivant, 2013),
we group the years into 4-year periods and limit the
acquirer firm—host country pairings to host countries
which recorded at least 100 acquisitions (N = 68). This
resulted in a total of 107,100 firm-level observations
(further reduced by missing variables). To estimate the
second dependent variable, equity ownership in CBAs,
rather than the number of deals we use the average per-
centage of shares acquired by each firm in each host
country and period, sourced from the same sample and
database (Malhotra and Gaur, 2014).

Our main independent variable is the scope for OPS in
a host country. Generally, profit shifting can be captured
by assessing the opportunity to engage in the practice,
using an indicator such as the financial secrecy index
(Cobham, Jansky and Meinzer, 2015) or by estimating
the extent to which firms engage in it. Because of limited
coverage of the index prior to 2009, we opt for the latter
approach, also suggested by OECD guidelines (OECD,
2015). Estimating the extent to which firms engage in the
practice is possible using macro-level indicators based
on trade, balance of payments, national accounts or
FDI data. For example, high levels of FDI relative to
GDP can provide indirect evidence by analysing the dis-
connect between the amount of FDI and the size of
the economy (OECD, 2015). However, there are cross-
country asymmetries in how the FDI transactions are
recorded, therefore indicators at the firm level are more
appropriate (OECD, 2015). To measure profit shifting
using firm data, the OECD (2015) suggests indicators
based on effective tax rates where tax expense is com-
pared with income, or interest payment-based indica-
tors where interest expense is compared with income. In-
terest payment-based measures capture only one profit-
shifting channel — the use of excess interest expense de-
ductions. Therefore, an effective tax rate-based measure
is more comprehensive (OECD, 2015). For the purpose
of this study, we opted for annual average effective tax
rates (ETRs) of the largest (by revenue) publicly listed
MNEs (more than 250 employees, with a controlling
share in at least one foreign subsidiary) (ETR, host),
extracted from, as per the guidelines, financial state-
ment data (unconsolidated) and from Orbis Very Large,
for each country and time period (OECD, 2015). Fol-
lowing prior studies, we estimate ETR as a firm’s to-
tal income tax expense divided by reported net pre-tax
income (variables named as ‘Income tax expense’ and
‘Profit (loss) before tax (PBT)’ in the database), rang-
ing between 0 and 1 (Dyreng et al., 2017; Hanlon and
Heitzman, 2010; Kraft, 2014). A low to negative value
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is a clear indicator of profit shifting as it shows a re-
duced taxable income relative to the firm’s financial in-
come (OECD, 2015). Following prior studies, we set the
ETR to 0 if the total income tax expense is negative (tax
refunds) and for easier interpretation, we reverse the ra-
tios before entering into the model, so higher values are
indicative of profit shifting (Kraft, 2014).

To estimate host market attractiveness, we follow
prior CBA literature and use gross domestic product per
capita (GDP per capita, million US$, deflated) from the
World Bank’s World Development Indicators (WDIs)
(Alimov, 2015; Chari, Ouimet and Tesar, 2010; Ellis
et al., 2017). We measure societal-level income inequal-
ity using the Gini index (Holburn and Zelner, 2010;
Lupton et al., 2020; Rodrik, 1999) from the Standard-
ized World Income Inequality Database, the most ad-
vanced in terms of cross-country comparability and
coverage (Solt, 2020). It captures the extent to which
the distribution of income within a country ranges be-
tween perfect equality and perfect inequality. As a proxy
for horizontal integration, following the literature, we
use industry-level R&D expenditure from the OECD’s
ANBERD database (PPP at US$ 2015 prices) (Brauner-
hjelm, Oxelheim and Thulin, 2005; Fuest et al., 2013;
Hauknes and Knell, 2009). For vertical integration, we
use value added of the acquirer industry (million USS$,
deflated). Specifically, we use the domestic value added
and foreign value added from the OECD’s Trade in
Value Added (TiVA) database (OECD, 2022b), esti-
mated as an average per acquirer country and indus-
try. These are established indicators of backward and
forward integration and participation in global value
chains (e.g. De Backer and Miroudot, 2014; Van Ass-
che and Gangnes, 2019). We estimate prior experience
of the acquirer firm to engage in OPS using the same
source and approach as for our main independent vari-
able, namely the annual average ETRs of each acquirer
firm in the time period (ETR, acquirer).

In terms of our controls, we include factors found
relevant in acquisition research, guided by Chakrabarti
(2003) and other studies (Brouthers, Gao and McNi-
col, 2008; Buckley et al, 2007; Clegg, Voss and Tar-
dios, 2018; Qian et al., 2010; Shi et al., 2017; Slangen
and Beugelsdijk, 2010). Host natural resources are cap-
tured by total natural resources rents (% of GDP), while
labour force (total) and the statutory nominal gross
monthly minimum wage (minimum wage, US$) ac-
counts for labour-based resources and their cost. R&D
expenditure (% of GDP) captures innovation potential.
Trade openness is captured using imports and exports
(% of GDP). We also control for the tariff on inter-
mediate and final goods (average) and statutory cor-
porate income-tax rate. The macroeconomic environ-
ment is captured by inflation (GDP deflator, annual
%) and central government debt (% of GDP). The in-
stitutional and political environment is captured using
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the rule of law, political stability and index of eco-
nomic freedom. The data sources are the World Bank’s
WDI, Worldwide Governance Indicators, Tax Founda-
tion, Heritage Foundation and International Labor Or-
ganization’s ILOSTAT database.

We also control for similarities between the home
and host using the CAGE model (Ghemawat, 2001).
For cultural distance, we estimate the Euclidean dis-
tance (Kogut and Singh, 1988) using Globe’s culture
dimensions (House et al., 2004). We account for ad-
ministrative distance by a set of dichotomous indica-
tors showing if the two countries are a part of the same
trade bloc, G20 group and whether they share a com-
mon colonial history (Acemoglu, Johnson and Robin-
son, 2001), collected from the World Trade Organisation
(WTO, 2020), G20 website (G20, 2020) and ICOW colo-
nial history database (Hensel and Mitchell, 2007). We
test for geographic distance in miles between the capi-
tal cities (Campbell, Eden and Miller, 2012). We capture
economic distance with the absolute difference between
GDP per capita (constant US$ 2015) (Buckley et al.,
2007).

We also consider other firm-level controls. Prior pres-
ence in a host country was found to be an investment
determinant because it reduces uncertainty (Alon, Elia
and Li, 2020). We operationalize prior experience as the
number of subsidiaries (at least 20% of equity owned)
the acquirer has in a target country (Lu et al., 2014).
The Orbis Very Large database provides a list of sub-
sidiaries as well as their main characteristics such as
country of operation, ownership and year of establish-
ment. We use the same data to estimate a firm’s degree
of geographic diversification as the number of coun-
tries the firm operates in, to account for foreign coun-
try dispersion (Kafouros et al., 2022). We also control
for economies of scope with the number of major in-
dustries the MNE operates in (product diversification)
(Kafouros et al., 2022). Furthermore, prior literature es-
tablished that firm size (number of employees) and age
affect whether firms engage in CBAs (Meyer and Estrin,
2001). Since investment activities of state-owned enter-
prises are different than those of private firms (Clegg,
Voss and Tardios, 2018; Cuervo-Cazurra et al., 2014),
we note a value of 1 if an acquirer is a state-owned ac-
quirer. We sourced the variables from Orbis Very Large
database. As is established practice, we lag the indepen-
dent and control variables by 1 year (Clegg, Voss and
Tardios, 2018), apply logarithmic transformation to all
continuous variables and add industry and time-period
dummies in the model.

Analysis

Because we have time-series data, we apply panel data
analysis to test our models (using STATA). When de-
ciding on a specific method, we considered potential en-
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dogeneity and follow steps outlined in Hill ez al (2021),
namely diagnose the problem, justify the approach and
supply the results. As the data are in the form of a panel,
dynamic endogeneity or simultaneity might be of con-
cern, where the lag of the dependent variable may be
correlated with the independent variables, or the depen-
dent variable may determine the independents (Abdal-
lah, Goergen and O’Sullivan, 2015; Hill e al, 2021).
As suggested by the literature (Abdallah, Goergen and
O’Sullivan, 2015), we apply the unit root test (xtunit-
root command), which shows that the dependent vari-
able is stationary (p = 0.000), therefore there is a possi-
bility of dynamic endogeneity. Following the literature,
we include a lag of the dependent variable (Abdallah,
Goergen and O’Sullivan, 2015; Reeb, Sakakibara and
Mahmood, 2012). To correct for simultaneity, the liter-
ature suggests an instrumental variable estimator such
as two-stage least squares (2SLS) or generalized method
of moments (GMM) (Hill et al., 2021). In the context
of panel data, the recommended estimator is Blundell
and Bond’s system GMM estimator (Abdallah, Goer-
gen and O’Sullivan, 2015; Li et al., 2021), suggested par-
ticularly for international business data (Li ez al., 2021)
and used in prior internalization studies (Mariotti and
Marzano, 2019). The system GMM estimator relies on
a system of two sets of equations (in levels and first dif-
ferences) and applies internal instruments rather than
external (Blundell and Bond, 1998; Roodman, 2009).
This constitutes another advantage compared with, for
example, 2SLS models where external instruments are
needed (Blundell and Bond, 1998; Roodman, 2009). An-
other source of endogeneity typical for internalization
studies is the omitted-variable bias (Shaver, 1998). Even
though our model controls for a host of variables, we do
not capture controls, for example, at the individual level.
However, the system GMM estimator solves for unob-
served firm-level heterogeneity by incorporating inter-
nal instruments consisting of first differences of multi-
ple lags (Abdallah, Goergen and O’Sullivan, 2015; Hill
et al., 2021; Li et al., 2021). Therefore, we find this esti-
mator to be most appropriate. To determine how many
lags to use as instruments, we regress the variables on
their lags and include those that are significant (Abdal-
lah, Goergen and O’Sullivan, 2015).
The simplified formulation of our model is

Y = Bo + Bi1Yi—1 + BoXit + B3Zix + BaXiZit
+ 0 (KiB) + o (KiB) + € (1)

where Yj; and Yj;_; are the dependent variable and its
lag, By the intercept, X; the key independent variable, Z;
and X;;Z; are other independent variables and the asso-
ciated interaction terms, ¢ represents the time-variant
control variables (Kj;) vector, @ represents the time-
invariant control variables (K;) vector and e¢; the error
term.
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Results

Summary statistics and pairwise correlations are given
in Table 2. The pairwise correlation coefficients vary
from 0 to 0.72, which is below the conventional cut-
off point of 0.8 (Farrar and Glauber, 1967). Two vari-
ables showed high correlations, while moderate correla-
tions (above 0.4) were found in a few variables. Also, we
estimated the variance inflation factors (VIFs) for the
variables, with six variables above the threshold of 10
(ranged from 10.13 to 23.15). We performed the like-
lihood ratio and Wald test to analyse their contribu-
tions to the model (Hoetker, 2007). We found that in-
cluding these variables creates a statistically significant
improvement in model fit (Prob > x> = 0.000), except
in case of imports, central government debt and eco-
nomic freedom. Lindner, Puck and Verbeke (2020) ar-
gue that multicollinearity concerns are not a valid rea-
son to exclude relevant variables in internationalization
studies since it does not violate the assumptions or in-
troduce bias. Hence, we kept the variables that improved
model fit. Still, the coefficients should be interpreted
with caution. We ran robustness tests with a further re-
duced model as well as a full model with the excluded
variables.

Table 3 shows the results of the hypotheses testing
using the system GMM estimator. For this estimator
to be consistent, the instruments need to be valid and
there should be no second-order autocorrelation (AR2)
in the residuals (Blundell and Bond, 1998; Roodman,
2009). As is established practice (Mariotti and Marzano,
2019), we apply the Hansen test to confirm exogeneity.
As shown in Table 3, the p-values of the Hansen tests
in all our models are insignificant, confirming the va-
lidity and exogeneity of our instruments. The p-values
of the AR(2) test for autocorrelation are insignificant
in all our models, confirming no autocorrelation in the
second-differenced errors.

Hla suggests that the scope for OPS has a positive
effect on the propensity to engage in CBAs. The pos-
itive and significant coefficient (8 = 0.112, p = 0.000,
column 2, Table 3) confirms this hypothesis. H1b sug-
gests that the scope for OPS has a positive effect on
the propensity to engage in fully rather than partially
owned CBAs. The coefficient is positive and significant
(B = 0.425, p = 0.002, column 3, Table 3), supporting
this hypothesis. The remaining hypotheses suggest that
two independent variables interact in their effects upon
our dependent variable. The interaction test is recom-
mended, where the effect is found if the product term
of the relevant variables differs significantly from zero
(Allison, 1977; Everitt and Dunn, 2001). As in prior lit-
erature (Wang et al., 2012), we introduce the two-way in-
teractions successively. H2a suggests an interaction be-
tween the scope for OPS and market attractiveness in
explaining the propensity to engage in CBAs. The coef-
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ficient is positive and significant (8 = 0.006, p = 0.001,
column 4, Table 3), supporting this. H2b suggests an in-
teraction between the scope for OPS and host income in-
equality in explaining the propensity to engage in CBAs,
confirmed with the coefficient being positive and signifi-
cant (8 = 0.280, p = 0.002, column 5, Table 3). H3a sug-
gests an interaction between the scope for OPS and the
degree of horizontal integration, while H3b proposed
an interaction with vertical integration affecting the ex-
tent to which MNEs engage in OPS, both of which are
confirmed (8 = 0.016, p = 0.001 and 8 = 0.096, p =
0.001, columns 6 and 7, Table 3). The results do not
support H3c, where the hypothesized interaction is with
prior ETR experience (8 = 0.162, p = 0.152, column 8§,
Table 3). Figure 1 illustrates the significant moderation
effects.

We perform tests to explore the robustness of these
results. The principal ones are reported in Table 4 and
the remainder are available upon request. We develop
an alternative dependent variable, a dichotomous mea-
sure for the likelihood of acquisitions in each firm—
host country pair and time period. We re-test the full
model using logistic regression (column 1, Table 4) ap-
plied in other internationalization studies using dichoto-
mous dependent variables (e.g. Berry, Guillén and Zhou,
2010; Cui and Jiang, 2012). Using the same estimation
method, we test the H1b model, where the alternative
dependent variable is dichotomous, measuring whether
the CBAs on average were full ownership (value of 1
if 95% average ownership or more) or partial owner-
ship (value of 0) (column 2, Table 4). Overall, the results
are consistent. Next, we test the ETR and statutory tax
rates differential as an OPS proxy, where a higher dif-
ferential acts as a motivator to engage in OPS. How-
ever, we expect that the results will be less significant
because, as argued, statutory tax rates are less relevant
for OPS. The results are as expected (columns 3 and 4,
Table 4), further confirming that the ETR is the appro-
priate indicator. We also apply the financial secrecy in-
dex as a country-level proxy for OPS (Cobham, Jansky
and Meinzer, 2015) (on a reduced sample due to data
limitations) and our results hold. Furthermore, we test
the full model using Poisson regression, which is suitable
for count data, and the results are consistent (column 5,
Table 4). As suggested in Haans, Pieters and He (2016),
we test for the existence of a U and S-type relationship
and find that adding a quadratic and cubic term does
not improve model fit. Finally, we test the models by ex-
cluding the remaining three control variables with VIFs
higher than 10, and our results hold (column 6, Table 4).

Discussion and conclusion

Our paper examines OPS as a motive for firms to en-
gage in CBAs, directly to address the recent call for
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Outbound Profit Shifting and Acquisitions
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Figure 1. Interaction effects

tax-related incentives to be more firmly embedded
within research on location determinants, particularly in
the context of acquisitions (Cooper and Nguyen, 2020).
We argue and empirically show that a host country in
which there is greater scope for firms to shift profits
outbound will attract more foreign acquisitions. This
supports our reasoning that the opportunity for OPS is
a determinant of FDI and an essential element in the
firms’ accountability-avoiding FDI strategies to increase
shareholder wealth (Eden and Smith, 2022; Temouri
et al., 2022). Examples such as the Double Irish—Dutch
Sandwich illustrate how large MNEs apply this strat-
egy. Two host countries (Ireland and the Netherlands)
serve as OPS destinations, with profits ultimately shifted
outward to a tax haven (Bermuda). Each country’s tax
regulations support OPS through, for example, low-tax
or tax-free transactions between subsidiaries, low (or
no) corporate tax on royalty payments, or tax residency
rules (Eiteman, Stonehill and Moffett, 2016). OPS, we
found, is relevant across industries, even when control-
ling for MNE size.

Our study also highlights further characteristics of
OPS as an investment motive, with managerial and pol-
icy implications. Specifically, OPS demands a high level
of control over the subsidiary, hence we find a higher
likelihood that OPS-motivated CBAs will be of high or
whole-equity ownership. Our finding that the relation-
ship between OPS and CBAs is augmented when the
host market is more attractive suggests that value cre-
ation and OPS go in tandem. This, we propose, is not
the case for IPS-driven investment which, in contrast,

has no requirements that there be a host market (‘let-
terbox corporations’). We further find positive moder-
ating effects of horizontal and vertical integration on
the relationship between OPS and CBAs, carrying pol-
icy implications. As firms pursue more OPS-driven in-
vestment, the free market becomes thinner, hence the
arm’s length standard in such industries becomes pro-
gressively less applicable. When considering policies to
limit profit shifting, regulators would benefit by focus-
ing on these integrated industries in which much of the
profit shifting may take place. We might conjecture that
the strengthening impetus for OPS-driven investment
may result in more geographically complex corporate
networks in which tax liability is, generally, difficult to
assess. We might also remark that growth in the “fine slic-
ing’ of value chains means that our findings will become
more salient to explaining the relation between FDI and
OPS. Our results do not support a moderating role for
prior OPS experience. We explain this by the ready avail-
ability of OPS expertise provided by the tax-planning
services of financial consulting firms (Jones, Temouri
and Cobham, 2018). The availability of these external
services at a non-prohibitive price will weaken the rela-
tionship between experience and CBAs connected with
OPS.

Our finding that the relationship between OPS and
CBAs is positively moderated by host-country income
inequality aligns with the possibility that OPS may be a
strategy to control expropriation exposure. If so, then
tolerance for opaque accounting practices would ap-
pear to emerge as a side benefit of inequality. This may

© 2024 The Authors. British Journal of Management published by John Wiley & Sons Ltd on behalf of British Academy of

Management.
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Outbound Profit Shifting and Acquisitions

explain why investors do not shy away from riskier hosts,
as might otherwise be expected on the basis of earlier
work. For example, a recent study on the relationship
between income inequality and FDI found that highly
unequal environments deter inward investment owing to
prohibitively high transaction costs afflicting operations
(Lupton et al., 2020). Yet our findings suggest that incor-
porating the scope for OPS holds potential for explain-
ing how firms might mitigate these costs through ben-
efiting from OPS. This conclusion may deepen our un-
derstanding of the interaction between accountability-
avoiding FDI and other FDI motives. This area of in-
teraction was picked out as neglected within interna-
tionalization research (Driffield ez al., 2021), while hold-
ing much potential to reveal significant welfare implica-
tions (Beer, De Mooij and Liu, 2020). It is now clear
to see how high inequality and significant scope for
OPS may represent channels through which substantial
value may be appropriated from the host economy. Fur-
ther research on the relationship between these variables
may also help explain seemingly counterintuitive find-
ings within the property rights literature that firms in
unequal countries support weak property rights and re-
jectinstitutional reform (Emmenegger and Marx, 2019).

Our study also relates to the policy on global mini-
mum corporate tax (GMCT), whereby MNEs would be
subject to top-up taxes above those applying in the lo-
cation of their operation (OECD, 2022a). Although this
policy measure might ease the pressure on some high-
tax jurisdictions to offer tax incentives, our research sug-
gests, in line with other studies (e.g. Cobham, Jansky
and Meinzer, 2015), that there is a need for policy ac-
tion to target financial secrecy. We expect that secrecy
and the scope for OPS will feature more prominently in
future discussions of MNEs’ global strategy. We further
envisage that some jurisdictions might underline their
national sovereignty by pursuing greater secrecy as a
means to attract MNEs facing GMCT. We might fore-
see a general migration towards greater secrecy as a sec-
ondary effect of GMCT, all of which points to a need
for concerted supranational policy action.

One might wonder how host countries could be mo-
tivated to encourage OPS, as this limits domestic wel-
fare gains from inward investment. A case in point is de-
veloping countries which, in comparison with advanced
countries, rely far more on corporate tax revenues (Criv-
elli, De Mooij and Keen, 2016). The answer lies within
the international business literature, which established
that inward FDI may sufficiently benefit host countries
in several direct and indirect ways (spillovers) (Hejazi
and Safarian, 1999). These include, for example, tax rev-
enue on local factor incomes, indirect taxes, demonstra-
tion effects whereby local firms learn from new technol-
ogy and/or MNEs’ staff training, plus professionaliza-
tion benefits via transferring business practices. Each
such instance upgrades the productivity of domestic
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firms and confers new technology on the domestic econ-
omy (Kwok and Tadesse, 2006; Liu et al, 2000). On
top of this, policymakers may also be reluctant to intro-
duce more stringent OPS regulation for fear of multi-
nationals delocalizing (Peralta, Wauthy and Van Yper-
sele, 2006). Other reasons include lack of effective leg-
islation, limited capacity and capability needed to im-
plement complex rules to challenge experienced MNEs,
complexity of international tax regulations, heavy MNE
lobbying and competitive pressures (OECD, 2014).

Since we are unable to distinguish between the differ-
ent methods of OPS, further investigation to examine
whether certain channels hold a stronger relationship
with OPS-driven FDI may hold promise. Also, our fi-
nancial data consider unconsolidated accounts, whereas
research based on consolidated accounts may better ex-
plain the role of OPS within the globalized MNE net-
work. Researchers may also consider a different empir-
ical context, such as greenfield investments. OPS as a
motive will apply, we expect, when the greenfield invest-
ment is sizeable along with the interaction effects of
market attractiveness, signifying a long-term commit-
ment to the host market. Moreover, it is possible that
our hypotheses and measures may not give a complete
picture of how a country enables OPS. Future work
could, for instance, apply a more cross-country perspec-
tive and consider the role of international tax agree-
ments — particularly relevant in view of the BEPS (Base
Erosion and Profit Shifting) Project (Mosquera Valder-
rama, Lesage and Lips, 2018). We can envision a multi-
agency, multi-level ‘tax avoidance ecosystem’ that en-
ables OPS with multinationals, subsidiaries, policy mak-
ers, supranational bodies and consultancy firms, each
playing different roles (Jones, Temouri and Cobham,
2018).

Opportunities for extending our research also in-
clude, for example, the analysis of those CBAs that
are seemingly commercially unviable when evaluated in
terms of conventional motives. Additionally, OPS may
help understand poor post-acquisition performance.
The accepted view is that the management of the
post-acquisition integration process is to blame (Bauer
and Matzler, 2014; Thanos and Papadakis, 2012) and
that solutions lie within superior managerial actions
(Wei and Clegg, 2020). Apart from the spiriting away
of subsidiary profits, our findings open the way to
an intriguing alternative explanation. In OPS-driven
CBAs, productivity may be affected, leading to costs
arising from raised employee turnover, low workforce
morale in a cross-cultural setting and, ultimately,
causing long-term damage to subsidiary performance.
Prior literature found that accountability-avoiding FDI
may also lead to corporate inversions, where the locus
of incorporation is shifted under a CBA to a more
tax-favourable country, to reduce tax on foreign assets
(Godar, O’Connor and Taylor, 2005). Research on this

© 2024 The Authors. British Journal of Management published by John Wiley & Sons Ltd on behalf of British Academy of

Management.
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has largely focused on tax havens (Desai, Foley and
Hines, 2006), yet it may also be related to OPS invest-
ments and, if so, future research along these lines may
generate further implications. Quite apart from these
opportunities, our study introduces the importance of
OPS-motivated CBAs as a first step in the direction of
a deeper understanding of this phenomenon.
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