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Disclaimer: this is a hot topic … 

… and the views in this discussion are mine and do not necessarily 
represent the views of the International Monetary Fund!
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Presenter
Presentation Notes
Let me first say that I was very excited when I was asked to discuss this paper. This is such an important topic that there cannot be enough papers. And it was especially nice to see that this paper asks new questions, has incredible data to answer them, and builds an ambitious model. 



Summary of the paper
– Increasing assets and liabilities in THFC

• Less tax -> profit shifting

• Less regulation 

– THFC investors hold riskier debt issued in the US

– THFC investors often hold intangible-intensive firms in the US

– THFC investors require a higher sharp ratio – “search for yield”

– Model
• Endogenous profit shifting and monitoring

• More liquidity     cost of funding         firm profits      
entry of riskier firms

less monitoring
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Without further adoe, let me summarize my main take-aways of the paper. The paper observes the increasing assets held in and liabilities towards THFC. As possible mechanisms, the paper names profit shifting – so a fund in the Caymans can hold US securities and pay less tax for his profits – and regulation. The authors zoom in with a novel regression analysis, especially on the liabilities side: investors resident in THFC hold US debt that is riskier, has a higher sharp-ration (which indicated that those investors are searching for yield), and is more pronounced in firms with more tangible investment. All of these are novel facts – I truly learned something new by reading this paper. The paper also builds a model that incorporates some of these features and also goes down new paths that have not been motivated in the empirical section. The “elusive safety” part in the title is actually only motivated in the model. Thereby, firms end up thinking they are investing in more profitable and therefore less risky firms but in the end, the firms have a higher probability of default but monitoring just went down in the process. But the paper stresses a lot the granular, confidential nature of the data and this where I will focus my main comments on. 



Setting of the data

Investor resident in BVI 
buys securities issued by 

resident in the US

LIABILITIESASSETS

US resident investor buys 
security of institution 

resident in the BVI
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So this is the setting of the data. I think for someone not familiar with administrational data, this is quite mind-blowing. The TIC data includes literally every security held in the US at the security level. So the authors know, for example, the name of each and every security that the banking sector in the US holds. On the other hand, the data also includes foreign holdings of US securities.  So let’s start a bilateral thought example. In the data, we see every security that US resident investors hold in the BVI – just to name an example – and we see every US security that is held by investors resident in the BVI. 



What is happening
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So here I sketched a scene of what an example what could actually be happening in the economy. Focusing on the example in the  middle part.  My first comment will be that the authors could do this analysis at the nationality level. Bertraut and co-authors did this beautifully and I assume their findings could be incorporated. I think this would also make the content more in line with the title of a “New Geography”. With the TIC data – and really any data collected from custodians – you have the custodian bias. You are exploiting this here because we know that it is not citizens of the BVI holding these assets. However, one might still want to mention that not all US holdings are not held by US investors – it could be holdings through custodians but it is ultimately a Chinese investment fund, just to name an example. The rest of main comments will be that the stylized facts shown in the empirical section are novel and extremely interesting but I suggest that the mechanisms behind them could potentially be made even clearer. 



Regulation as driver of THFC intermediation
As argued in the paper because
• offshore activities increased around 2010, namely the year of the Dodd 

Frank Act, and
• are largely intermediated by “unregulated” mutual funds.

Thoughts:
• Could be tested in empirical setting – more heavily regulated sector = more 

intermediation through THFC?
• It might all come down to tax … 

– In order to avoid Dodd Frank, US Firm Inc. could also go to Toronto SE directly, 
would not need intermediation through BVI

• If we look at data since 2007, the pick up in 2010 might just be a recovery
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The paper argues for regulation as a driver for increased intermediation through THFCs because offshore activities increased around 2010, namely the year of the Dodd Frank Act andare largely intermediated by unregulated mutual funds. I have some suggestions to underpin this story in the empirical part. Thanks to the granularity of the data, you can actually test this. Of course, regulation can take many forms, from capital controls, to macroprudential regulation, to Basel banking regulation. But you mention Dodd Frank. In the preparation for this discussion, I did notice that Dodd Frank is 400 pages long but I really think it would contribute to the novelty of this paper if you could show that it was exactly those firms/sectors affected most by Dodd Frank that used intermediation through THFC. Why am I not yet fully convinced of the regulation story? Well first, it might all come down to tax. If we look at the graph that I drew, you can see that a firm does not need an incorporation in the Caymans to escape US regulation. Assume a firm wants to escape a clause of the Dodd Frank Act, it can simply create do the intermediation directly in the country where the SE is located, e.g. in Toronto or London. So yes, the probability of intermediation abroad might be driven by regulation. But it seems that the choice of where to do this intermediation is still only driven by tax considerations. Secondly, the correlation of Dodd Frank in 2010 and the pick-up in that year could be made even more credible if it can be shown that the pick-up in 2010 is not a simple recovery to pre-crisis levels, therefore, a longer time series could be a complement or even a substitute for the above suggestion. 



THFC invest in US intangibles-intensive firms
As argued in the paper because
• incentive is bigger for firms that can easily move their activities
• whereas firms with local capital can get loans from banks
• while banking regulation in the US does not allow intangible as collateral

Thoughts:
• Very nice empirical finding and very novel
• The mechanism is not yet entirely clear because

– It is unclear whether anything has to be moved for selling securities to THFC 
– It is unclear whether firms substitute bank loans for debt/equity issuance easily
– Not clear how the correlation of risk and intangibility contributes to the mechanism

• Could be added to the model
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The authors find – and this is my favorite, potentially the most novel  finding – that investors located in THFC show a preference for US securities issued by firms that are intangible-intensive. The rational given in the paper is that those can move their activities more easily and have less access to bank funding – either directly or because their intangible cannot be used as a collateral. The last part – the potential mechanisms – again, could be laid out more clearly. Regarding the first potential reason, it is not entirely clear to me what the “moving costs” are. It could be elaborated why it be easier for an intangible-intensive firm to sell to THFC holders than for a tangible-intensive firm. Secondly, the analysis seems to assume that bank loans are easily substituted for debt/equity issuance. The authors also lay out a correlation of risk and intangibility, but it was not entirely clear how this correlation contributes to particularly the THFC investor taking more risk. Finally, I would encourage the authors to also build in the feature of intangibility in the model. 



Some other suggestions
1.) More empirical evidence
• Use the security level

– So far, the security level is only used to aggregate the sharp-ratios
– One could use it to control for security characteristics or even control for security/firm FE

• More analysis on the asset side

2.) Some final thoughts on the model
• Could be more connected to the empirical analysis:

– Model is trying to address the issue of profit - potentially incorporate this in the 
empirical motivation

– Nice(st) empirical finding (intangible firms held by THFC investors) is not in the model 
• Is more intangibility a higher chi? 
• How should we think about the interaction of risk and intangibility in Figure 

11 (very linear!)?
– Assumption of endogenous monitoring potentially more plausible for bank loans
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Some last quick remarks that I am also happy to talk about bilaterally since I am running out of time. Again, I am a big fan of your data and my suggestion is just to use it more. So far, you have not done analysis at the security level which could convince even the more critical readers of your story by controlling for more variables, such as security characteristics. The novel regression analysis was also focused on the liabilities – so what drives offshore resident funds to invest in the US – but the asset side could also be interesting. As I said, I will not say much about the model but my main impression was that it could be closer connected to the empirical part. For example, the model is trying to get at profit shifting which is not motivated in the empirical part. As I said before, on the other hand, the fact that THFC resident firms hold more intangible firms is not incorporated in the model if I understood correctly. Especially the interaction with riskiness – that comes out so beautifully in the empirical part – could be incorporated. Finally, I think the authors might want to motivate their choice of endogenous monitoring more clearly. It is more intuitive for bank loans but securities are might be held by intermediaries who have little monitoring devices. 



Summary of the paper

– Increasing issuance and holdings of securities in THFC
• Less tax -> profit shifting

• Less regulation 

– THFC investors hold riskier debt issued in the US

– THFC investors often hold intangible-intensive firms in the US

– Model
• Endogenous profit shifting and monitoring

• More liquidity     cost of funding         firm profits      
entry of riskier firms

less monitoring
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All in all, this is a very nice paper with a great dataset and a very ambitious model that will help us to explain further the micro determinants of capital flows. I am very convinced of the green parts here - that holders of US securities often invest from a THFC for tax reasons and it is a very novel and extremely interesting finding that this is stronger for riskier and more intangible-intensive firms. What I would suggest going forward is to twelve on the mechanisms behind the stylized facts – my yellow parts – which you can do with your data. Finally, I suggest connect the model more closely with the empirical part - in both ways: by integrating the intangibility in the model and by providing more stylized facts for some findings of the mode, i.e. profit shifting or the elusive safety. 
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