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1 Introduction

Over the last decade, the revelation of so-called "aggressive" tax planning strategies
of multinational enterprises (MNE) created considerable pressure for politicians to take action
against such harmful tax practices. The apparent lack of information about sophisticated tax
arrangements was considered a major impediment to effective tax enforcement. With the
implementation of the confidential CbCR for large MNE, legislators aimed at deterring
aggressive tax planning by increasing tax transparency of corporate taxpayers towards tax
authorities (OECD 2015). At the same time, there is a rising perception that firms should be

held publicly accountable for paying their fair share of taxes where they operate.

In the EU, several attempts were made to adopt a public CbCR but failed due to a lack
of majority support among member states. During the Portuguese EU Council Presidency in the
first half of 2021, the discussions re-gained momentum with a new compromise draft. According
to this compromise draft, affected firms would be required to publicly disclose their
international activities and financial figures aggregated at the country-level. After initial
confusion about whether this new draft would be able to secure majority support, the legislative
bodies of the EU announced a political agreement on the introduction of a public CbCR
mandate for large EU firms across industries in June 2021. This political breakthrough was
enabled as several member states changed their opinions due to rising public demand for

stronger corporate tax transparency. !

The decision to implement a public CbCR constitutes a substantial shift towards public
tax transparency. However, the measure is highly controversial as firms are concerned about
reputational and competitive risks resulting from such measures.? The growing popularity of
tax transparency measures underscores the need to understand the economic consequences of
public tax disclosure, but, as Miiller et al. (2020) point out, the empirical literature is divided
about whether and to what extent the expected risks materialize. This study builds on prior

evidence and provides novel insights into the costs and benefits of public tax transparency.

We exploit the EU’s announcement of the public CbCR to analyze how investors value

the mandatory tax disclosure for EU firms. More precisely, the change in stock prices should

! For instance, Austria and Estonia, who previously seemed to have voted against public CbCR, indicated to have
revised their positions.

2 In a public consultation by the Organisation for Economic Co-operation and Development (OECD), the lobby
group Business at OECD (2020), for example, emphasizes that “[m]any members remain strongly opposed to
any attempt to make CbC report information public, for a number of reasons, including that the reports contain
commercially sensitive data.” Similarly, the association Technology Industries of Finland (2020) argues that
“Ip]ublic reporting is an unnecessary administrative burden, including high risk for misinterpretations and
request to reveal commercially sensitive data.”



reflect investors' aggregated assessment of the possible effects of the new directive. The main
advantage of our setting is that the content of the new reports is already available to national
tax authorities.® This implies that investor reactions are not attributable to expected increases
in tax enforcement or compliance costs, i.e., costs of preparing the reports. Thus, our setting

provides a unique opportunity to examine the non-tax costs of public CbCR.

From the perspective of investors, several conflicting channels may be relevant. First,
higher tax transparency could be beneficial for investors as it improves the information
environment of investors leading to more accurate earnings forecasts (Bratten et al. 2017) and
lower information asymmetries (Desai and Dharmapala 2006). Second, the disclosure may
enable investors to better assess the tax risks associated with financial sustainability
performance. However, the public disclosure could also negatively affect firms' future
profitability due to reputational costs resulting from public discussions about low effective tax
rates (Graham et al. 2014). Alternatively, firms may adjust legal tax arrangements to avoid
public scrutiny (Dyreng et al. 2016). Another threat to firm value is the competitive
disadvantage from the disclosure of commercially sensitive information to competitors and
business partners. In light of the heterogeneous effects, it remains an empirical question, which

channel ultimately dominates.

To identify an investor reaction to the introduction of a mandatory public CbCR, we
employ a short-term event study design. Using the Factiva database, we measure media
attention and identify a 3-day event window from June 2-4 in which we expect an investor
reaction to take place. Based on a sample of 680 potentially affected firms, we find a significant
negative investor reaction on the capital markets. The corresponding short-term CAARs
amount to -0.699%, which translates into a value drop of EUR 65.487 billion. We conclude that
investors evaluate reputational risks arising from public scrutiny and potential competitive
disadvantages to outweigh potential benefits of an extended information environment or more

sustainable corporate tax strategies.

Subsequently, we try to disentangle the drivers of the observed overall negative
investor reaction and explore the two potential cost channels. We first examine the role of
reputational risk exposure in the marginal investor's response behavior. Conducting various
cross-sectional analyses, we find a significantly stronger response to firms that are regarded as
more tax aggressive. Our finding suggests that investors expect a deterrence effect. That is,

investors expect affected firms to refrain from more aggressive tax avoidance strategies to avoid

3 The affected MNE have to provide even more detailed information to tax authorities under the confidential CbCR.
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(net costly) reputational costs. Thereby, affected firms do not fully exploit their tax savings

potential, which negatively impacts the expected cash flows.

In a second step, we examine the role of the competitive environment of our sample
firms, using additional cross-sectional analyses. We find a significantly stronger response for
firms operating in industries with high short- and long-term competitor growth rates. In
contrast, we find no significant effects using industry concentration ratios, which are more
established indicators for industry competition. Our results, therefore, suggest that the
competitive environment is likely to play a role for investors. Due to the general limitations of
competitive intensity measures, however, we are reluctant to imply causality and consider this

finding rather indicative.

Located at the intersection of tax accounting and non-financial (sustainability)
reporting, our analysis contributes to the extant literature in multiple ways. Prior studies
examining the investor reaction to public CbCR were based on regimes that were originally
introduced as public CbCR regimes. Hence, the investor reaction also reflected the expected
cost of increased enforcement by tax authorities which made it difficult to assess the relevance
of non-tax costs of public tax transparency. By contrast, the focal EU draft proposal subject to
our analysis only requires the publication of previously confidentially reported information.
Therefore, our setting offers a rare opportunity to exclude direct compliance costs resulting
from a new obligation and indirect costs resulting from increased tax authority scrutiny and

potential double taxation as potential drivers of the effect.

Furthermore, prior tax accounting literature examined investor reactions to CbCR in
the context of the public CbCR regimes for either the extractive and logging industry
(Johannesen and Larsen 2016) or the banking sector (Dutt et al. 2019). Notably, the CbCR
regime for the extractive and logging industry was initially designed as a measure to combat
corruption, which is a particularly prevalent issue in this specific industry. The CbCR regime
for the banking sector, on the other hand, was implemented as part of a whole battery of
measures intended to stabilize the EU banking sector in the course of the Basel III resolutions
after the global financial crisis. Although the banking CbCR was included as a tax-motivated
instrument via detours in this catalog, the attention of investors was presumably centered on
other, more drastic measures within the bundle. Consequently, previous event studies drew tax
implications from settings that were not primarily tax-driven or potentially confounded due to
their course of introduction. By contrast, our study is the first to examine the investor reaction

to public CbCR as a purely tax-motivated regime that is introduced as a stand-alone measure



and with a cross-industry scope. Thus, our setting allows for an unambiguous identification of

the investor reaction to public zax transparency.

Regarding the discussion about public CbCR representing a component of
sustainability reporting, we add to an emerging stream of literature. In particular, our results
corroborate prior findings that investors do not appreciate CSR disclosures at any cost. Grewal
et al. (2019) examine investor reactions to the passage of the EU directive on disclosure of non-
financial information and find positive abnormal returns for firms with strong pre-regulation
environmental, social and governmental (ESG) disclosure and performance but even stronger
negative abnormal returns for firms with low pre-regulation ESG disclosure and performance.
Hombach and Sellhorn (2019) examine an SEC disclosure rule, which requires oil and gas firms
to publish details about their payments to host governments and find a negative investor reaction
that is particularly pronounced for firms with greater reputational risks. Both studies focus on
ESG reporting in general but do not provide evidence for its individual components. To the best
of our knowledge, we are the first in this context to add more granular evidence on tax
transparency, which is a momentum-gaining component of non-financial sustainability

reporting.

The inherent characteristics of our setting provide for a high external validity of our
findings. Our implications are equally applicable to similar measures and very timely given
ongoing political efforts in the USA to expand the confidential CbCR regime into a public
regime. With the "Disclosure of Tax Havens and Offshoring Act", a corresponding draft bill
has already been submitted to the Senate and awaits approval for further legislative actions. In
addition, the globally most widely applied standard for the non-financial (sustainability)
reporting, Global Reporting Initiative (GRI), was augmented by an additional module on
taxation (GRI 207: Tax), providing for a de facto voluntary public CbCR. Against this
background, our findings provide a meaningful contribution for the design of similar tax
transparency measures. Our results imply that, in case of a mandatory public CbCR measure,
decision-makers should take into account that affected firms will incur substantial costs that

significantly exceed the benefits from an investor perspective.

The remainder of this paper is organized as follows. Section 2 describes the setting of
our event study, contextualizes it against the extant literature, and presents our hypothesis.
Section 3 describes our sample selection procedure and methodological approach to identify

the investor reaction. Section 4 presents the corresponding findings from our main analysis and



robustness tests. Section 5 examines the relevance of reputational and competitive costs

associated with the public CbCR for investors in cross-sectional analyses. Section 6 concludes.

2 Institutional Background
2.1 EU Proposal on public CbCR

The idea to require large MNE to publicly disclose a detailed CbCR was first discussed
in 2016 when the EU legislative bodies adopted the confidential CbCR to tax authorities. The
confidential CbCR was part of Action 13 of the OECD/G20 project on base erosion and profit
shifting (BEPS). In its final report, the OECD emphasized that the measure was developed to
facilitate high-level risk assessments by tax authorities and that the reports should remain

confidential (OECD 2015).

In parallel to the adoption of the confidential CbCR in the EU and despite the clear
guideline by the OECD, the European Commission published a draft proposal for the public
disclosure of income tax information on April 12, 2016. The measure was intended to
complement the confidential CbCR. The European Parliament expressed support for the
initiative arguing that additional tax transparency would allow for better public monitoring of
multinational firms. Subsequently, the European Parliament defined its negotiation position in
a plenary vote on July 4, 2017. The negotiations in the Council of the EU proceeded slowly in
the following months and were delayed due to substantial disagreement between member
states.* On November 13, 2019, the Finish Presidency of the Council released a compromise
draft. However, the negotiations reached a deadlock in the Council as the majority of countries
disapproved the proposal. Under the successive two presidencies, no further attempt was made

to advance the process.

At the beginning of its Presidency, Portugal published a new compromise draft to
revive the negotiations in the Council (January 13, 2021). The draft was discussed in various
committees and working groups, but it was questionable whether Portugal could secure the
required majority vote. On February 25, the Portuguese Council Presidency invited the Member
States to exchange their views on the latest compromise draft during an informal video
conference. At the end of the meeting, the Presidency noted that there was sufficient support
from the member states for a further procedure with the draft proposal. While the outcome of

the informal meeting was not legally binding, it set the ground for the Council to enter into

4 Officially, the main concern was related to procedural rules for a public CbCR. Directives on direct taxation
require unanimity among member states whereas directives on financial reporting may be adopted by qualified
majority in the Council.



interinstitutional negotiations with the European Parliament and the European Commission
("trilogue"). These formal negotiations usually take several months and may fail if the
institutions do not strike a compromise. The early breakthrough after the third trilogue meeting
was, therefore, quite a surprise. In the late evening of June 1, 2021, the European Parliament
announced that a provisional agreement on the directive had been reached. This political
agreement of the legislative bodies constitutes our main event since it resolved investors' long-
lasting uncertainty on the legislative process. Moreover, the agreed-upon compromise draft
clearly defined the scope of the new directive. To support our choice of the main event, we
assess the media coverage of the legislative process by searching the Factiva database for

relevant news articles (see Section 3.1).

The comprise draft requires large MNE headquartered in the EU with consolidated
revenues above €750 million in each of the last two preceding financial years to prepare and
disclose a detailed report on its geographic operations together with financial figures aggregated
on country-level.” The requirements are similar to the confidential CbCR, but the proposal
constitutes a reduced version of the OECD approach in terms of scope and financial items. The
geographic coverage is limited to activities in European member states and a number of other
jurisdictions that are blacklisted as non-cooperative jurisdictions for tax purposes ("tax
havens").® In contrast to the confidential CbCR, firms are not required to separate related-party
revenues and third-party revenues. Moreover, stated capital and tangible assets are not included
in the public version. The reports must be made available to the public free of charge on the
firm's website or public registers within 12 months after the financial year. Affected firms may
obtain a deferral of disclosure of certain commercially sensitive items for a maximum of five
years.” In sum, the proposed reporting requirement is less comprehensive than previous CbCR
regimes and the voluntary sustainability reporting standard on taxation, GRI 207, which

requires a public CbCR on worldwide activities (GSSB 2019a).

5 The reporting obligation also applies to EU subsidiaries of non-EU multinationals if consolidated group revenues
exceed the threshold.

6 This list is compiled and regularly updated by the Council. The current version includes mostly small pacific
islands but also more prominent countries like Panama, Turkey, and Australia (EU Council, 26.02.2021,
2021/C 66/10).

7 However, information on jurisdictions listed as tax havens may never be omitted.
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2.2 Related Literature and Hypothesis

The capital market reaction to the new directive depends on investors' expectations
about how the higher level of tax transparency will impact future cash flows of affected firms.
The information contained in the reports provides novel insights on the international business
structures of affected firms to investors and several stakeholders, including analysts, business
partners, competitors, NGOs, the media, and customers. Rational investors will take the

reactions of all stakeholders into account when assessing the consequences of the new measure.

In principle, investors may appreciate the additional disclosure as it helps to evaluate
firm fundamentals and future cash flows. Prior studies suggest that tax-related disclosure is
associated with more accurate forecasts on future earnings (Bratten et al. 2017; Hanlon et al.
2005). Public CbCR makes detailed information about the profitability and tax payments in
foreign markets available. The geographic segment reporting under current financial reporting

standards does not provide this level of granularity.

Moreover, CbCR may enable investors to evaluate the efficiency of managers' tax
avoidance strategies (Frischmann et al. 2008). Tax savings from legal tax planning increase
corporate profits and are, thus, in the interest of shareholders. In line with this argument, prior
literature documents positive stock price reactions to news on legal corporate tax avoidance
(Blaufus et al. 2019) or the disclosure of advance tax rulings in Luxembourg (Huesecken et al.
2018). While tax planning is, per se, beneficial for investors, it might also give rise to agency
conflicts if managers set up complex structures to divert private rents (Desai and Dharmapala
2006). This problem seems to be more pronounced for firms with weak corporate governance
mechanisms. Desai and Dharmapala (2009) examine the ambivalent relationship between tax
avoidance and firm value. The authors find that tax planning increases firm value only for firms
with a high share of institutional owners. The agency perspective helps to explain positive
market reactions to increased tax enforcement (Desai et al. 2007). Similarly, public CbCR could
reduce information asymmetries between shareholders and managers and allow for better

monitoring of firm insiders.

Several NGOs and investors supported the inclusion of a public CbCR in the new GRI
reporting standard on taxation. According to the public comments, CbCR can be used as an
informative source for evaluating firms' performance on sustainability and its value
implications (GSSB 2019b). The positions are not representative of all capital market
participants but reflect the growing demand for non-financial disclosure and investment

opportunities in sustainable firms. Yet, even if all investors appreciate the reporting mandate,



they might still conclude that the disclosure will be costly for affected firms. Grewal et al.
(2019) examine capital market reactions to events around the passage of the non-financial
reporting directive in the EU. The authors show that stock prices of affected firms decline
significantly, suggesting that the disclosure mandate is expected to lead, on average, to net costs
for affected firms.® Moreover, their empirical results imply that the negative reaction is mainly

attributable to proprietary and reputational costs.’

Reputational risks and public pressure are important determinants for corporate tax
strategies (Austin and Wilson 2017; Graham et al. 2014). For instance, Dyreng et al. (2016)
find that UK firms reduce the level of tax avoidance following public scrutiny on their
disclosures provoked by an activist group. Such adjustments decrease after-tax profits and
subsequently shareholder wealth if alternative schemes cannot sustain the tax savings. Under
public CbCR, activist groups or the media could utilize the tax information in the reports to
exert pressure on firms to "pay their fair share". In fact, holding firms publicly accountable for
their tax payments has been an explicit goal of the measure (European Parliament 2019). If
investors predict that public CbCR increases the probability of public pressure and causes firms

to adjust their tax planning strategies, we should observe a negative reaction around the event.

Besides reputational risks, investors might be concerned about competitive
disadvantages arising from the disclosure of commercially sensitive information. Non-EU
competitors may use the information about geographic exposure and profitability. Similarly,
suppliers and business clients benefit from insights into the international value chains of their
partners. Direct evidence on proprietary costs is scant, but recent studies suggest that
proprietary costs are responsible for reduced voluntary corporate disclosure in competitive
markets (Huang et al. 2017; Ellis et al. 2012). In the context of geographic segment reporting
under IFRS 8, Leung and Verriest (2019) find that firms aggregate financial items for growing

and profitable regions consistent with high proprietary costs.

In sum, all channels likely influence investors' response to the new public CbCR-
requirement, but with different weights. Two related studies analyze capital market reactions to
the introduction of industry-specific CbCR initiatives in the EU. Johannesen and Larsen (2016)
examine firms' stock prices in the extractive industries (i.e., oil, gas, and mining firms) around

key dates in the legislative process. Notably, the primary purpose of the regulation was to

8 However, Grewal et al. (2019) document positive investor reactions for firms that had good CSR performance
and voluntary reporting scheme prior to the directive.

% The results are similar to the findings by Hombach and Sellhorn (2019) who assess capital market reactions to
the SEC’s extractive payments disclosure rules.



increase financial transparency in a sector that is prone to bribery and fraud, especially in
developing countries (Rauter 2020). The authors document very strong decreases in firm value
but do not test for potential channels that drive the effect. In contrast, Dutt et al. (2019) find no
significant market response to the introduction of a public CbCR in the banking sector.!’ Both
studies conclude that increased tax transparency led to a reduction in tax avoidance
opportunities as it facilitates the detection of aggressive tax planning schemes for tax
authorities. This interpretation is supported by several studies that find evidence consistent with
banks reducing profit shifting activities among affiliates and tax havens following the disclosure

requirement (Eberhartinger et al. 2020; Joshi et al. 2020; Overesch and Wolff 2021).

The main difference between our setting and the two industry-specific CbCR regimes
is that tax authorities had no information about foreign activities and tax payments prior to the
publication of the industry-specific reports. Thus, the results above imply that the authorities
may have used the reports for unilateral transfer pricing adjustments. However, in our setting,
the disclosed reports should not reveal any additional information to tax authorities as they
receive the more detailed confidential reports for their tax assessments.!! Therefore, we can
effectively rule out that investors anticipate negative effects on future cash flows because of
improved tax enforcement or direct costs from preparing the reports. Thus, absent this
mechanism, we analyze whether the costs of disclosure (reputational or proprietary costs) still
outweigh the benefits of reduced information asymmetries. In that sense, our analysis is also
related to the setting in Hoopes et al. (2018), who examine an Australian tax disclosure rule.
The regulation mandated the Australian Taxation Office (ATO) to disclose taxable income and
tax payable for large public Australian and foreign-owned firms. Their event study analysis
shows that stock prices of affected firms decline significantly around the enactment of the law.
The authors focus on firms with zero tax expense reported in financial statements, hence, those
firms with presumably the highest public scrutiny. The results suggest that investors anticipated
higher costs for these firms. Even though the scope of the Australian disclosure regime is
limited to few financial items and one country only, similar considerations might apply in the

case of a public CbCR.

10 The transparency measure was part of the Capital Requirement Directive (CRD) IV, which implemented the
Basel I1II standards into EU law. The main purpose of the directive was to ensure the financial stability of the
EU banking system (Dutt et al. 2019).

' First empirical evidence indicates that multinational firms reduce the level of tax avoidance and shift real
investments to European tax havens following the confidential CbCR (De Simone and Olbert 2021; Joshi
2020).



Based on these findings, we expect that investors perceive the disclosure of a public
country-by-country report as costly. In particular, we conjecture that the benefits of the new
information do not compensate for the reputational risks arising from the disclosure. Our

hypothesis is:

HI:  Investors respond negatively to the political agreement on a public CbCR for

large European firms.

3 Empirical Strategy
3.1 Event Date

As discussed in Section 2.1, the unexpected trilogue agreement to introduce a public
CbCR regime in the EU was communicated in the evening of June 1, at around 9:15 pm. Given
that the major stock exchanges were already closed or about to close at the time of the

announcement, '>

we expect a stock price reaction to take place on June 2 at the earliest. To
validate our expectation, we measure international media attention using the Dow Jones Factiva

database (Borghesi et al. 2014; Chen et al. 2019). Figure 1 depicts the corresponding result.

The graph shows particularly strong media attention between June 1 to June 4,
confirming our expectation. The cumulative media coverage around the June event
(i.e., June 1-4) accounts for 43.1% (i.e., (33+68+24+3)/325) of the overall media coverage

measured. Consequently, we identify June 2 as the event date of interest for our analysis.

Moreover, we observe above-average media attention around the event on
February 25 (13.5% of the overall media coverage measured). However, after inspecting the
articles, we do not expect an investor reaction around this event despite the high media coverage
for two reasons. First, the agreement in February was only of preliminary and unofficial nature,
which is also reflected in the media reports. For example, the British newspaper The Guardian

headlined "EU states back plan to expose big companies' tax avoidance"'?

on February 26. In
contrast, on June 2, the respective headline was "EU agrees to force multinationals to disclose
tax, piling pressure on UK"'*. Second, it is especially smaller and local media with a
geographically limited target audience that pick up the agreement in February. Except for The
Guardian, we could not identify any further outlets with an international target audience around

the February event. In contrast, the main event in June is also covered by the Financial Times

12 The major European and Asian Stock exchanges (i.e., London, Frankfurt, Paris, Hong Kong, Tokyo, Singapore,
Shanghai) were already closed at the time of the announcement. The stock exchanges in New York and Toronto
closed 45 minutes after the announcement.

13 Ttalic emphasis was subsequently added. We refer to Figure 2 for a screenshot of the headline.

14 Ttalic emphasis was subsequently added. We refer to Figure 3 for a screenshot of the headline.
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and Shanghai Daily, for example. Moreover, while we do not find an official press release from
a constitutional organ of the EU in February, the European Parliament published a press release
on June 1, which was headlined "EU lawmakers strike milestone deal for corporate tax
transparency". Nevertheless, we assess the capital market reaction around February 25 as an

alternative event date.

3.2 Data and Methodological Approach

To analyze the investor reaction to the EU announcement, we examine the stock
returns of affected firms around the identified event, as described by Kothari and Warner (2007)
and applied in recent literature (Kajiiter et al. 2019). That is, we estimate the magnitude of
abnormal returns based on the stock price development of a suitable benchmark (i.e., market)

portfolio.

We identify firms that are likely to be subject to the directive using Bureau van Dijk's
(BvD) flagship database Orbis, based on the scope of the EU draft proposal. That is, we require
sample firms to exceed the turnover threshold of EUR 750 million in their last two available
reporting periods. Moreover, we require firms to be active and publicly listed to be able to
observe stock returns. To ensure the timeliness of our data, we exclude firms whose last
available reporting year is prior to 2019. Furthermore, we require firms to be headquartered
within the EU to ensure that the selected firms fall under the scope of the directive. We exclude
firms that operate either in the extractive and logging industry,'® respectively the banking
sector, '® as these firms are already subject to an industry-specific CbCR regime. We merge the
resulting 715 firms with the Thomson Reuters EIKON database to obtain accounting data from
Worldscope and stock market information from Datastream. We lose 30 firms that cannot be

merged in this step.

We retrieve return information for our treatment firms and the benchmark portfolio
from Datastream for the period starting January 1, 2020, and ending June 17, 2021, resulting in
stock return information on 382 trading days for each firm. We use Datastream's Total Return
Index (RI),!” which represents a theoretical value growth by assuming that dividends are

reinvested to purchase additional units of the respective stock. Due to the international scope

15 The corresponding NACE Rev. 2 codes are 6411-6499 and 6611-6630.
16 The corresponding NACE Rev. 2 codes are 0110-0322 and 0510-0990.
17 The index value R1 is calculated using a method in which the discrete quantity of dividend paid is added to the

price on the ex-dividend date. That is, RI is computed as follows: RI; = RI;_; * pL, where p; equals the price
t—-1
on date t and p;_; equals the price on the previous date. If t equals the ex-date of dividend payment D;, the
method adjusts as follows: RI; = RI;_; * p;—wt.
t—-1
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of our sample, we consider the MSCI World to be the most suitable available proxy for the
market portfolio. The MSCI World is a global stock index that tracks the performance of more
than 1,600 firms from 23 countries. The firms in our sample account for 10.8% of the MSCI
World, mitigating concerns that treatment firms considerably impact the return of the

benchmark portfolio.

Our Factiva analysis shows that the media coverage spike for our main event lasts until
June 4 and subsequently reverts to the average level of media attention. Therefore, we expect a
reaction to take place within the first two days following the event, i.e., our event day June 2
and the two subsequent days.'® Thereby, we allow capital markets to impound the reactions into
firms' stock prices (Grewal et al. 2019). For the estimation period, we follow Johannesen and
Larsen (2016) and Dutt et al. (2019) and use a 1-year period ending six days before the
respective events.!” We only keep firms with at least 70% non-zero returns in our estimation
and event period to ensure that sample firms are actively traded to mitigate difficulties during
the estimation of the market model (Dutt et al. 2019). Based on this identification strategy, we
end up with a final sample of 680 treatment firms. Table 1 provides a detailed overview of our

selection process.

Table 2 shows the descriptive statistics of our sample. The average daily stock return
amounts to 0.09 percent, slightly higher than the average daily return of the benchmark portfolio
MSCI World (0.07 percent). The minimum turnover value of EUR 750 million in the last
available year indicates that at least one firm is located close to the reporting threshold. The
median firm accounts for a turnover of EUR 2.74 billion, operates in the B2C sector, has a
GAAP effective tax rate of 24.75% (respectively a cash effective tax rate of 23.50%), and an
intangible-to-total-assets ratio of 19.28%. We provide a country breakdown of our sample in

Table 3.

For our main analysis, we use the event study design of Thompson (1985) and
Eckbo (2007), assuming the Sharpe-Lintner Capital Asset Pricing Model (CAPM) to be the
applicable return-generating process. This procedure implies the following regression model

for the estimation of abnormal returns:

Tt = & + Bitme + viEvent, + &; (1)

18 This is also our specification of choice for the alternative event day, given that the media reaction reaches a
spike on February 25 and decays until February 27.

19 To test the robustness of our results, we also employ a short-term estimation period of three months in Section
4.2 and find that our results are robust to alternative estimation period specifications.
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where 7;; is the realized return of firm i on trading day ¢, 1y, is the realized return of
the benchmark portfolio (i.e., in our main analysis the MSCI World) and Event; is a dummy
variable indicating trading days within the event period. €;; is the error term and captures all
effects that are not included in the model. The constant a; represents an estimate for the alpha
of an equally-weighted portfolio of our treatment firms and f3; is an estimate for the portfolio's
market beta. y; represents an estimate for the average abnormal return during the event window
and is, therefore, our coefficient of interest. To compute the CAAR, we multiply each y; by the

number of days in our event window (Doidge and Dyck 2015; Klein et al. 2019).

4 Results
4.1 Main Findings

The results for our main event are presented in Table 4. In both specifications, we use
the 1-year period estimation window (-267,-6) and cluster standard errors on firm-level and
trading day-level. Column 1 depicts the results of our baseline analysis. For the 3-day event
window (0,2), we find that the average sample firm experiences an abnormal return of -0.699%,
statistically significant at the 1%-level. Considering the total market capitalization of our
sample firms on June 1 (i.e., the day before the event) of EUR 8,131.5 billion, this translates
into a value drop of EUR 65.487 billion within the first two days after the event. Our regression
results further indicate a market beta of 0.674 (significant at the 1%-level) and a portfolio alpha
of 0.109 (significant at the 5%-level).

Column 2 shows our regression results using an alternative 2-day event window (0,1).
We find that the average firm accounts for an abnormal return of -0.499%, which translates into
a value drop of EUR 48.532 billion. Estimates for the market beta and portfolio alpha are

unaffected by this change, both in terms of magnitude and statistical significance.

Next, we analyze the alternative event on February 25, which was identified in the
Factiva media coverage analysis. We follow our main event analysis and use (0,2) and (0,1) as
event window specifications. The corresponding results are depicted in Table 5. We find
positive CAARs for both specifications, amounting to 0.572% and 0.904% for the (0,2) and
(0,1) event windows, respectively. In both cases, however, our estimates are statistically

insignificant.

In conclusion, we find an average negative investor reaction to the EU's announcement
of a public CbCR regime in our main analysis. Our findings are consistent with the notion that

the average investor evaluates the associated costs of public disclosure to exceed the benefits
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from a more extensive information environment and a potentially improved financial
sustainability position associated with the increasing public pressure to be a "good corporate
citizen".

Moreover, these findings are consistent with the results of Johannesen and Larsen
(2016), who also find a negative investor response for the introduction of a public CbCR in the
extractive sector. The smaller effect size of our estimations is likely due to the divergent
backgrounds of the CbCR regimes. As explained in Section 2.2, the CbCR regime for the
extractive and logging sector was developed primarily to combat criminal business practices,
such as corruption in developing countries. In addition to reputational costs, the discovery of
illegal activities also leads to direct costs from legal proceedings and potential fines. The tax
CbCR on the other hand, was primarily designed to reveal tax avoidance resulting from mostly

legal practices that exploit loopholes in the global system of national tax laws.

4.2 Robustness Tests

To increase the confidence in our results, we run a series of robustness tests, in which
we alter the assumptions and parameters of our baseline analysis.?’ Table 6 shows the
corresponding results. In column 1, we follow prior literature and employ the S&P Global 1200
as an alternative market proxy to the MSCI World (Dutt et al. 2019; Johannesen and Larsen
2016). The coefficient of interest remains unchanged by this alteration, both in terms of
magnitude and statistical significance. In column 2, we winsorize firm and market returns
within the estimation and event periods at the 15 and 99" percentile. The outbreak of the
COVID-19 crisis has led to increased volatility in the global capital market. By winsorizing,
we aim to account for the impact of COVID shocks, such as the discovery of a new virus variant
or the successful test phase of a vaccine candidate. The corresponding results show that the
alteration leads to a decrease in effect size by 0.082 percentage points to -0.617%, but an
increase in statistical significance. In column 3, we control for potential confounding events
and exclude firms with an earnings announcement within a (-2,2) window around the event
date. We retrieve earnings announcement dates from I/B/E/S and identify four firms that made
announcements during that period. Given the small share of affected sample firms, it is not
surprising that our coefficient of interest is hardly affected by their exclusion. The effect size
drops by 0.013 percentage points to -0.686% and remains statistically significant at the 1%-

level. In column 4, we combine the winsorization and exclusion of firms with earnings

20 Our baseline regression is shown in Table 4, column 1. Le., for our robustness tests, we analyze the main event
(June 2), using a 1-year estimation period (-267, -6) and a 3-day event-window (0,2).
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announcements tests. The CAAR drops to -0.604% while remaining statistically significant at

the 1%-level.

In a second step, we alter the estimation period to a short-term 3-month window
starting 68 days and ending 6 days before the event date and replicate our baseline analysis and
the robustness tests from Table 6. The corresponding results are depicted in Table 7. Column 1
shows the results of the baseline analysis but with the altered estimation period. We find that
the CAAR drops to -0.509% but remains statistically significant at the 5%-level. Column 2
shows the results for using the S&P Global 1200 as an alternative benchmark portfolio. Here,
the coefficient of interest amounts to -0.523%, significant just above the 5%-level (p-value of
5.5%). Winsorizing the return information in the estimation and event period reduces the effect
size to -0.478% (column 3) and the exclusion of firms with earnings announcements during the
(-2,2) window around the event date yields CAARs of -0.497% (column 4). In column 5, we
find that the combination of a short-term estimation period, winsorization of return data, and
exclusion of firms that have earnings announcements around the event date results in the
smallest overall effect size in our test series. The CAAR amounts to -0.465% and is statistically

significant at conventional levels.

Taken together, the analyses in this Section show that our results are robust to changes
in assumptions or parameters of our estimation model. Our results remain similar in terms of
magnitude and statistical significance, and our main inference from the previous Section does
not change. This supports our view that the marginal capital market investor is negatively

pricing in the EU announcement of the introduction of a public CbCR.

5 Heterogeneity Analysis
5.1 Data and Methodological Approach

After identifying an overall negative investor reaction, we aim to better understand the
firm characteristics the marginal investor takes into consideration. As laid out in Section 2.2,
our setting allows us to exclude direct implementation costs and indirect costs from tax
authority scrutiny as potential reasons for an adverse reaction. The remaining indirect costs can
be classified as reputational costs from being publicly exposed as an aggressive tax avoider
(regardless of whether such exposure was justified or not) and costs resulting from competitive
disadvantages. We, therefore, expect that the effect size should be larger for firms that are more
sensitive to reputational concerns and firms situated in fierce competition. For our analyses, we

thus extend our baseline model as follows:
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Tie = @ + Bitme + ViEvent, + @;l; + 6;1; x Event; + €;; (2)

where I; is a vector of firm-specific indicators. I; * Event; is the interaction term of
the indicator vector I; and our dummy variable that indicates trading days within the event
window. All other variables are as explained in equation 1. The new coefficient of interest is
the coefficient of the interaction vector §;. To examine the role of the two cost channels
separately, we determine meaningful measures that indicate the degree of reputational concerns
and the fierceness of the competitive environment based on the extant literature. We describe

the choice of the respective measures in the following.
Identification of reputational concerns

Two common measures of tax avoidance are the effective tax rate (ETR) of a firm
based on accounting figures (so-called GAAP ETR), respectively based on the actual taxes paid
(so-called Cash ETR) (Hanlon and Heitzman 2010). Using data from the consolidated financial
statements for the financial year 2020 from Worldscope, we compute the GAAP ETR by
dividing the income taxes (as stated in the profit and loss statement) by the pretax income of
the respective firm and the Cash ETR by dividing the income taxes paid (as stated in the cash
flow statement) by the pretax income of the respective firms. It is important to mention that
GAAP ETR, unlike Cash ETR, does not capture a deferral of tax payments (Hanlon and
Heitzman 2010) and might therefore not be the measure of choice for all instances. At the same
time, an investor might prefer the GAAP ETR, given that it is easier to determine. For the
computation of the GAAP ETR, both numerator and denominator can be retrieved from the
same document (i.e., the profit and loss statement), whereas the Cash ETR requires information
from both the profit and loss statement and the cash flow statement. We subsequently divide
our sample firms into quintiles for each variable and define "Low-EBTR" and "Low-ECTR" as
dummy variables that assume the value of 1 for firms in the first and second quintile of the
GAAP ETR variable (EBTR), respectively the Cash ETR (ECTR) variable. We assume that
investors consider potentially more tax aggressive firms to suffer from greater reputational

risks.

Furthermore, we acknowledge that several empirical studies provide evidence for a
tax-driven allocation of intangible assets within a multinational corporation. Dischinger and
Riedel (2011) document that a decrease in the average tax difference to the remaining group
affiliates by one percentage point increases the focal affiliate's level of intangible assets by
1.7%. Karkinsky and Riedel (2012) examine the impact of tax rates on patent locations and find

that an increase in the corporate tax rate of 1 percentage point reduces the number of patent
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applications by 3.5-3.8%. Estimating a model of firm decisions, Griffith et al. (2014) identify
corporate tax rates as significant determinants in corporate patent location decisions.
Heckemeyer et al. (2014) document that, conditional on the intensity of research &
development activities of a firm, the level of intangible assets in the firm is associated with
more tax planning efforts and ambitions. Thus, we argue that a higher intangible-to-total asset
ratio might indicate higher and more sophisticated tax planning potential and could, therefore,
serve as a proxy for investors to identify larger reputational risks. We, therefore, compute the
respective ratio based on the 2020 financial information in Worldscope and allocate our sample
firms into quintiles. We define "High-Int" as a dummy variable that assumes the value of 1 for

firms in the fourth and fifth quintile with regard to the intangible-to-total-assets ratio.

Moreover, we consider the results of Eberhartinger et al. (2020), who document that
banks reduce their presence in tax havens in response to the introduction of a public industry-
specific CbCR. We retrieve ownership information for our sample firms from Orbis. With
regard to the classification of tax haven jurisdictions, we follow the list provided by Fuest et al.
(2021). We compute the relative share of subsidiaries located in tax haven jurisdictions and
allocate our sample firms into quintiles. We define "High-Haven" as a dummy variable that
assumes the value of 1 for firms in the fourth and fifth quintile with regard to the relative share

of tax haven subsidiaries.

Finally, we consider that firms operating in the B2C sector are more exposed to public
attention than B2B firms. In line with Dutt et al. (2019), we, therefore, examine the difference
in the effect size along the B2C vs. B2B sector. We define "B2C" as a dummy variable that
assumes the value of 1 for firms operating in the B2C sector and 0 for firms operating in the
B2B sector. We apply the classification in Boyd and Kannan (2018) to allocate firms to the
B2C sector based on their 4-digit SIC codes available in Orbis.

To be included in the sample, we require firms to have the necessary information for
the computation of all indicator variables available. We drop firms with a negative pretax
income, as ETR measures are otherwise difficult to interpret (Dyreng et al. 2017; Robinson et
al. 2010; Bilicka et al. 2021). To reduce the impact of outliers, we cut GAAP ETR, Cash ETR,
and the intangible-to-total-assets ratios at 0 and 1 (e.g., Joshi et al. 2020; Joshi 2020; Chyz et
al. 2019). This procedure ultimately leads to a final sample of 480 firms for our cross-sectional
heterogeneity analyses regarding reputational concerns. We estimate equation 2 using the

parameter values from our baseline analysis. That is, we analyze the investor reaction to the EU
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announcement on June 2, using a 1-year estimation window (-266,-6) and a 3-day event window

(0,2).
Identification of the competitive environment

One of the most established metrics to measure the level of competition is the
Herfindahl-Hirschman Index (HHI), which is frequently used by national antitrust agencies?®'
and in the extant literature (Francis et al. 2013; Borenstein et al. 1999). The index measures the
industry concentration by incorporating the relative market share of all firms in a given industry.

It is computed by summing up the squared market shares of each market player in a given

industry. After multiplying the market shares by 100, the HHI assumes values between % <

HHI < 10,000 whereby N represents the number of market players in the given industry.
Higher index values indicate higher concentrations of market shares within a given industry
and, thus, lower competition among firms in that industry. To calculate the HHI, we use BvD's
classification of industry peers in Orbis,?? which allows us to identify potential competitors of
our sample firms and calculate the total turnover volume per industry as well as the individual
market shares based on the available turnover information for the financial year 2019.2* In our
analysis, we include the dummy "Low-HHI", which assumes the value of 1 for firms in
industries in the lowest two quintiles with regard to the HHI (i.e., industries with high

competitive pressure) and 0 otherwise.

Another established group of concentration measures is represented by the so-called
Concentration Ratios (OECD 2021). Concentration Ratios measure the cumulative market
share of the top N-firms in a given industry. A low Concentration Ratio implies that the market
is less dominated by the N-largest firms (Francis et al. 2013). By focusing on the largest firms,
the measure neglects the distribution of market shares of the remaining competitors (contrary
to the HHI). We measure the Concentration Ratio for the ten largest firms in terms of turnover
("CR10") and define "Low-CR10" as a dummy variable that assumes the value of 1 for firms

operating in industries allocated to the first and second quintile with regard to CR10.

We acknowledge that concentration measures, in general, are imperfect proxies for the

actual competitive environment within industries. Most importantly, they do not measure

competition directly but the structural market outcome of competition (OECD 2021).2*

2l For instance the Norwegian Competition Authority, see https://konkurransetilsynet.no/competition-has-been-
stable-in-norway-for-the-last-decades/?lang=en (01.10.2021).

22 The classification is based on the four-digit NACE-industry codes, but more granular due to additional
adjustments by BvD.

23 The year 2019 represents the most recent year for which we have financial information available in Orbis.

24 For further shortcomings, see among others, Matsumoto et al. (2012) and Borenstein et al. (1999).
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Furthermore, we note that concentration measures on a stand-alone basis are limited to a static
description of the market structure but do not account for dynamic developments. We address

this issue and complement our analyses by using two additional dynamic indicators.

Our first indicator measures the 1-year (5-year) industry growth in terms of total
turnover. We argue that industries with low industry growth rates suggest higher competitive
pressure on firms, as a firm's market position may primarily be strengthened by retaining its
customers and attracting the existing customers of competing firms, yet not through the
attraction of new customers. Thus, we define "Low-1yr turnover growth" ("Low-5yr turnover
growth") as a dummy taking the value of 1 for firms in industries belonging to the first and

second quintile in terms of the 1-year (5-year) turnover growth.

The second indicator is derived from Porter's Five Forces Model, in which the threat
of an entry of new market participants is presented as a determinant for the dynamic rivalry
within a given industry (Porter 1980). Our approach is similar to Buijink et al. (1998), but we
define a combined measure accounting for market entries and exits. More precisely, we
calculate the 1-year (5-year) growth rate in the number of competitors for each industry.
Industries with high growth rates are considered more competitive. The dummy variable "High-
lyr competitor growth" ("High-5yr competitor growth") equals 1 for firms in industries

belonging to the fourth and fifth quintile of the respective variables.

In the absence of observable characteristics that would enable us to delineate product
markets,?® we emphasize that our approach to identify the competitive environment is based on
industry classifications. Industry classifications are typically more broadly defined than product
markets. In combination with the above-mentioned general shortcomings of concentration
measures, we are cautious to interpret the results of our analyses regarding the competitive

environment as causal links and consider them rather indicative.
5.2 Findings
Heterogeneous effects for different levels of reputational concerns

Our results for the heterogeneity analyses regarding different levels of reputational
concerns are shown in Table 8. In columns 1-5, vector I; contains the indicator variables

individually, whereas, in column 6, we include all five indicator variables.

25 A common measure is the similarity of product descriptions in firms’ 10-K filings (e.g., Hoberg and Phillips
2016). However, such information is not available for our European sample.
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Column 1 depicts the results for the GAAP ETR analysis. In line with our expectation,
our results show that the investor reaction is considerably stronger for more tax aggressive firms
in terms of the GAAP ETR. While the average firm in the less tax aggressive sample
experiences an abnormal stock price reaction of -0.595% in the 3-day event window, the
average tax aggressive firm in terms of GAAP ETR experiences a -0.247 percentage points
lower 3-day CAAR. This finding is in line with the notion that investors expect firms to
converge towards more conservative tax planning strategies in anticipation of increasing public
pressure, which indirectly affects the expected value of cash flows due to foregone tax savings.
Interestingly, we find no significant difference in effect sizes in the cash ETR analysis (column
2). The marginal investor thus seems to rely on the readily available but, in some instances, less

informative ETR measure.

Column 3 shows the results for the intangible-to-total-assets ratio analysis. The
corresponding coefficient of interest is negative with a considerable effect size of -0.227% but
is not statistically significant at conventional levels. Similarly, we do not find a significant
difference between firms with high versus low shares of tax haven subsidiaries (column 4). The
coefficient of interest is close to 0 and insignificant, for which we identify two possible reasons.
First, it is comparatively costly to obtain the ratio. Unlike the basic values used to compute the
ETR measures or the intangible-to-total-assets ratio, the number of subsidiaries is generally not
directly available from the financial statements but has to be compiled on the basis of news or
legal documents or via paid access to corresponding databases. The high number of subsidiaries
for MNE of this size (our median sample firm accounts for 195 subsidiaries, the average is just
over 591) also complicates the manual allocation into tax haven and non-tax haven subsidiaries.
Secondly, as Table 2 shows, 75% of our sample firms account for a share of tax-haven
subsidiaries between 0% and 5.51%. Consequently, the marginal investor might lack sufficient

variation to expect a reputational risk differential and to react accordingly.

Similar to the tax haven and intangible ratio analyses, we cannot draw any new
conclusions from the B2C analysis (column 5). Again, this finding could be related to the low
degree of variation in the data, as 87% of our sample firms operate in the B2C sector. However,
the combined regression (column 6), including the whole vector of indicators, confirms our
finding that more tax aggressive firms with regard to GAAP ETR are more affected than other
firms. The respective coefficient indicates -0.318 percentage points lower CAARs. The event
coefficient shifts close to 0 and becomes insignificant, which we attribute to the high degree of
partitioning via five interaction terms. In sum, our findings imply that the marginal investor

factors in the reputational risks of more tax aggressive firms.
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Heterogeneous effects for different levels of competition

Next, we explore the potential role of the second cost channel as a complementary
driver of the overall negative investor reaction. Our results for the heterogeneity analyses
regarding different levels of competition are presented in Table 9. We estimate equation 2 using

each of our six competitive intensity indicators individually.

Columns 1 and 2 show the results for our concentration measures. The CAARs of firms
operating in medium-to higher-concentrated industries amount to -0.600% in the HHI analysis
(column 1) and -0.619% in the CR10 analysis (column 2), both statistically significant at the
1%-level. In line with our expectation, we find that firms operating in industries with lower
concentrations experience more negative CAARs than firms operating in more concentrated
industries. The effect size differential is stronger when using the HHI measure (-0.137
percentage points) than the CR10 measure (-0.094 percentage points). In both cases, however,
our coefficients of interest are not significant at conventional levels. In untabulated results, we
also test CR3 and CRS5 as commonly applied Concentration Ratio alternatives (OECD 2021)

but do not find any significant differences in effect size.

In the next step, we look at turnover growth as a measure reflecting the dynamic
development of our sample firm industries. Columns 3 depicts the results for the (short-term)
1-year turnover growth rate analysis, whereas column 4 shows the results for the (long-term)
5-year turnover growth rate. Again, we find significant negative CAARs for firms operating in
medium- to high-growth industries. The event coefficients yield CAARs of -0.635% (-0.710%)
for the short-term (long-term) growth rates. Our coefficients of interest, however, yield mixed
results. While firms with lower short-term growth rates experience on average a -0.078
percentage points lower CAARs, firms with lower long-term growth rates seem to yield less
negative CAARs. However, similar to the concentration analyses, both coefficients of interest
are insignificant and therefore fail to support our initial assumption about heterogenous effects

for different levels of competitive intensity.

In a final step, we examine differences in competitive intensity levels by means of
competitor growth within a given industry. Similar to turnover growth, the competitor growth
measure reflects the dynamic developments of our sample firm industries. The corresponding
results of our (short-term) 1-year and (long-term) 5-year competitor growth rate analyses are
shown in columns 5 and 6. Here, we find evidence supporting our expectation that differences
in competitive intensity are priced in by the marginal investor. Our estimates suggest that firms

operating in industries with high short-term (long-term) competitor growth rates experience
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significantly stronger negative CAARs, amounting to -0.263 (-0.281) percentage points. In
untabulated results, we confirm the robustness of our finding employing a (medium-term) 3-

year competitor growth rate.

Taken together, we do not find comprehensive evidence to support our assumption
concerning the competitive distortion channel. We document that firms in industries with higher
growth rates in terms of the number of competitors are more affected by the regulation.
However, we acknowledge the weaknesses of the measurement approach outlined in
Section 5.1 and interpret our results as indicative of competitive risks associated with the
introduction of a public CbCR in the EU. The assumption of a causal relationship requires a

more precise measurement approach based on observable delineations of product markets.

6 Conclusion

In this study, we examine the EU's announcement to introduce a public CbCR scheme
in the night of June 1 to June 2, 2021. According to the draft directive, large European
multinational enterprises would be required to publicly disclose formerly confidentially
reported key financials on a CbC basis. We employ an event study methodology to analyze the
investor reaction on the capital market around the day of the announcement of a political
agreement to introduce the public CbCR scheme. Based on BvD's Orbis database, we identify
a set of 680 EU-based listed firms to fall under the public reporting obligation. Using daily
stock return data from Datastream, we document negative CAARs for up to two days after the
event day. Contingent on the specification, the CAARs range between -0.499% and -0.699%
for the firms in our sample, which translates into a monetary value drop between EUR 48 billion
and EUR 65 billion. Our findings suggest that investors expect non-tax risks associated with

public CbCR to outweigh potential benefits from a better information environment.

Adding upon these findings, we further identify potential channels to explain our
results. Our setting enables us to rule out direct costs of compliance and indirect costs resulting
from increased tax authority scrutiny as potential drivers of a negative investor reaction, given
that firms were previously already required to confidentially report CbCR data to the national
tax authorities. That leaves reputational concerns from public scrutiny and potential competitive
disadvantages as possible drivers. The results of our cross-sectional analyses indicate that
investors are indeed concerned about reputational risks associated with the disclosure
requirement. We find significant differences in effect sizes between firms with lower GAAP
ETRs, amounting to stronger negative abnormal returns of -0.247 percentage points over the

three days following the EU announcement. Furthermore, we find that firms with higher short-
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and long-term competitor growth rates experience significantly stronger negative abnormal
returns than firms with lower growth rates. Our estimates indicate a -0.263 (-0.281) percentage
points stronger negative CAARs for firms with higher 1-year (5-year) competitor growth rates
over the 3-day event period. These findings are consistent with the notion that investors price
in different levels of competition of affected firms. Yet, due to limitations of our competition
measures, we interpret the heterogenous effect sizes as indicative evidence for the role of
competitive risks arising from the public CbCR. We leave a more sophisticated measurement

approach as an interesting avenue for future research.

Overall, our findings provide a meaningful contribution to currently ongoing
discussions among politicians and standard setters on increasing tax transparency. In the U.S.,
for instance, the Disclosure of Tax Havens and Offshoring Act, which provides a similar
extension of the existing confidential CbCR to a public CbCR, awaits approval by the Senate.
Additionally, the world's most widely applied non-financial reporting standard, GRI, introduced
a new module on taxation, including a public CbCR, effective as of 2021. When considering
the introduction or particular design of comparable public CbCRs, legislators and standard
setters should be aware that mandatory public tax transparency results in substantial non-tax
costs. Against this background, decision-makers should carefully consider the merits of such

public disclosure schemes.
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Table 1: Sample selection process

Search step Search result
All active firms in Orbis 288,485,396
Require firms to be publicly listed -288,397,152
Require firms to exceed the turnover threshold of EUR 750 million in their last two

available years -81,710
Require firms to have financial data available until at least 2019 -19
Exclude non-EU based firms -5,685
Exclude firms in the extractive & logging industry -32
Exclude firms in the banking sector -83
Exclude firms that could not be identified in Datastream -30
Require at least 30% of non-zero returns in the sample period -5
Final sample 680

Note: The EU draft proposal requires firms exceeding a turnover threshold of EUR 750 million in two consecutive
years to fall under the disclosure obligation. The term "turnover" in the table refers to the Orbis variable "Operating
Revenue (Turnover)". Firms without data in reporting years 2021-2019 are excluded to ensure the temporal
relevance of the dataset. Non-EU-based firms are excluded, as they are only subject to a reduced disclosure
obligation under the draft proposal (i.c., they are only required to disclose their business activities within, but not
outside of the EU on a CbC basis). Firms in the extractive & logging industry (NACE Rev. 2 codes: 6411-6499
and 6611-6630) and the banking sector (NACE Rev. 2 codes: 0110-0322 and 0510-0990) are excluded as they are
subject to an industry-specific CbCR regime in the EU. Given that firms operating in the public sector (NACE
Rev. 2 codes: 8411-8430) are not necessarily comparable to those operating in the non-public sector (e.g., because
national governments typically hold significant stakes in those firms), we also exclude those firms. To mitigate
difficulties resulting from the estimation of the market model with a zero-return high ratio, we require at least 30%
of non-zero return days in our sample (Dutt et al. 2019).
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Table 2: Descriptive statistics

Variable N Mean SD P25 Median P75 Min Max
Stock Return 259.080  0.09 2.90 -1.07 0 119 -66.67 184.44
MSCI World 259,080  0.07 1.54 1038 0.11 068  -10.06 8.40
Return

S&P Global 120050 he0 0,06 1.52 -0.46 0.14 0.67 9.82 8.36
Return

Turnover in last

. 183360  9.16 18.90 1.44 2.74 8.36 0.75 231.00
available year

B2C 183360  0.87 0.34 1 1 1 0 1
GAAP ETR 183360  29.01 2093 1896 2475 3125 0 100
Cash ETR 183360  30.83 2586  15.02 2350  37.70 0 100
Intangible-to- 183360 23.72 1938 6.07 1928  37.70 0 88.58
total assets ratio

Totalnumber of ¢3 300 59153 120560 765 195 5085 1 9,463
subsidiaries

Relative share of

tax haven 183360  4.02 5.86 0.41 2.72 551 0 75
subsidiaries

HHI 247154 333.62 42886 118.05 20772 368.06  6.03 4013.53
CR10 247,154 038 0.16 0.25 036 047 0.06 0.94
lyr turnover 247.154  -0.03 0.54 -0.19 20.08  0.00 -0.75 7.29
growth

SYT turnover 247,154 030 0.62 0.01 0.18 0.43 -0.99 7.45
growth

lyrcompetitor 10 ys) 3y 5907  -0.19 007 093  -0.66 81.88
growth

Syreompetitor 1oy 5y 6.72 -0.23 003 168  -0.73 90.81

growth

Note: The table shows descriptive statistics of our sample firms. Turnover is stated in billion EUR. B2C is an
indicator variable assuming 0 for B2B firms and 1 for B2C firms. HHI is the Herfindahl-Hirschman Index after
multiplying the percent market shares by 100 (i.e., HHI may assume values of up to 10,000). All other variables
are stated in percent. GAAP ETR, Cash ETR, and Intangible-to-total-assets ratio are restricted to values between
[0, 100] to limit the influence of outliers (Joshi et al. 2020; Joshi 2020). The sample selection process is described
in detail in Table 1. We provide a detailed overview of our variable definitions in Table 10.
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Table 3: Country breakdown of sample firms

Country Frequency Percent
Austria 20 2.94%
Belgium 26 3.82%
Cyprus 6 0.88%
Czech Republic 2 0.29%
Germany 129 18.97%
Denmark 25 3.68%
Spain 44 6.47%
Finland 37 5.44%
France 126 18.53%
Greece 7 1.03%
Croatia 2 0.29%
Hungary 2 0.29%
Ireland 33 4.85%
Italy 53 7.79%
Luxembourg 23 3.38%
Malta 1 0.15%
Netherlands 49 7.21%
Poland 27 3.97%
Portugal 10 1.47%
Romania 2 0.29%
Sweden 55 8.09%
Slovenia 1 0.15%
Total 680 100.0%

Note: The table shows a geographic breakdown by countries of our sample. The assignment of a firm to a country
is based on the ISO 3166-1 alpha-2 (ISO-2) country code provided by Orbis. The sample selection process is
described in detail in Table 1.
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Table 4: Results for main event date (June 2)

(1 2)
(0,2) Event window (0,1) Event window

Constant 0.109** 0.109**

(2.478) (2.478)
Market Return 0.674%** 0.674%**

(10.873) (10.868)
Event -0.699*** -0.499***

(-4.056) (-3.842)
Observations 179,520 178,840
Standard errors clustered on firm-level Yes Yes
Standard errors clustered on trading days Yes Yes
Firms 680 680
Adj.-R? 0.06 0.06
Value Effect -65.487 -48.532

Note: The Table presents the estimation results of equation 1: 1 = @; + ;1 + viEvent, + &;; for the main
event (June 2). 1y, is the realized return of firm i on trading day ¢, 1;,, is the realized return of the market portfolio
(MSCI World) and Event, is a dummy variable indicating trading days within the (0,2) event window. ¢;; is the
error term and captures all effects that are not included in the model. Column 1 shows the regression results using
a 3-day event window starting on the event date, i.e., June 2. Column 2 shows the regression results using a 2-day
event window starting on the event date. The event coefficient is already multiplied by the number of days in the
respective event window and therefore represents the CAARSs. Value effect translates the CAARs into a monetary
value, by multiplying the firm CAARs with their respective market capitalization on June 1. Value effect is stated
in billion EUR. Test statistics in parentheses. *, ** and *** indicate statistical significance at the 10, 5, and 1
percent levels, respectively.
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Table 5: Results for alternative event date (February 25)

(1 ()
(0,2) Event window (0,1) Event window

Constant 0.036 0.036

(0.578) (0.576)
Market Return 0.724%** 0.727%**

(10.923) (10.856)
Event 0.572 0.904

(0.305) (0.509)
Observations 180,343 178,981
Standard errors clustered on firm-level Yes Yes
Standard errors clustered on trading days Yes Yes
Firms 681 681
Adj.-R? 0.16 0.16

Note: The Table presents the estimation results of equation 1: 1 = a; + STy + viEvent, + &; for the
alternative event date (February 25). 1y, is the realized return of firm i on trading day t, 1y, is the realized return
of the market portfolio (MSCI World) and Event, is a dummy variable indicating trading days within the (0,2)
event window. &;, is the error term and captures all effects that are not included in the model. Column 1 shows the
regression results using a 3-day event window starting on the alternative event date, i.e., February 25. Column 2
shows the regression results using a 2-day event window starting on the event date. The event coefficient is already
multiplied by the number of days in the respective event window and therefore represents the CAARs. Test
statistics in parentheses. *, ** and *** indicate statistical significance at the 10, 5, and 1 percent levels,
respectively.
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Table 6: Robustness tests for (0,2) event window and 1-year estimation period

(1 () 3) “4)
S&P Global Winsorize ~ Announcements Winsorize &
1200 Announcements

Constant 0.110** 0.087** 0.109** 0.087**

(2.514) (2.022) (2.477) (2.022)
Market Return 0.663*** 0.655%** 0.675%** 0.656%**

(10.749) (10.043) (10.867) (10.039)
Event -0.699%** -0.617%** -0.686%** -0.604%**

(-3.471) (-3.807) (-4.080) (-3.831)
Observations 179,520 179,520 178,464 178,464
Standard errors clustered on firm-level Yes Yes Yes Yes
(Sig;r;dard errors clustered on trading Yes Yes Yes Yes
Firms 680 680 676 676
Adj.-R? 0.06 0.07 0.06 0.07

Note: The Table presents the regression results for a series of robustness checks, using the market model in
equation 1: 1y = a; + STy + viEvent, + &;. 13 is the realized return of firm i on trading day ¢, 73, is the
realized return of the market portfolio (MSCI World) and Event, is a dummy variable indicating trading days
within the (0,2) event window. ¢&;; is the error term and captures all effects that are not included in the model.
Using the initial specification from our baseline analysis, we analyze the main event on June 2 using a (0,2) event
window and an estimation windows of one year (i.e., (-266,-6)) across all specifications. Column 1 shows the
results when using the S&P Global 1200 as an alternative benchmark portfolio to the MSCI World. Column 2
shows the results when winsorizing firm and market returns at the 1% and 99" percentile to limit the effect of
potential outliers. Column 3 shows the results when excluding firms that made an earnings announcement in a (-
2,2) window around the event date. In Column 4, we winsorize firm and market returns and additionally exclude
firms with earnings announcements in a (-2,2) window around the event date. Test statistics in parentheses. *, **,
and *** indicate statistical significance at the 10, 5, and | percent levels, respectively.
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Table 7: Robustness tests for (0,2) event window and 3-month estimation period

(D 2 3 4) (%)
Baseline S&P Winsorize Announcements Winsorize &
Global Announcements
1200
Constant 0.108 0.110 0.100 0.108 0.100
(1.556) (1.604) (1.481) (1.554) (1.478)
Market Return 0.507***  (.509%***  (.495%** 0.508*** 0.496%**
(4.333) (4.087) (4.355) (4.337) (4.360)
Event -0.509** -0.523* -0.478%*** -0.497** -0.465*
(-2.102) (-1.953) (-2.007) (-2.065) (-1.968)
Observations 44814 44814 44814 44,550 44,550
Standard errors clustered on Yes Yes Yes Yes Yes
firm-level
Staqdard errors clustered on Ves Ves Yes Yes Yes
trading days
Firms 679 679 679 675 675
Adj.-R? 0.03 0.04 0.04 0.03 0.04

Note: The Table presents the regression results for a series of robustness checks, using the market model in
equation 1: 1y = a; + STy + viEvent, + &;. 13 is the realized return of firm i on trading day ¢, 73, is the
realized return of the market portfolio (MSCI World) and Event, is a dummy variable indicating trading days
within the (0,2) event window. &;; is the error term and captures all effects that are not included in the model. In
column 1, we conduct our baseline analysis with the shorter estimation window of three months (i.e., (-68,-6)).
Columns 2-5 repeat the robustness tests from Table 6, using the shorter estimation window. Column 2 shows the
results when using the S&P Global 1200 as an alternative benchmark portfolio to the MSCI World. Column 3
shows the results when winsorizing firm and market returns at the 1% and 99 percentile to limit the effect of
potential outliers. Column 4 shows the results when excluding firms that made an earnings announcement in a (-
2,2) window around the event date. In Column 5, we winsorize and additionally exclude firms with earnings
announcements in a (-2,2) window around the event date. Test statistics in parentheses. *, ** and *** indicate
statistical significance at the 10, 5, and 1 percent levels, respectively.
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Table 8: Cross-sectional results — Reputational concerns

1) 2) 3) “) (%) (6)
GAAP ETR  CashETR  Intangibles Tax Havens B2C Combined
Constant 0.111%** 0.100** 0.114%** 0.098** 0.065 0.057
(2.712) (2.509) (2.790) (2.500) (1.615) (1.401)
Market Return 0.625%** 0.625%** 0.625%** 0.625%** 0.625%** 0.625%**
(11.286) (11.286) (11.286) (11.286) (11.286) (11.286)
Event -0.595%* -0.688*** -0.603%** -0.668*** -0.345 0.023
(-2.508) (-3.790) (-3.764) (-3.621) (-0.575) (0.057)
Low-EBTR x Event -0.247*** -0.318%*
(-2.762) (-2.308)
Low-EBTR -0.012 -0.019
(-0.927) (-1.516)
Low-ECTR x Event -0.016 0.055
(-0.098) (0.292)
Low-ECTR 0.015 0.024*
(1.126) (1.858)
High-Int x Event -0.227 -0.288
(-1.074) (-1.529)
High-Int -0.020 -0.014
(-1.315) (-0.984)
High-Haven x Event -0.054 -0.087
(-0.323) (-0.655)
High-Haven 0.017 0.021*
(1.280) (1.650)
B2C x Event -0.401 -0.523
(-0.799) (-1.227)
B2C 0.047* 0.049%
(1.792) (1.949)
Observations 126,720 126,720 126,720 126,720 126,720 126,720
Standard errors
clustered on firm- Yes Yes Yes Yes Yes Yes
level
Standard errors
clustered on trading Yes Yes Yes Yes Yes Yes
days
Firms 480 480 480 480 480 480
Adj.-R? 0.07 0.07 0.07 0.07 0.07 0.07

Note: The Table presents the regression results for a series of cross-sectional tests, using the market model in
equation 2: 1y, = a; + Sty + viEvent, + @;l; + 8;1; * Event, + ;. 1 is the realized return of firm i on trading
day t, 1y, is the realized return of the market portfolio (MSCI World) and Event, is a dummy variable indicating
trading days within the (0,2) event window. I; is one of five variables (Low-EBTR, Low-ECTR, Low-Int, High-
Haven, or B2C) along which we conduct sample splits. €;; is the error term and captures all effects that are not
included in the model. We define our variables in Table 10. Test statistics in parentheses. *, ** and *** indicate
statistical significance at the 10, 5, and 1 percent levels, respectively.
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Table 9: Cross-sectional results — Intensity of competition

1) 2 3) “) (%) (6)
HHI CR10 lyr Syr lyr Syr
turnover turnover competitor  competitor
growth growth growth growth
Constant 0.113%** 0.113%** 0.099** 0.100** 0.110%** 0.111%**
(2.622) (2.599) (2.347) (2.303) (2.600) (2.605)
Market Return 0.671%** 0.671%** 0.671%** 0.671%** 0.671%** 0.671%**
(10.836) (10.836) (10.836) (10.836) (10.836) (10.836)
Event -0.600%** -0.619%** -0.635%** -0.710%** -0.563%** -0.552%**
(-4.445) (-4.587) (-3.145) (-3.795) (-3.4406) (-2.900)
Low-HHI x Event -0.137
(-0.468)
Low-HHI -0.010
(-0.795)
Low-CR10 x Event -0.094
(-0.352)
Low- CR10 -0.008
(-0.705)
Low-1yr turnover -0.078
growth x Event (-0.313)
Low-lyr turnover 0.028
growth (2.120)
Low-5yr turnover 0.139
growth x Event (0.878)
Low-5yr turnover 0.025
growth (1.606)
High-1yr competitor -0.263***
growth x Event (-3.443)
High-1yr competitor -0.004
growth (-0.252)
High-5yr competitor -0.281%**
growth x Event (-2.598)
High-5yr competitor -0.006
growth (-0.340)
Observations 170,808 170,808 170,808 170,808 170,808 170,808
Standard errors
clustered on firm- Yes Yes Yes Yes Yes Yes
level
Standard errors
clustered on trading Yes Yes Yes Yes Yes Yes
days
Firms 647 647 647 647 647 647
Adj.-R? 0.06 0.06 0.06 0.06 0.06 0.06

Note: The Table presents the regression results for a series of cross-sectional tests, using the market model in
equation2: 1y = a; + Lty + viEvent, + @;l; + 8;1; * Event, + €. 1;; is the realized return of firm i on trading
day t, 1y, is the realized return of the market portfolio (MSCI World) and Event, is a dummy variable indicating
trading days within the (0,2) event window. [; is one of six variables (HHI, CR10, the 1- and 5-year turnover
growth, and the 1- and 5-year competitor growth within a given firm's industry) along which we conduct sample
splits. &;; is the error term and captures all effects that are not included in the model. We define our variables in
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Table 10. Test statistics in parentheses. *, ** and *** indicate statistical significance at the 10, 5, and 1 percent
levels, respectively.
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Table 10: Description of employed variables

Variable

Description

Data Source

lyr competitor
growth

lyr turnover
growth

Syr competitor
growth

Syr turnover
growth

B2C

Cash ETR

CRI10

Event
GAAP ETR

HHI

High-1yr
competitor
growth
High-5yr
competitor
growth

High-Haven

High-Int

Intangible-to-
total assets
ratio

Low-lyr
turnover
growth
Low-5yr
turnover
growth

Low-CR10

(Number of identified industry peers in 2019 /
Number of identified industry peers in 2018) - 1

(Total industry turnover in 2019 / Total industry
turnover in 2018) - 1

(Number of identified industry peers in 2019 /
Number of identified industry peers in 2014) - 1

(Total industry turnover in 2019 / Total industry
turnover in 2014) - 1

Dummy variable indicating observations from firms
operating in the B2C sector (value = 1),
respectively in the B2B sector (value =0).

Income taxes paid as stated in the cash flow
statement / pretax income * 100.

Market share of the top ten firms in focal firm's
industry.

Dummy variable indicating observations that fall
into the respective event window.

Income taxes as stated in the profit and loss
statement / pretax income * 100.
Herfindahl-Hirschman Index, computed as follows:
HHI = 10,000 = YV, a? , where a; represents the
individual market share of industry peer i.

Dummy variable indicating observations in the 4%
and 5" quintile in terms of Iyr competitor growth.

Dummy variable indicating observations in the 4%
and 5™ quintile in terms of 5yr turnover growth.

Dummy variable indicating observations in the 4%
and 5™ quintile in terms of Relative share of tax
haven subsidiaries.

Dummy variable indicating observations in the 4%
and 5™ quintile in terms of Intangible-to-total assets
ratio.

Intangible assets / Total assets * 100.

Dummy variable indicating observations in the 1%
and 2" quintile in terms of 1yr turnover growth.

Dummy variable indicating observations in the 1%
and 2" quintile in terms of Syr turnover growth.

Dummy variable indicating observations in the 1%
and 2" quintile in terms of CR10.
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Industry classification and industry
peer information retrieved from
Orbis.

Turnover, industry classification, and
industry peer information retrieved
from Orbis.

Industry classification and industry
peer information retrieved from
Orbis.

Turnover, industry classification, and
industry peer information retrieved
from Orbis.

SIC codes are retrieved from Orbis.
The classification into B2C vs. B2B
sector industries follows Boyd and
Kannan (2018).

Income taxes paid and pretax income
are retrieved from Worldscope.

Turnover, industry classification, and
industry peer information retrieved
from Orbis.

Income taxes and pretax income are
retrieved from Worldscope.

Turnover, industry classification, and
industry peer information retrieved
from Orbis.

See 1yr competitor growth.

See Syr competitor growth.

Ownership information is retrieved

from Orbis.

See Intangible-to-total assets ratio.

Intangible and total asset figures are

retrieved from Worldscope.

See lyr turnover growth.

See Syr turnover growth.

See CRI0.



Low-EBTR
Low-ECTR
Low-HHI

Market Return

MSCI World
Return

Relative share
of tax haven
subsidiaries

Total Return
Index (RI)

S&P Global
1200 Return

Stock Return

Total number
of subsidiaries

Turnover in
last available
year

Dummy variable indicating observations in the 1%
and 2" quintile in terms of GAAP ETR.

Dummy variable indicating observations in the 1%
and 2" quintile in terms of Cash ETR.

Dummy variable indicating observations in the 1%
and 2" quintile in terms of HHI.

Daily stock return stated in percent, based on the
Total Return Index (RI). Contingent on the
specification, the market return either depicts the
return of the MSCI World or the S&P Global 1200.

Daily stock return of the MSCI World stated in
percent, based on the Total Return Index (RI).

Number of subsidiaries located in tax haven
jurisdictions / Total number of subsidiaries * 100.

The Total Return Index (RI) represents a theoretical
value growth by assuming that dividends are
reinvested to purchase additional units of the
respective stock. It is calculated using a method in
which the discrete quantity of dividend paid is
added to the price on the ex-dividend date. That is,

RI is computed as follows: RI; = RI;_4 * ppt
t-1

where p, equals the price on date t and p,_4 equals
the price on the previous date. If t equals the ex-

date of dividend payment D,, the method adjusts as
follows: RI, = RI,_4 * p;;p‘.
t-1

Daily stock return of the S&P Global 1200 stated in
percent, based on the Total Return Index (RI).

Daily stock return of our sample firms stated in
percent, based on the Total Return Index (RI).

Indicates a firm's total number of controlled
subsidiaries, as disclosed in the Orbis database.

Turnover or operating revenue in the last available
accounting period of the respective firm.

See GAAP ETR.
See Cash ETR.
See HHI.

Datastream.

Datastream.

Ownership information is retrieved
from Orbis. The classification of
jurisdictions into tax havens and non-
tax havens follows Fuest et al.
(2021).

Datastream.

Datastream.
Datastream.
Orbis.

Orbis.

Note: This table lists all variables used for analyses in this paper, including a description and the respective data

sources.

41



Figure 1 — Media Coverage Analysis
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Note: The figure depicts the number of search results in the Dow Jones Factiva database, using the search term
"country by country reporting" for the period from January 1, 2021, to July 31, 2021. Our search query results in
912 publications. 301 search results are identified as duplicates in Factiva and therefore excluded, leaving 611
publications. We manually inspect all 611 articles to determine if an article actually deals with the EU's public
CbCR proposal or its legislative process. The remaining 325 relevant articles are depicted in the figure. The graph
displays two extraordinary spikes, on February 25 and June 2, respectively. We note that the spike in June starts
building up on June 1. However, given that the major stock exchanges were either already closed or about to close
after the announcement on June 1, the graph confirms our expectation that June 2 represents a suitable event date.
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Figure 2 — Guardian headline on February 26

EU states back plan to expose big
companies' tax avoidance

Majority of member states back proposal to bring in country-by-
country tax reporting

A Country-by-country reporting is designed to highlight how companies such as Apple, Facebook and Google avoid
paying an estimated $500bn a year in taxes by shifting their profits. Photograph: Justin Tallis/AFP/Getty Images

https://www.theguardian.com/world/2021/feb/26/eu-states-back-plan-to-expose-big-companies-tax-avoidance
(13.10.2021)
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Figure 3 — Guardian headline on June 02

EU agrees to force multinationals to
disclose tax, piling pressure on UK

Companies with revenues above €750m will be required to publish
a country by country breakdown

A German finance minister Olaf Scholz welcomed the agreement struck late on Tuesday. Photograph: Wolfgang

Kumm/AP
https://www.theguardian.com/business/202 1/jun/02/eu-agrees-to-force-multinationals-to-disclose-tax-piling-
pressure-on-uk (13.10.2021)
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