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ABSTRACT 

This paper investigates factors that influence the amount of foreign retained 

earnings permanently reinvested abroad and the market valuation of these earnings. I 

examine the effects of repatriation taxes and the difference between foreign and domestic 

profitability on the amount of foreign subsidiarj' earnings that firms reinvest abroad using 

the permanently reinvested earnings designation as a proxy for foreign retained earnings. 

This extends prior work that examines the effect of repatriation taxes on repatriations by 

including both foreign and domestic profitability and by allowing the effects to vary by 

the firm's foreign tax credit position. The results are consistent with the hypotheses and 

indicate that foreign retained earnings increase with the difference between foreign and 

domestic after-tax-retums. Foreign retained earnings decrease with the foreign tax rate 

for firms in binding foreign tax credit positions, but are not related to the foreign tax rate 

for firms in nonbinding foreign tax credit positions. 

Next, I examine how earnings management incentives affect the amount of 

foreign subsidiary earnings designated as permanently reinvested, controlling for the 

effects of profitability and repatriation taxes. I examine whether firms that are close to 

debt covenant violation or that fail to meet their target earnings have higher permanently 

reinvested earnings. The permanently reinvested earnings designation provides the 

opportunity to manage earnings because U.S. repatriation taxes need not be recognized in 

financial statement income if the earnings are designated as permanently reinvested. I 

find no evidence of earnings management to meet debt covenants; however, I do find 

evidence of earnings management to meet target earnings. 
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Finally, I examine the market valuation of taxes on permanently reinvested 

earnings and whether this valuation differs for earnings managers and non-earnings 

managers. I hypothesize that because the tax estimate is undiscounted, the market values 

taxes on permanently reinvested earnings more negatively for earnings managers than for 

non-earnings managers because it perceives the investment to be of a shorter duration. 

The results support this hypothesis and suggest that the market recognizes earnings 

management attempts and values the tax estimate as if the reinvestment of foreign 

subsidiary earnings by earnings managers is not permanent. 



11 

CHAPTER 1 - INTRODUCTION 

The past several decades have seen a dramatic increase in the globalization of 

business activity. As multinational activity increases the stakes become larger for 

corporations making business decisions and for governments collecting tax revenues and 

the decision inputs become more complex for investors assessing the future profitability 

of corporations. These changes raise questions related to how corporations respond to tax 

incentives, how they report multinational activity in the financial statements, and how 

investors interpret financial statement information. In this study, I investigate these 

issues by examining the permanently reinvested earnings of U.S. multinationals. I 

examine factors that influence whether U.S. corporations repatriate the earnings of 

foreign subsidiaries. I also examine how earnings management incentives affect the 

financial reporting of foreign subsidiary earnings. Finally, I investigate the market's 

valuation of disclosures related to foreign subsidiary earnings and the effect of earnings 

management incentives on this valuation. 

When deciding whether to repatriate earnings, corporations weigh the tax and 

non-tax benefits against the tax and non-tax costs. A tax benefit of repatriation is a 

reduction in global taxes by taking deductions in higher tax jurisdictions and recognizing 

income in lower tax jurisdictions. A tax cost arises if ta.xes are due upon repatriation of 

foreign subsidiary earnings. A non-tax benefit of repatriation is the return that can be 

earned by investing those funds in the United States. A non-tax cost arises if the return 

from investing abroad is greater than the return from investing in the United States. The 
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trade-off relates to the magnitude of the taxes saved by repatriating versus the foregone 

return from reinvesting abroad. The tax benefits of repatriation may be wholly or 

partially offset by the reduction in profits if investing those funds in the U.S. yields a 

lower return than investing them abroad. Likewise, the ta.x cost of repatriation may be 

offset if investing those funds in the U.S. yields a higher return than investing them 

abroad. 

Once the firm has made its repatriation decision, other factors may influence the 

way the firm reports earnings reinvested abroad in the financial statements. For example, 

by designating earnings as permanently reinvested, the firm avoids recognizing U.S. 

repatriation ta.xes on those earnings. Although repatriation taxes are not due until the 

earnings are repatriated to the U.S., the firm recognizes the income tax expense in 

financial statement income in the year the income is earned by the foreign subsidiary. 

However, if the eamings are designated as permanently reinvested, the firm recognizes 

no book income tax expense related to those eamings. These trade-offs affect the amount 

of foreign subsidiary eamings repatriated to the parent, the amount of eamings retained in 

the subsidiary, and the decision to designate eamings retained in the foreign subsidiary as 

permanently reinvested. 

Scholes and Wolfson (1992) suggest factors that determine the amount of 

eamings reinvested in foreign subsidiaries. These factors relate to the profitability of 

reinvestment abroad relative to repatriation and include the after-tax return on investment 

and the tax rate in each jurisdiction. 
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I use the amount of permanently reinvested earnings disclosed in the notes to the 

financial statements as a proxy for foreign retained earnings. ABP Opinion 23 states that 

the firm may designate earnings of foreign subsidiaries as permanently reinvested if the 

earnings have been invested abroad indefinitely or will be remitted in a tax-free 

liquidation. If foreign subsidiary earnings are designated as permanently reinvested, the 

firm avoids recognizing income tax expense related to the repatriation of the earnings. 

SFAS 109 requires disclosure of the amount of permanently reinvested earnings and an 

estimate of the related repatriation taxes in the notes to the financial statements. 

The average tax rate of all foreign subsidiaries (hereafter the foreign tax rate) 

proxies for the magnitude of repatriation ta.xes. If the foreign tax rate is greater than the 

U.S. tax rate then the firm owes no taxes upon repatriation. If the foreign tax rate is less 

than the U.S. tax rate, the firm owes taxes on repatriation equal to the difference between 

the U.S. and foreign tax rate times the amount of repatriations grossed up by the foreign 

tax rate. 

If the firm makes dividend repatriations, the effect of the foreign tax rate is the 

same for both reinvestment and repatriation and the foreign tax rate has no effect on the 

decision. This result obtains for firms with foreign tax rates greater than the U.S. tax rate 

because no taxes are due upon repatriation. This result obtains for firms with foreign tax 

rates less than the U.S. tax rate because the value of the deferral of repatriation taxes is 

exactly offset by the increase in repatriation taxes resulting from larger repatriations in 

the future. 
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If firms make deductible repatriations such as interest, rent, and royalties, the 

effect of the foreign tax rate varies according to the firm's foreign tax credit (FTC) 

position consistent with differences in incentives to use deductible forms of repatriation. 

Specifically, firms with higher foreign tax rates than U.S. tax rates (i.e. firms in a binding 

foreign tax credit position) have unused FTCs and can reduce global taxes by using 

deductible forms of repatriations. Firms with lower foreign tax rates than U.S. tax rates 

(i.e. firms in nonbinding foreign tax credit positions) credit all foreign ta.xes paid against 

the U.S. tax liability. Therefore, a reduction in foreign taxes paid decreases the FTC 

dollar for dollar reducing the incentive to use deductible repatriations. This reduces the 

effect of the foreign tax rate for firms in nonbinding FTC positions. 

1 hypothesize that the level of permanently reinvested earnings is increasing in the 

after-tax-retum on foreign investment relative to domestic investment. Additionally, I 

hypothesize that permanently reinvested earnings are negatively related to the foreign tax 

rate for firms in binding FTC positions, and are not related to the foreign tax rate for 

firms in nonbinding FTC positions. 

The results with respect to the profitability factors support my hypotheses. I find 

that the level of permanently reinvested earnings is increasing in the difference between 

foreign and domestic after-tax returns. I also find that the level of permanently 

reinvested earnings is decreasing in the foreign tax rate. As predicted, this result is 

significant for firms in binding FTC credit positions and is insignificant for firms in 

nonbinding FTC positions. 



Collins, Hand, and Shackelford (2001) suggest that earnings management 

incentives affect the financial reporting of reinvested foreign subsidiary earnings. 

Managers can increase consolidated earnings by designating subsidiary earnings as 

permanently reinvested because deferred repatriation taxes need not be recorded as an 

expense. The flexibility allowed in determining the amount of permanently reinvested 

earnings provides an opportunity to manage earnings. However, only firms with a 

foreign tax rate less than the U.S. tax rate will owe taxes upon repatriation. Thus, only 

these firms have an incentive to manage earnings via the permanently reinvested earnings 

designation. 

Prior literature identifies factors that influence a manager's incentive to manage 

earnings. These factors include the presence of debt covenants and market earnings 

expectations. 1 hypothesize that permanently reinvested earnings are increasing in 

earnings management incentives of firms in nonbinding foreign tax credit positions, and 

are not related to earnings management incentives of firms in binding foreign tax credit 

positions. 

The results support earnings management to meet market expectations but fail to 

support earnings management to avoid debt covenant violation. Firms that did not meet 

their earnings targets before the effect of any changes in permanently reinvested earnings 

have higher changes in permanently reinvested earnings. However, permanently 

reinvested earnings are not significantly higher for firms near debt covenant violation for 

either the binding or nonbinding FTC firms. 
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I also examine how the market values permanently reinvested earnings 

disclosures and the related tax estimates. I hypothesize that the valuation of the tax 

estimate is a combination of the valuation of book value and foreign earnings, and 

opposite in sign. Because the tax estimate contains both a cumulative portion and a 

current portion, I hypothesize that the cumulative portion is valued similar to book value 

and the current portion is valued similar to foreign earnings. Because the disclosed tax is 

undiscounted, the predicted value of the empirical coefficient is between the theoretical 

value and zero. I also predict that because firms that increase permanently reinvested 

earnings to manage earnings do not intend to reinvest those earnings indefinitely, the 

valuation of this tax estimate is of a higher magnitude (more negative) for earnings 

managers than for non-eamings-managers. 

The results of this analysis support the hypotheses. Specifically, I find that, for 

earnings managers, the magnitude of the coefficient on the current tax estimate in a 

modified Ohlson (1995) model is similar in magnitude to (and opposite in sign) the 

foreign earnings coefficient. Additionally, this coefficient is significantly more negative 

than the coefficient on the current tax estimate for non-eamings-managers. The 

cumulative tax estimate is not valued significantly differently for earnings managers and 

non-eamings-managers. 

This paper contributes to the literature that examines the effects of taxes on 

repatriations of U.S. multinational corporations. Prior studies examined this issue by 

studying the relationship between types of repatriations and tax rates (Collins and 

Shackelford 1998; Grubert 1998) or by studying the relationship between tax rates and 



returns (Grubert and Mutti 1991). Rather than examining total repatriations, I analyze the 

amount of earnings reinvested in the foreign subsidiary. I contribute to this literature in 

two ways. First I include the effect of after-tax returns in each jurisdiction. Prior studies 

control for profitability by calculating either the profitability of the parent or the 

subsidiary. I use the difference between parent and subsidiary profitability to examine 

the trade-off between investing the funds in different jurisdictions and the trade-off 

between tax and non-tax factors. If the increase in returns from reinvesting the funds 

abroad outweighs the tax savings of repatriation, the firm is more likely to reinvest 

abroad. Second, I identify situations in which taxes will have the greatest effect by 

incorporating the form of repatriation and firms' foreign tax credit positions. 

This paper also contributes to the earnings management literature by identifying 

the management of a specific account (the deferred tax liability) and by isolating the 

circumstances in which earnings management of this account is most likely to occur. 

Prior literature attempts to find evidence of earnings management using the deferred tax 

valuation allowance (Miller and Skinner 1998, Visvanathan 1998). These studies find no 

evidence of earnings management or income smoothing. Healy and Wahlen (1998) cite 

low power as a potential explanation for the lack of evidence supporting earnings 

management because these studies do not directly examine situations in which managers 

have strong incentives to manage earnings. I attempt to overcome the problem of low 

power by isolating firms that have an incentive to manage earnings. 

Finally, this paper provides valuable information to standard setters by examining 

whether the footnote disclosure of earnings designated as permanently reinvested varies 
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with factors suggested by prior theory, whether managers use this designation to manage 

earnings, and whether investors recognize earnings management when valuing securities. 

The results suggest that economic motivations affect the permanently reinvested earnings 

disclosures, that financial reporting incentives also affect the disclosures, and that the 

market considers these factors when valuing the disclosures. This provides useful 

information about the reliability of the disclosures required by APB Opinion 23 and 

SFAS 109. 

Chapter 2 contains the literature review and hypothesis development for the 

profitability and earnings management tests. Chapter 3 contains the methodology, 

sample selection, and empirical results of tests of these hypotheses. Chapter 4 provides 

the development and analysis of hypotheses related to the valuation of permanently 

reinvested earnings and tax disclosures. Chapter 5 provides a summary and conclusions. 
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CHAPTER 2 - LITERATURE REVIEW AND HYPOTHESIS DEVELOPMENT 

2.1 Literature Review 

This paper attempts to identify factors that affect the amount of permanently 

reinvested earnings of U.S. multinational corporations. I predict that both profitability 

factors and earnings management factors affect these earnings. I first discuss the nature 

of permanently reinvested earnings and disclosure requirements. Next, I discuss research 

related to the profitability factors including literature on the effects of taxes on 

repatriations and income shifting by multinational corporations. Finally, I discuss 

earnings management research with an emphasis on studies that use leverage as a proxy 

for probability of debt covenant violation and studies that examine earnings management 

to meet market expectations for current earnings. 

2.1.1 The Permanently Reinvested Earnings Designation 

APB Opinion 23 defines permanently reinvested earnings as those earnings of the 

foreign subsidiary which the corporation has invested or will invest indefinitely in the 

operations of the foreign subsidiary or that will be remitted in a tax-free liquidation. The 

significance of this designation arises from the treatment of the related income tax 

expense. For financial accounting purposes, repatriation taxes (discussed in section 2.2) 

on unremitted earnings must be recognized currently in income. Consequently, income 

tax expense recognition often precedes the actual payment of taxes. However, if the 

earnings are designated as permanently reinvested, the taxes need not be recognized in 
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income. SFAS 109 requires firms to disclose the amount of unremitted earnings 

designated as permanently reinvested and an estimate of the taxes that will be due upon 

repatriation in the notes to the financial statements. 

2.1.2 Taxes and Repatriations 

The foreign earnings of U.S. corporations are taxed both by the foreign country at 

the time they are eamed and by the U.S. when the earnings are repatriated to the United 

States. To mitigate double taxation, the U.S. allows a credit for foreign taxes paid. This 

taxation structure is similar to that used by many countries and typically results in a tax 

payment due upon repatriation of earnings from a country with a foreign tax rate lower 

than the U.S. tax rate, but no tax due upon repatriation of earnings from a country with a 

foreign tax rate greater than the U.S. tax rate. Because of the economic significance of 

the potential tax due upon repatriations, corporations have an incentive to structure 

repatriations in a way that minimizes both the tax cost of repatriations and the world-wide 

tax paid on foreign earnings. However, tax savings is only one of many objectives of the 

corporation. Consequently, many prior studies investigate the effects of repatriation 

taxes on the repatriation patterns of multinational corporations. 

Hines and Hubbard (1990) analyze the financial flows from foreign subsidiaries 

to their U.S. parents using a sample of 1984 tax returns filed by U.S. multinationals with 

controlled foreign corporations. They find that firms that pay dividends and have deficit 

credits (i.e. firms that will owe taxes on repatriations) have a negative relationship 
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between the amount of repatriations and the tax cost of those repatriations. Altshuler and 

Newlon (1993) report similar findings. 

Collins and Shackelford (1998) also use tax return information. They examine 

aggregate payments between countries and investigate separately for dividend, interest, 

royalty, and management fee payments the relationship between the tax cost of the 

payment and the amount of such payments. Additionally, they investigate transfers 

between foreign affiliates rather than just transfers between the affiliate and its U.S. 

parent. They find that dividend, royalty, and interest payments between foreign affiliates 

are negatively related to the tax cost of the transfer, but find no relation for management 

fee payments. 

Similar to Collins and Shackelford (1998), Grubert (1998) uses tax return data to 

examine the effect of tax costs of repatriations on interest, rent, royalty, and dividend 

payments. However, he analyzes firm level data, rather than data aggregated at the 

country level, and he allows the amounts of each type of payment to be determined 

simultaneously. Grubert finds that the different forms of repatriation are simultaneously 

determined. Specifically, royalties and interest payments are highly substitutable. 

Additionally, he finds that the tax price of each type of payment is negatively related to 

the magnitude of such payments. 

Other studies examine the effects of repatriation taxes by examining the effects of 

taxes on business decisions such as production location and capital structure decisions. 

Kemsley (1998) examines the effect of the export tax incentive on production location. 

Because the export tax incentive increases the foreign tax credit limitation for firms in 



binding foreign tax credit positions (thereby reducing repatriation taxes owed) he 

hypothesizes that export sales are positively related to the marginal export tax incentive. 

His results provide evidence that firms increase exports relative to foreign production to 

take advantage of the export tax incentives and reduce repatriation taxes. 

Collins and Shackelford (1992) find that due to the change in interest allocation 

rules firms issue preferred stock rather than debt after TRA 86 to minimize repatriation 

taxes. Newberry (1998) finds that foreign tax credit limitations influence firms to 

substitute common and preferred stock for domestic debt. Newberry and Dhaliwal 

(2001) find that U.S. multinationals are more likely to place debt in a foreign subsidiary 

if the foreign subsidiary operates in a high tax rate country or if foreign tax credit 

limitations reduce the value of the interest deductions. 

These studies, in general, find that firms minimize the tax cost of repatriations. 

Specifically, repatriation ta.xes have a negative effect on each form of repatriation. These 

results hold for dividend payments, rents, royalties, and interest and are found both at the 

firm level and at the country level. Additionally, firms issue debt and equity and locate 

production facilities in a way that minimizes the tax effect of repatriations. 

2.1.3 Income Shifting 

Another body of literature examines whether repatriation taxes affect where firms 

recognize income. This literature investigates whether firms shift income to lower taxed 

countries, by recognizing expenses in high tax rate countries and income in low tax rate 
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countries, to minimize global taxes. Firms shift income by making deductible forms of 

repatriations such as interest, rent, and royalties. 

Grubert and Mutti (1991) find that the after-tax profit rate in a country is 

negatively correlated with its tax rate. They regress two measures of affiliate 

profitability, the ratio of book income to sales and the ratio of book income to equity, on 

the host country's statutory tax rate. The find a negative and significant relationship 

between foreign taxes and foreign profitability. This provides evidence that firms take 

deductions in high tax jurisdictions, reducing the return in those jurisdictions, and 

recognize income in low tax jurisdictions, increasing the return in those jurisdictions. 

Several studies examine whether income reported by multinationals varies 

according to income shifting incentives. Harris et al. (1993) examine this issue and find 

that U.S. manufacturing companies with subsidiaries in low-tax countries have relatively 

low U.S. tax payments per dollar of assets and those with subsidiaries in high-tax 

countries have relatively high U.S. tax payments. Collins, Kemsley, and Lang (1998) 

examine whether U.S. multinational manufacturing corporations have a negative relation 

between profit margins and average foreign tax rates. They find that U.S. manufacturing 

firms with average foreign tax rates in excess of the U.S. tax rate (i.e. firms that have an 

incentive to shift income into the U.S.) have lower pretax foreign profit margins than 

other U.S. manufacturing companies. Using confidential tax return data. Mills and 

Newberry (2001) find a negative relation between the income reported by foreign-

controlled U.S. corporations and the difference between the U.S. and foreign tax rates. 

This suggests that as the U.S. tax rate increases relative to the foreign tax rate, the pretax 
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income reported in the U.S. by foreign-controlled U.S. corporations decreases. The 

evidence presented in each of these studies is consistent with firms engaging in tax 

motivated income shifting. 

Other studies examine the response of multinationals to the tax changes enacted 

by TRA 86. Harris (1993) investigates whether firms shifted income in response to TRA 

86 and allows for differential effects of tax law changes on income versus deductions. 

Some tax law changes examined by Harris include the change in tax rates, the 

lengthening of depreciable lives, and the disallowance of the investment tax credit. 

These tax law changes give firms the incentive to shift income into the U.S. and to shift 

expenses out of the U.S. He finds that firms with greater flexibility shifted income into 

the U.S. after the tax rates were lowered by TRA 86 and invested more in foreign 

countries compared to the United States. Jacob (1996) extends Harris' work by 

considering the volume of intra-firm transactions in conjunction with tax incentives to 

shift income. He hypothesizes that firms with a high volume of international, intra-firm 

transactions and a large difference in tax rates between regions have the greatest 

opportunity to shift income to minimize global taxes and will engage in more income 

shifting. The results of this analysis indicate that the magnitude of income shifting is 

positively related to the volume of intra-firm international transfers and regional 

differences in tax rates. 

Klassen, Lang, and Wolfson (1993) examine the tendency of firms to shift income 

into lower tax regions. Rather than examining firm responses to just U.S. tax rates, this 

study examines firm responses to world wide tax rates. They find that U.S. multinational 
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firms shifted income into the U.S. from Canada in 1985 and 1986 when the tax rates in 

Canada were higher than those in the United States. Sample firms shifted income into 

Europe during this time period when tax rates were lower in Europe than in the U.S. In 

1987, when the U.S. lowered the corporate tax rate from 46 percent to 34 percent, the 

sample firms shifted income in to the U.S and out of Canada and Europe. Overall, these 

studies provide evidence that multinational firms shift income to low tax countries and 

recognize expenses in high tax countries to minimize global taxes. 

2.1.4 Earnings Management 

Prior studies examine whether firms manage earnings to avoid debt covenant 

violations. These studies are based on the theory that, to the extent that debt covenants 

are based on accounting numbers, managers have an incentive to manage earnings by 

selecting accounting procedures that increase earnings. Early studies show that leverage 

is positively related to the use of income increasing accounting methods. Zmijewski and 

Hagerman (1981) find that the use of income increasing accounting procedures (straight-

line depreciation, a first-in-first-out inventory method, the flow-through method for the 

investment tax credit, and amortization periods of 30 years or more) is positively related 

to the debt to total assets ratio. Other studies that find evidence of earnings management 

to avoid covenant violation include Hunt (1985) and Dhaliwal (1980). These analyses 

assume that leverage is positively related to violation of debt covenants. 

Press and Weintrop (1990) examine whether the use of leverage as a proxy for 

proximity to debt covenant violation is appropriate. They develop measures of proximity 
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to accounting constraints using debt agreements filed with the SEC and assess the 

adequacy of leverage as a surrogate for closeness to covenant violation. They substitute 

their measures of proximity to accounting constraints for leverage and perform tests 

similar to Zmijewski and Hagerman (1981). They find that leverage is associated with 

closeness to covenant constraints on leverage, tangible net worth, and working capital. 

However, leverage is not associated with proximity to dividend constraints. Additionally, 

they find that the indicator of the presence of a leverage constraint is significant in 

predicting accounting choice. Duke and Hunt (1990) also find support for this 

assumption. Thus, these studies support the use of leverage as a proxy for probability of 

debt covenant violation and for the costs of default. 

Subsequent studies have performed earnings management tests using leverage as 

a proxy for cost of debt covenant violation and for the probability of debt covenant 

violation. Matsunaga, Shevlin, and Shores (1992) use leverage as a proxy for the cost of 

debt covenant violation and find that leverage is negatively related to the probability that 

a firm will disqualify stock options. Miller and Skinner (1998) test whether managers 

use the deferred tax valuation allowance to manage earnings. They find no relation 

between the deferred tax valuation allowance and leverage. 

Overall, these studies provide support for the use of leverage as a proxy for 

closeness to covenant violation, however, results for tests of earnings management to 

avoid covenant violation have been mixed. 

Another motivation for earnings management is to meet market expectations. 

Studies testing this hypothesis are based on observations that stock prices often have 
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large negative reactions to the failure of firms to meet market expectations. Bushee 

(1998) examines whether a high percentage of ownership by institutions with high 

portfolio turnover induces firms to manage earnings by reducing research and 

development expenditures. He hypothesizes that because institutions with high portfolio 

turnover focus on reported earnings to determine portfolio membership, firms with high 

ownership by such institutions have an incentive to manage earnings to meet expectations 

and avoid a negative stock market response as a result of being dropped from institutional 

portfolios. He finds that percentage ownership by high turnover institutions is negatively 

related to research and development expenditures in support of the earnings management 

hypothesis. 

Matsunaga (1995) examines whether firms use stock-based compensation to 

manage earnings to meet market expectations. Stock-based compensation is a potential 

mechanism for earnings management because it does not result in the recognition of 

compensation expense (or substantially reduces the amount of compensation expense 

recognized) for financial accounting purposes. He finds that firms that do not meet their 

target earnings are more likely to use stock-based compensation in support of the 

earnings management hypothesis. 

Schrand and Wong (2000) examine whether firms use the deferred tax valuation 

allowance to manage earnings to meet market expectations. Firms record a deferred tax 

valuation allowance to the extent that they expect be unable to recognize future tax 

benefits related to deferred tax assets. Changes in this allowance are subjective. 

Increases in the allowance decrease earnings, and decreases in the allowance increase 
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earnings. Therefore, the authors predict that firms that do not meet their target earnings 

will decrease the valuation allowance, or increase it by an amount less than the amount 

that would otherwise be predicted. They find that larger deviations below target earnings 

are associated with lower increases (higher decreases) in the valuation allowance. 

Therefore, this study also finds evidence of earnings management to meet market 

expectations. 

2.2 Hypothesis Development 

2.2.1 Profitability Factors 

A U.S. multinational with positive earnings in a foreign subsidiary has the option 

either to repatriate the eamings or to reinvest the earnings abroad. Ta.\es paid on income 

in each jurisdiction and ta.xes paid on repatriations may affect this decision. Tax benefits 

arise if the firm can reduce global taxes by repatriating eamings through a deductible 

payment. Tax costs arise if repatriation triggers a tax payment for withholding taxes or 

additional U.S. income taxes. Non-tax factors that influence repatriations include the 

return on investment in each jurisdiction, the form of repatriation, political costs, 

managerial incentives, and the financial needs of the parent and subsidiary. Therefore, 

any tax or non-tax benefits of repatriation must be weighed against tax or non-tax costs. 

Prior literature examines the effects of taxes on the decision to repatriate. Collins 

and Shackelford (1998) examine cash transfers between foreign affiliates using foreign 

subsidiary informational returns (Form 5471) that report foreign affiliate cross border 

dividend, interest, royalty, and management fee payments. They find a negative relation 



between the tax cost of a specific cross border payment between two countries and the 

amount such payments. Grubert (1998) finds that the different forms of repatriation are 

simultaneously determined, that repatriation taxes have a negative effect on each form of 

repatriation, and that different forms of repatriation act as substitutes. The results of 

these studies indicate that taxes affect the composition and flow of repatriations. 

This paper extends prior studies by incorporating the difference between foreign 

after-tax returns and U.S. after-tax returns. Prior studies fail to incorporate the effect of 

relative after-tax returns. Grubert (1998) controls for profitability of the foreign 

jurisdiction. However, he fails to incorporate the relative profitability of investment in 

the United States. Collins and Shackelford (1998) perform sensitivity analyses that 

include the payor and payee country return on assets in their regression. However, these 

returns are aggregated at the country level and therefore do not allow for cross sectional 

differences within countries. 

The difference in after-tax returns is important because the decision to repatriate 

earnings involves a trade off between costs and benefits of investment in each 

jurisdiction. Even if tax benefits can be gained by deductible repatriations, these benefits 

may be wholly or partially offset by a decrease in profits if U.S. investments yield a 

lower return than foreign investments. This suggests that the difference in after-tax 

returns reduces the repatriation tax effect, and failure to include this variable may 

overstate the effect of repatriation taxes. 

The tax cost of repatriation is determined by die difference between foreign and 

domestic tax rates. The United States generally taxes U.S. multinational corporations on 
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their foreign subsidiaries' earnings when the earnings are repatriated to the parent. To 

mitigate double taxation, the U.S. allows a tax credit for taxes paid to foreign countries 

on the income of the foreign subsidiary. The tax credit is die minimum of the taxes paid 

to the foreign government or the U.S tax rate times foreign source income.' 

The effect of the foreign tax rate depends on the rate of tax in the foreign 

jurisdiction relative to that in the United States. If foreign source income as defined by 

the U.S. is equal to foreign income as defined by the foreign taxing authority, then the 

U.S. corporation owes taxes on repatriation only if the foreign tax rate is lower than the 

U.S. tax rate." The amount of tax due is the difference between U.S. and foreign tax rates 

applied to foreign source income. Firms with a foreign tax rate lower than the U.S. tax 

rate receive a full credit for all foreign taxes paid (i.e. the firm is in a nonbinding FTC 

position). In this case, reducing foreign taxes paid reduces the foreign tax credit dollar 

for dollar. Therefore, these firms have less incentive to reduce foreign taxes paid. If the 

foreign tax rate is greater than the U.S. tax rate then no taxes are due upon repatriation 

(i.e. the firm is in a binding FTC position). Since foreign taxes paid are greater than the 

' If worldwide income, defined as U.S. source income plus foreign source income, 
multiplied by the U.S. tax rate is lower than foreign taxes paid or foreign source income 
times the U.S. tax rate, then the foreign tax credit is limited to this amount. This occurs 
when die firm has domestic losses. I exclude firms with domestic losses from my 
sample, therefore, I do not consider the effects of this limitation. The effect of this 
limitation would be to cause some firms with foreign tax rates greater than the U.S. tax 
rate to owe taxes on repatriation. 
' I assume for the purpose of theory and hypothesis development that foreign source 
income equals foreign income. However, this may not always be the case due to interest 
allocations and export tax incentives. Differences between FSI and foreign income create 
noise in my partition of firms into binding and nonbinding samples. 
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foreign tax credit allowed the corporation has unused foreign tax credits and, therefore, 

has an incentive to reduce foreign taxes paid. 

Given that the global tax planning incentives of firms differ according to their 

foreign tax credit positions, Scholes and Wolfson (1992) model the effects of U.S. and 

foreign tax rates and after-tax returns on repatriations. They demonstrate mathematically 

the circumstances under which a firm prefers repatriation to reinvestment by comparing 

the return after all taxes for each investment decision. They separately analyze firms in 

nonbinding FTC positions and firms in binding FTC positions. 1 extend the Scholes and 

Wolfson analysis by modeling the reinvest versus repatriate decision for deductible 

repatriations and by calculating the net benefit of reinvesting abroad. 

2.2.1.1 Dividend Repatriations 

For firms in a nonbinding FTC position, the- additional tax payment upon 

repatriation affects the repatriation decision. Assuming that foreign source income equals 

foreign income, firms pay no withholding taxes, and tax rates, rates of return, and 

exchange rates are constant over time, if the firm repatriates the earnings of the 

subsidiary and then reinvests them in the parent, the return on investment after all taxes 

is: 

{EP-[EP/(l-tf)]*(td-tf)}*(l+rd)" 

= {[EP(l-td)]/(l-tf)}*(l+rd)" (I) 

where EP is the subsidiary earnings and profits repatriated to the parent, tf is the foreign 

tax rate, td is the domestic tax rate, rd is the domestic after-tax return, and n is the length 
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of the investment.^ The after-all-taxes return is the repatriated earnings less repatriation 

taxes times one plus the after-tax rate of return in the United States. The corporation 

pays repatriation taxes on the pretax earnings of the subsidiary. Therefore, the domestic 

tax rate is applied to repatriated earnings grossed up by 1-tf. However, the U.S. allows a 

foreign tax credit for foreign taxes paid, and the tax due upon repatriation is the grossed 

up earnings times the difference between the foreign and domestic tax rates. 

If instead the corporation reinvests the earnings in the foreign subsidiary and then 

repatriates them after n periods, the return on investment is: 

EP(I + rr)" - {[EP(l+rf)"]/(l-tr)}* (tj-1.) 

= {[EP(l-td)]/(l-tf)}*(l+rr)" (2) 

where rr equals the after-tax return on investment in the foreign subsidiary. In this case 

the after-all-taxes return is the after-tax return in the foreign subsidiary less repatriation 

taxes. Repatriation taxes are paid on the earnings of the subsidiary grossed up by 1-tf, 

and the tax rate applied is the difference between the foreign and domestic tax rates. 

Because repatriation taxes are paid on the pretax earnings of the foreign 

subsidiary but a return is only earned on the after-tax income in the foreign country, the 

increase in repatriation taxes offsets the income from reinvestment in the foreign country. 

Comparing equations (I) and (2), the only difference in the returns after all taxes is the 

after-tax return in each jurisdiction (Scholes and Wolfson 1992; Hartman 1985). 

^ Including the affect of withholding taxes would increase the tax cost of repatriations (or 
decrease the tax benefits) and may place some firms that would otherwise be in 
nonbinding FTC positions in binding FTC positions. 
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The same result occurs for firms in a binding FTC position. In this case no tax is 

due upon repatriation. If the earnings are repatriated to the parent and invested for n 

periods the after-tax return is: 

EP(l+rd)" (3) 

If the earnings are reinvested in the foreign subsidiary and repatriated after n periods the 

after- tax return is: 

EP(1 + r,)" (4) 

Since no taxes are due upon repatriation the reinvest versus repatriate decision is based 

only on the after-tax return that can be earned in each jurisdiction. 

To determine the effect of repatriations on reinvested earnings, I define the net 

benefit (NB) of reinvestment abroad as the difference between the after all-taxes-retum to 

reinvesting abroad and the after-all-taxes return to repatriating and investing in the United 

States. As NB increases, the firm is more likely to reinvest abroad and reinvested 

earnings increase. For firms in nonbinding FTC positions, I calculate the net benefit of 

repatriation by subtracting equation (1) from equafion (2): 

NBnonbind = [EP (1-td)/( 1-tf)] * [ d + Tf)" - (1 + ra)"] 

To determine the effect of repatriations for firms in binding FTC positions, I subtract the 

after-all taxes-return from repatriating and investing in the U.S. (equation(3)) from the 

after-all-taxes return from reinvesting abroad (equation (4)): 

NBbi„d = EP[(l + rf)"-(l+rdr] 
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This demonstrates that regardless of the foreign tax credit position of the firm, 

reinvested earnings are increasing in the difference between foreign and U.S. after-tax 

returns.'' 

The total amount of reinvested earnings of foreign subsidiaries is not reported in 

the financial statements. However, SFAS No. 109 requires firms to report the amount of 

unremitted earnings of foreign subsidiaries for which no tax has been accrued either 

because the tax will be remitted in a tax free liquidation or because the earnings are 

considered to be permanently reinvested. I use this amount as a proxy for reinvested 

earnings. This has some limitations. First, because firms only disclose permanently 

reinvested earnings if they have reinvested earnings for which no tax has been accrued, 

results using this amount may not generalize to the full population. Therefore, the results 

must be interpreted as conditional on disclosing permanently reinvested earnings. 

Second, firms that do report an amount may have more earnings reinvested than what is 

reported if taxes have been accrued on these earnings. An advantage of using 

permanently reinvested earnings disclosures is that total unremitted earnings may include 

funds that the firm expects to repatriate in the short run. To the extent that a firm intends 

to repatriate earnings in the short run, they are not considered reinvested, and this 

introduces noise. Using permanently reinvested earnings as a proxy for reinvested 

earnings, I hypothesize the following: 

This net benefit analysis assumes that firms are capital constrained and therefore have a 
preference regarding where internally generated funds are invested. The effects of this 
assumption are mitigated by my use of the average after-tax return, which captures the 
profitability of the investment opportunity set of the firm rather than the marginal rate of 
return. 
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H I :  F o r  f i r m s  w i t h  p e r m a n e n t l y  r e i n v e s t e d  e a r n i n g s  d i s c l o s u r e s ,  
permanently reinvested earnings are increasing in the difference between 
foreign and domestic after-tax returns. 

The magnitude of the relationship between the difference in after-tax-retums and 

NB differs depending on the foreign tax credit position of the firm. Firms in a binding 

FTC position experience a one percent increase in net benefit for every one percent 

difference between foreign and domestic after-tax returns. However, firms in a 

nonbinding FTC position experience an increase in net benefit of (1 - td) / (1 - tr) for 

every one percent increase in the difference in after-tax returns. This ratio is less than one 

since tf < tj. This leads to the following hypothesis: 

H2: The magnitude of the relationship between the difference in foreign 
and domestic after-tax returns and permanently reinvested earnings is 
greater for firms in a binding foreign tax credit position than for firms in a 
nonbinding foreign tax credit position. 

2.2.1.2 Deductible Repatriaiions 

The analysis thus far assumes that the subsidiary repatriates earnings by making a 

dividend payment to the parent. Incorporating other forms of repatriation complicates the 

reinvest versus repatriate decision. 

The form of repatriation affects the tax cost of repatriation and therefore the after

tax return of the investment decision. In addition to repatriating earnings in the form of a 

dividend, a firm can repatriate in the form of interest, rent, royalties, transfer prices, or 

management fees. The advantage of these forms of repatriation over dividends is that 

they are often deductible in determining foreign income. However, as discussed above, 
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only firms in a binding FTC position have an incentive to use deductible forms of 

repatriation to reduce foreign taxes paid. For these firms, if foreign subsidiary earnings 

are repatriated via a deductible payment and invested in the U.S., the return after all taxes 

is: 

E P [ ( l - t d ) / ( l - t f ) ] ( l + r d ) "  ( 5 )  

In this case, assuming the entire amount of earnings and profits is deducted, after 

repatriation the firm has available to reinvest the earnings and profits before foreign taxes 

less repatriation taxes. Repatriation ta.xes are equal to earnings and profits grossed up by 

the foreign tax rate time the U.S. tax rate. The pretax foreign earnings net of repatriation 

taxes are then invested for n periods at the U.S. after-tax rate of return. The return in 

equation (5) is greater than that in equation (3) by the amount of taxes saved by 

deductible repatriation and the retum eamed in the U.S. on those tax savings for n 

periods. Thus, for firms in binding FTC positions, repatriation via a deductible payment 

results in a higher after-tax retum than repatriation via a dividend payment. The higher 

the foreign tax rate, the greater the benefit of deductible repatriations.^ 

Prior literature examines whether foreign tax rates relative to the U.S. tax rate 

affect where firms recognize deductions and income. This income shifting literature 

predicts that firms will recognize deductions in high tax countries and recognize income 

^ This analysis assumes that all earnings and profits are repatriated via a deductible 
payment in one lump sum. In reality, these deductible payments are often made at 
regular intervals. For example, if the parent loans money to the subsidiary the subsidiary 
must make regular interest payments. The relevant comparison is between reinvesting in 
the foreign subsidiary and repatriating as dividends after n periods (equation (4)) versus 
repatriating via a deductible payment at regular intervals. This has the effect of reducing 
the benefit of repatriating currently via a deductible payment. 
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in low tax countries. One convenient way of shifting income in this manner is through 

deductible forms of repatriation such as interest, rent, and transfer prices. Consistent with 

this hypothesis, Grubert and Mutti (1991) find that the afler-tax profit rate in a country is 

negatively correlated with its tax rate. This suggests that deductions are taken in high tax 

jurisdictions reducing the return in those jurisdictions, and income is recognized in low 

tax jurisdictions increasing the return in those jurisdictions. Several studies examine 

whether income reported by multinationals varies according to income shifting 

incentives. The results suggest that income reported in a jurisdiction varies with the tax 

rate in that jurisdiction (Harris et al 1993, Collins, Kemsley, and Lang 1998, Mills and 

Newberry 2001). 

Other studies examine the response of multinationals to the tax changes enacted 

by TRA 86. Harris (1993) investigates whether firms shifted income in response to TRA 

86. He finds that firms with greater flexibility shifted income into the U.S. after the tax 

rates were lowered by TRA 86. Klassen, Lang, and Wolfson (1993) also find evidence of 

income shifting in response to TRA 86. Jacob (1996) provides additional support for the 

income shifting hypothesis by finding that the patterns observed by Harris are due to the 

manipulation of international intrafirm transfer price policies. His evidence is consistent 

with the use of transfer prices to shift income to lower tax regions and deductions to 

higher tax regions. These studies suggest that multinationals use deductible forms of 

repatriation to reduce global taxes. 
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To determine the effect of deductible repatriations on reinvested earnings, I 

subtract the after-all-taxes return to deductible repatriations (equation (5)) from the after-

all-taxes return to reinvesting abroad (equation (4)). 

NBu,duct = EP *{(1 + rr)" - [(l-td)/(l-tf)] (1 + r^)"} 

The net benefit in this case is again increasing in the difference between the 

foreign and domestic after-tax returns. NBnonbind and NBdeduct also indicate that the net 

benefit to reinvesting abroad is related to the foreign tax rate. For nonbinding firms, this 

relationship is positive or negative depending on the difference in after-tax returns. 

However, the effect of the foreign tax rate is the same regardless of whether earnings are 

repatriated or reinvested. Therefore, I predict that for nonbinding firms the foreign tax 

rate has no incremental explanatory power once relative after-tax returns are included in 

the model. For binding firms using deductible repatriations, this relationship is negative. 

This leads to the following hypothesis: 

H3: For firms with permanently reinvested earnings disclosures, 

permanently reinvested earnings of firms in a binding foreign tax credit 
position are negatively related to the foreign tax rate. Permanently 
reinvested earnings of firms in a nonbinding foreign tax credit position are 

not related to the foreign tax rate. 

2.2.2 Earnings Management Factors 

The analysis in section 2 examines the effects of taxes and returns on the amount 

of earnings reinvested in foreign subsidiaries using the permanently reinvested earnings 

designation as a proxy for foreign retained earnings. This section explores the effects of 



39 

the financial statement benefits of designating earnings as permanently reinvested on the 

level of permanently reinvested earnings. 

The financial statement benefits of designating earnings as permanently 

reinvested arise from the difference in financial statement reporting for permanently 

reinvested earnings and other unremitted earnings of foreign subsidiaries provided in 

APB Opinion 23. As previously discussed, corporations pay taxes on the earnings of 

foreign subsidiaries in the foreign country in which the subsidiary operates and in the U.S 

when the earnings are repatriated to the parent. For book purposes, the firm records a 

deferred ta.x liability and recognizes the taxes on the unremitted earnings in the year the 

income is earned by the subsidiary. An exception applies to unremitted earnings 

designated as permanently reinvested. Ta.xes on the earnings of the subsidiary designated 

as permanently reinvested are not recognized in financial statement income. Instead they 

are disclosed in the notes to the financial statements along with the total amount of 

permanently reinvested earnings. 

This designation is subjective and management may designate earnings as 

permanently reinvested to avoid reducing current earnings by the taxes on unrepatriated 

earnings (Collins, Hand and Shackelford 2001). APB Opinion 23 gives little guidance 

regarding the requirements for designating earnings as permanently reinvested. It merely 

states that sufficient evidence must 

"...show that the subsidiary has invested or will invest the undistributed 
earnings indefinitely or that the earnings will be remitted in a tax-free 
liquidation. A parent company should have evidence of specific plans for 
reinvestment of undistributed earnings of a subsidiary which demonstrate 
that remittance of the earnings will be postponed indefinitely. Experience 
of the companies and definite future programs of operations and 
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remittances are examples of the types of evidence required to substantiate 
the parent company's representation of indefinite postponement of 
remittances from a subsidiary." 

APB Opinion 23 addresses the imprecision in the designation of earnings as 

permanently reinvested by providing the proper accounting treatment for situations in 

which changing circumstances cause a change in plans to repatriate earnings. Due to the 

uncertainty of future circumstances and the subjectivity involved in forecasting these 

future circumstances, the designation of earnings as permanently reinvested is subjective 

and managers use discretion in making this designation. To the extent that firms have an 

incentive to manage earnings upward, they may be more likely to designate retained 

earnings as permanently reinvested. 

However, this incentive differs depending on the FTC position of the firm. Firms 

with a foreign tax rate higher than the U.S. tax rate generally will not face any taxes upon 

repatriation. Firms with a foreign tax rate less than the U.S. tax rate may owe taxes upon 

repatriation due to foreign tax credit limitations. These firms are required to recognize 

currently the tax due when the earnings are repatriated. If the firm designates the 

earnings as permanently reinvested it is not required to recognize the tax in earnings. 

Therefore, I expect earnings management incentives to be important in explaining the 

level of permanently reinvested earnings for firms in nonbinding FTC positions. 

2.2.2.1 Debt Covenant Restrictions 

One incentive to manage earnings relates to the leverage hypothesis discussed by 

Watts and Zimmerman (1986). This hypothesis predicts that as a firm's leverage 
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increases it is closer to violating its debt covenants. To the extent that these covenants 

are based on accounting numbers, managers have incentives to manage earnings to avoid 

violation. 

Prior studies test this hypothesis; however, the results are mixed. Early literature 

finds that leverage is positively related to the use of income increasing accounting 

methods (Press and Weintrop 1990, Hunt 1985, Zmijewski and Hagerman 1981). More 

recently, Matsunaga, Shevlin, and Shores (1992) use leverage as a proxy for the cost of 

violating debt covenants and find that leverage is negatively related to the probability that 

a firm will disqualify stock options. Miller and Skinner (1998) test whether managers 

use the deferred tax valuation allowance to manage earnings. They find no relationship 

between leverage and the valuation allowance for deferred tax assets. 

To the extent that taxes on permanently reinvested earnings are not recognized in 

earnings, they represent an unrecognized deferred tax liability. Thus, designating 

earnings as permanently reinvested decreases the leverage of a firm and increases 

earnings. This decreases the probability that debt covenants will be violated. As the cost 

of bankruptcy increases, the manager is more likely to take steps to avoid the violation of 

debt covenants.^ However, the probability of a manager taking steps to avoid covenant 

violation is not continuously increasing in leverage. Only firms close to violation have 

this incentive, while firms with a comfortable margin have little incentive. Therefore I 

^ Prior studies support the use of leverage as a proxy for both the cost of bankruptcy and 
the probability of debt covenant violation (Dhaliwal 1980, Duke and Hunt 1990, Press 
and Weintrop 1990, and Beneish and Press 1993). 
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predict that firms close to covenant violation increase permanently reinvested earnings to 

avoid violation. This leads to the following hypothesis; 

H4: For firms in nonbinding FTC positions, firms that are close to debt 
covenant violation have higher permanently reinvested earnings than firms 
that are not close to debt covenant violation. 

2.2.2.2 Market Expectations 

Prior literature examines whether firms manage earnings to meet market 

expectations. This literature cites large negative stock price reactions in response to 

failures of firms to meet investor earnings expectations as an incentive for managers to 

engage in short-term earnings management behavior. For example, Bushee (1998) finds 

evidence that a high percentage of ownership by institutions with high portfolio turnover 

induces firms to manage earnings by reducing R&D expenditures. Matsunaga (1995) 

reports that firms that do not meet target earnings are more likely to use stock-based 

compensation to avoid the recognition of compensation expense. 

Because designating earnings as permanently reinvested increases earnings, 

managers in danger of not meeting an earnings target may increase permanently 

reinvested earnings in order to meet that target. Earnings management to meet a target 

level of earnings is a short-term earnings management strategy. Therefore I test whether 

changes in permanently reinvested earnings are related to a firms' failure to meet an 

earnings target before the effect of any changes in permanently reinvested earnings: 

H5: For firms in nonbinding FTC positions, firms that fail to meet an 
earnings target before the effect of changes in permanently reinvested 
earnings have larger increases in permanently reinvested earnings than 
firms that meet their eamings target. 
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CHAPTER 3 - METHODOLOGY, SAMPLE SELECTION, AND RESULTS 

3.1 Introduction 

In this chapter, I discuss the research methodology including the variables used in 

each model and the estimation procedures used to test each hypothesis. Additionally, I 

discuss the sample selection procedures and descriptive statistics related to the sample. 

Finally, I discuss the multivariate results and sensitivity analyses. 

3.2 Methodology 

To test the hypotheses developed in Chapter 2, I employ three different models and 

estimation techniques to test the profitability hypotheses, the debt covenant related 

earnings management hypothesis, and the market expectations earnings management 

hypothesis. In testing the profitability hypotheses, HI through H3, I use permanently 

reinvested earnings as a proxy for foreign retained earnings because foreign retained 

earnings is unobservable. If a firm does not disclose permanently reinvested earnings I 

do not included it in my sample.^ 1 estimate the model presented below using OLS. 

Because the sample includes only firms that disclose permanently reinvested earnings the 

results are conditional on the firm disclosing permanently reinvested earnings. 

To test the covenant related earnings management hypothesis, H4, permanently 

reinvested earnings is the variable of interest and therefore does not proxy for foreign 

retained earnings. In this analysis, if a firm does not disclose permanently reinvested 
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earnings I set permanently reinvested earnings equal to zero. Because firms only disclose 

positive amounts of permanently reinvested eamings and make no disclosure if 

permanently reinvested eamings is zero or negative, the dependent variable is left-

censored at zero. Therefore, I perform a tobit analysis. 

In testing the market expectations related eamings management hypothesis, H5, 

the dependent variable of interest is the change in permanently reinvested eamings. If a 

firm does not disclose permanently reinvested eamings I exclude it from the sample. 

Therefore, the results reported are conditional on the firm disclosing permanently 

reinvested eamings. 

3.2.1 Profitability Model 

To test the profitability hypotheses, I estimate the following model using OLS: 

PREi.t= ao + aiAvgatrj.t + a2Avgftri.t+ asCFi^t + a4FassetSi,t 

+ a5Nonbind+ a6Avgatr*Nonbindi.t + a7Avgftr*Nonbindj,t 

+ a8CF*Nonbindi,t + a9Fassets*Nonbindi.t 

+ Iaio,kIndi.t+Ittii.tYearj.t (6) 

where: 

PREj,t = permanently reinvested eamings for firm i in year t divided 
by consolidated assets for firm i in year t 

Avgatrj t = the average from year t-5 to t-1 of the difference between 
the foreign and domestic after-tax retum. Foreign after-tax 

^ Because permanently reinvested eamings is a proxy for foreign retained eamings, if 
permanently reinvested eamings is not disclosed I can not safely assume, in this analysis, 
that the foreign retained eamings is zero. 
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return is defined as foreign earnings after taxes divided by 
identifiable foreign assets. Domestic after-tax retxim is 
defined as domestic earnings after current taxes divided by 
total assets less identifiable foreign assets 

Avgftri.t = the average from year t-5 to year t-1 of foreign taxes paid 
divided by foreign earnings before taxes 

CFi, consolidated cash flows divided by consolidated total 
assets 

Fassetsi.t = identifiable foreign assets reported in the Compustat 
geographic segment file divided by total consolidated 
assets 

Nonbindj.i = 1 if the firm's Avgftr is less than the U.S. statutory 
tax rate (35 percent) and 0 otherwise 

Indi,t a vector of industry dummy variables corresponding to 2 
digit SIC codes 

Yeari.t = a vector of year dummy variables from 1994 to 1998 

The dependent variable, permanently reinvested earnings (PRE), is the amount of 

permanently reinvested earnings reported in the notes to the financial statements. The 

figure reported is the amount of total retained earnings designated as permanently 

reinvested for all subsidiaries. This amount is both cumulative over time and aggregated 

across foreign subsidiaries. 

Avgatr and Avgftr represent the profitability factors discussed in Chapter 2. I 

compute these variables as the average over the previous five years because the 

dependent variable is cumulative over time and, therefore, the relevant variables are the 

expected difference in after-tax returns and the expected foreign tax rate at the time the 

earnings were designated as permanently reinvested. Taking the average over the past 
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five years provides a better estimate of these expectations than the current year alone. 

Avgatr is the average from years t-5 to t-1 of the difference between foreign and domestic 

after-tax returns. I compute after-tax return by dividing after-tax income by total assets.^ 

I use identifiable foreign assets reported in the Compustat geographic segment file to 

proxy for total foreign assets. I calculate total domestic assets as total assets less 

identifiable foreign assets.' Avgftr is the average foreign tax rate paid in all countries of 

operation outside the United States. I measure the average foreign tax rate as current 

foreign tax paid divided by pretax foreign income."' 

Nonbind is a dummy variable equal to one if a firm's average foreign tax rate is 

less than the U.S. statutory rate of 35 percent and 0 other\\'ise. I interact this dummy 

variable with Avgatr and Avgftr to test for the difference in the coefficients for the 

binding and nonbinding firms. Therefore, a\ and ai represent the coefficients on Avgatr 

and Avgftr, respectively, for binding firms. The coefficients ae and a^ represent the 

^ Foreign (domestic) after-tax income is computed as foreign (domestic) earnings before 
tax minus current foreign (domestic) tax. Disclosures under SEC Regulation 210.4-08(h) 
are used to calculate Avgatr. To the extent that these disclosures are reported before 
elimination of intrafirm transfers, the relationship between permanently reinvested 
earnings and Avgatr is endogenous and the coefficient is biased upward. 1 am not able to 
distinguish between these two effects. 
' This has two potential sources of measurement error. First, all unallocated assets are 
included as domestic assets. To the extent that the firm has unallocated assets this 
depresses my measure of domestic after tax return. Second, this measure is an average 
after tax return for all foreign countries. Ideally I would like to examine the effect of the 
after tax return of a given subsidiary on the earnings permanently reinvested in that 
subsidiary. However, I do not have earnings data or the amount of permanently 
reinvested earnings for individual subsidiaries. Therefore I examine the effects of the 
average foreign after tax return on consolidated permanently reinvested earnings. 

Using the average foreign tax rate also has measurement error because the relevant 
measure of the tax benefit of deductible repatriations is the marginal foreign tax rate at 



A1 

difference in the coefficients on Avgatr and Avgftr, respectively, for nonbinding firms. 

Consistent with hypothesis one, I expect ai and the sum ai+ae to be positive. 

Hypothesis two predicts that the coefficient on Avgatr is larger for firms in binding 

foreign tax credit positions than for firms in nonbinding foreign tax credit positions. 

Therefore, I predict that ae is negative. I expect Avgftr to be negatively related to 

permanently reinvested earnings for firms in a binding foreign tax credit position and 

unrelated to permanently reinvested earnings for firms in a nonbinding foreign tax credit 

position. Therefore, consistent with hypothesis 3,1 predict that a2 is negative and that the 

sum ai+a? is not significantly different from zero. 

I include several control variables in the model. I include consolidated cash flows 

(CF) as a proxy for the cash needs of the parent. If the parent company is in a poor cash 

flow position, it may require repatriation by the subsidiary in order to have cash available 

to meet its operating needs. If the benefits of meeting such needs outweigh the benefits of 

investing abroad, the income will be repatriated to the parent. I include identifiable 

foreign assets, Fassets, as a control for the size of foreign operations. I also interact CF 

and Fassets with Nonbind to allow these coefficients to vary by foreign tax credit 

position. I deflate PRE, CF, and Fassets by consolidated assets to control for scale effects 

and heteroscedasticity. The industry dummies control for any industry effects on levels 

which deductions can be taken. Using the average foreign tax rate reduces the power of 
my tests and my ability to detect a foreign tax rate effect. 
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of retained earnings and permanently reinvested earnings. Year dummies control for 

macroeconomic effects that may change from year to year.'' 

3.2.2 Debt Covenant Eamings Management Model 

To investigate whether firms use the permanently reinvested eamings designation 

to avoid debt covenant violation, I estimate the following model separately for firms in 

binding and nonbinding FTC positions; 

PREj.t = Po + pi Avgalri.t + PiAvgftri.t + PjLevdumi.t + p.;CFj.t 

+ PsFassetSj.t + SP6,kIndi,t+ iPv.tYearu (7) 

Where: 

Levdumi.i = 1 if the firm's leverage (defined as total debt divided by 
market value of equity) is above the industry median 
leverage for all Compustat firms in year t and zero 
otherwise 

All other variables are defined as in equation 6. 

I include Avgatr and Avgftr to control for the profitability factors expected to 

affect the amount of a firm's permanently reinvested eamings. The coefficient P3 

captures the effect of eamings management incentives on the level of permanently 

reinvested eamings. This coefficient tests hypothesis 4. I test this hypothesis by 

'' The permanently reinvested eamings of foreign subsidiaries will also vary according to 
differences in the country of location due to restrictions on repatriations, availability and 
restrictions on debt, and other political factors that may be specific to a given country. 
Due to the large number of countries in which many of my sample firms operate 1 am not 
able to control for specific country effects. The omission of this control only biases my 
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examining whether firms with an incentive to manage earnings in order to meet debt 

covenants report higher levels of permanently reinvested earnings. I define firms with an 

incentive to manage earnings as those with an average foreign tax rate less than the U.S. 

tax rate that are close to debt covenant violation. I define firms that are close to debt 

covenant violation as those firms that are above the industry median leverage calculated 

using all Compustat firms in year t. I define leverage as total debt divided by market 

value of equity. I expect permanently reinvested earnings for earnings managers to be 

higher than permanently reinvested earnings for non-earnings managers. Therefore I 

expect P3 to be positive in the nonbinding FTC sample and insignificant in the binding 

FTC sample.'^ 

3.2.3 Market Expectations Earnings Management Model 

To examine the effect of short-term earnings management strategies on 

permanently reinvested earnings, I estimate the following model separately for firms in 

binding and nonbinding foreign tax credit positions: 

APREi,t = yo + Yi Atrdiffi.t + y^FTRit + ysLevdumu + y^Tardumi.t + ysCFi.t 

+ YeAFassetSi.t + Sy7,klndi,t+lyg.tYeari.t (8) 

where; 

results to the extent that the country related factors are correlated with the profitability 
and earnings management factors in my model. 

Leftwich (1983) states that debt covenants may or may not include the deferred tax 
liability in total liabilities because they do not represent current claims to assets and their 
future payment is not definite. To the extent that debt covenants do not include the 
deferred tax liability in total liabilities, my tests are biased against rejection of the null 
hypothesis. 



50 

APREi.i = permanently reinvested earnings for firm i in year t, less 
permanently reinvested eamings for firm i in year t-1, 
divided by consolidated assets in year t 

Atrdiff = the difference between the foreign and domestic after-tax 
return. Foreign after-tax return is defined as foreign 
eamings after taxes divided by identifiable foreign assets. 
Domestic after-tax return is defined as domestic eamings 
after taxes divided by total assets less identifiable foreign 
assets. 

FTR = current foreign taxes paid divided foreign eamings before 

taxes 

Tardumi t = 1 if current eamings minus the change in tax on PRE is less 
than target eamings for firm i in year t, 0 otherwise 

AFassetSj.t = identifiable foreign assets in year t minus identifiable 
foreign assets in year t-1, divided by consolidated assets 

All other variables are defined as in equations 6 and 7. 

Eamings management to meet market expectations for current eamings using 

permanently reinvested eamings suggests an increase in permanently reinvested eamings 

from the prior year to the current year in an amount greater than otherwise expected. 

Therefore, the dependent variable in equation (8) is the change in permanently reinvested 

eamings from the prior year to the current year. I include Atrdiff and FTR to control for 

the change in PRE predicted by the profitability factors. I also include CF to control for 

the cash needs of the parent. The change in foreign assets controls for the predicted 

change in permanently reinvested eamings related to the change in the size of foreign 

operations. As in equations (6) and (7) I deflate APRE, CF, and AFassets by consolidated 

assets to control for size effects and heteroscedasticity. 
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The coefficient 74 tests whether firms manage earnings to meet market 

expectations. Tardum is equal to one if realized earnings are less than target earnings, 

and zero otherwise. I measure realized earnings before the effect of any change in 

permanently reinvested earnings. Therefore, I define realized earnings as earnings less 

the change in tax on permanently reinvested earnings scaled by consolidated assets. 1 

calculate the change in tax as the change in the estimate of taxes on permanently 

reinvested earnings provided in the notes to the financial statements. For firms that do 

not provide a lax estimate, 1 estimate the change in tax as the change in permanently 

reinvested earnings times the difference between the foreign and domestic tax rates if the 

foreign tax rate is less that the U.S. tax rate. If the foreign tax rate is greater than the U.S. 

tax rate, I assume the change in tax is zero. 

I assume expected earnings follow a random walk with drift. I calculate expected 

earnings as the prior year's earnings plus the average of the previous five years' change 

in earnings, consistent with Matsunaga (1995). If the average change in earnings for the 

previous five years is negative, I define expected earnings as prior year earnings. If firms 

use permanently reinvested earnings to meet target earnings then APRE will be higher for 

firms that fell short of their target income (i.e. 74 will be positive). 

I also estimate equation (8) replacing Tardum with Tardiff. Tardiff is the 

difference between realized earnings and target earnings, defined as target earnings minus 

realized earnings deflated by consolidated assets. Firms that miss their target by a larger 

amount require larger increases in PRE to meet their target. Therefore, I expect the 

coefficient on Tardiff to be positive. 



3.3 Sample 

The sample includes U.S. multinational firms with all required variables available 

on the 1999 Compustat industrial, research, and geographic segment files. I include firm-

year observations from 1993 to 1998 in the sample. The sample period begins in 1993 

because that is the first year for which SFAS 109 requires the tax disclosures. 

Table 1 describes the sample selection process. I include all firm year 

observations with data needed to compute all variables, except PRE and TAX, available 

on Compustat 1999 and with positive values of domestic earnings after-tax and foreign 

earnings after-tax. I require positive values of domestic and foreign earnings after-tax 

because negative values of these variables may make my estimates of after-tax returns 

unrepresentative of long-run expectations of returns in each jurisdiction. These data 

screens result in 2,165 firm-year observations. For the levels specifications, because I 

estimate the average of the difference in after-tax returns and foreign tax rate over the 

past five years, an additional 493 observations are lost. This results in an initial sample 

of 1,672 for the levels models. I then exclude all observations with missing financial 

statements or that state that the firm has permanently reinvested earnings but do not 

disclose the amount. This reduces each sample by 369 observations. In the levels model I 

include only one observation per firm (the most recent observation) so that each firm has 

the same influence. This reduces the levels sample by 800 observations. In the changes 

model, I delete 156 observations because data are not available to compute the change in 

PRE, and I delete 678 observations because the firm makes no PRE disclosure. Finally, I 

delete obser\'ations in the top and bottom one percent of Avgatr, Avgftr, and PRE 
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(Atrdiff, FTR, and APRE in the changes model) to control for the effect of outlying 

observations and heteroscedasticity. This results in a final sample of 479 firms in the 

levels models and 907 firm/year observations in the changes model. 

I then divide these observations into binding and nonbinding FTC samples. If 

FTR is greater than .35 (the U.S. statutory rate) I include these firms in the binding FTC 

sample, and if FTR is less than .35 I include these firms in the nonbinding sample. 

3.4 Results 

3.4.1 Descriptive Statistics 

Table 2 reports descriptive statistics for the full sample of firms and for the 

subsamples of disclosing and non-disclosing firms. As indicated in Panel A of Table 2, 

the mean level of PRE for the full sample is $304.88 million. The mean (median) foreign 

assets is $1,937 billion ($192.71 million). The mean (median) consolidated assets is 

$5,767 billion (796.9 million). This indicates that on average foreign assets comprise 34 

percent of total firm assets. The mean Avgatr is .007 and the mean Avgftr is .33. 

Panels B and C report descriptive statistics for the subsamples of firms with no 

disclosure of permanently reinvested earnings (non-disclosing firms) and for firms that 

disclose permanently reinvested earnings (disclosing firms). The disclosing firms are 

significantly larger than non-disclosing firms in terms of both consolidated assets and 

foreign assets. For non-disclosing firms foreign assets comprise on average 25 percent of 

total firm assets. For disclosing firms foreign assets comprise on average 36 percent of 

total assets. The mean Avgatr is -0.006 for non-disclosing firms and is 0.015 for 



disclosing firms. This suggests that disclosing firms tend to have higher foreign after-tax-

retums relative to domestic after-tax-retums while domestic and foreign after-tax returns 

tend to be similar for non-disclosing firms. The mean Avgftr for non-disclosing and 

disclosing firms is 32 percent and 33 percent, respectively, and the difference is not 

significant. Non-disclosing firms tend to have higher leverage relative to the industry 

median than disclosing firms. The mean leverage difference of 0.405 and 0.064 for non-

disclosing and disclosing firms, respectively, are significantly different. However, the 

medians of -0.048 and -0.045 are similar. These results indicate that disclosing firms 

differ significantly from non-disclosing firms for every variable except the foreign tax 

rate. 

The mean (median) permanently reinvested earnings of disclosing firms is 

$498.43 million ($79.8 million). This is on average 18.5 percent of foreign assets. This 

indicates that the amounts reported as permanently reinvested are economically 

significant. The mean tax on permanently reinvested earnings for the 59 firms that 

disclose a tax estimate in the notes to the financial statements is $57.98 million. If the 

firm does not disclose an estimate of taxes on permanently reinvested earnings I calculate 

the estimate as the difference between the U.S. and foreign tax rate time permanently 

reinvested earnings. The mean tax estimate for the 119 firms with a positive tax estimate 

that provide no tax information or state that taxes on permanently reinvested earnings are 

not practicable to estimate is $54.24 million. 

Table 3 reports descriptive statistics for the deflated variables for the nonbinding 

and binding FTC samples. These statistics are reported separately for the full sample of 
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disclosing and non-disclosing firms and for the subsample of disclosing firms. For both 

the full sample (Panels A and B) and the subsample of disclosing firms (Panels C and D) 

the mean PRE deflated by consolidated assets, foreign assets deflated by consolidated 

assets, and Average ATR are all significantly higher in the nonbinding sample than in the 

binding sample. For both the ftill sample and for the subsample of disclosing firms, the 

Average ATR is negative for the binding firms (-0.016 and -0.010, respectively) and is 

positive for the nonbinding firms (0.025 and 0.034, respectively). This indicates that on 

average binding firms have a higher domestic after-ta\-retum than foreign after-tax-

retum, and nonbinding firms have a higher foreign after-tax-retum than domestic after

tax-return. The Average FTR is by construction significantly lower in the nonbinding 

sample than in the binding sample. 

Table 4 reports the Pearson correlation coefficients between the variables in 

equations 6 and 7 for the full sample of disclosing and non-disclosing firms. Both 

foreign assets and cash flows are positively related to permanently reinvested earnings. 

Avgatr is also positively and significantly related to PRE as predicted. Avgftr is 

negatively related to PRE, however, the correlation is not significantly different from 

zero. Levdiff is negatively related to PRE. This may result because more highly levered 

firms use less internal financing and pay more internal funds out as interest. The 

correlations between the independent variables indicate that Avgatr is significantly 

correlated with Fassets and Avgftr. The correlation between Avgatr and Fassets (-0.12) 

results because foreign assets are directly used in the calculation of Avgatr. The 

correlation between Avgatr and Avgftr (-0.276) results because the foreign tax rate 
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decreases the foreign after-tax return. However, the magnitude of these correlations 

indicate that multicolinearity is not a problem in the analysis.'^ All other correlations are 

insignificant. 

3.4.2 Multivariate Results 

Table 5 presents results from estimating equation (6) and Table 6 reports the 

results of estimating equation (7). I estimate equation (6) for the sample of disclosing 

firms using OLS estimation. The t-statistics reported in Table 5 are calculated using 

White's (1980) heteroscedastic consistent standard errors. I estimate equation (7) for the 

full sample of disclosing and non-disclosing firms separately for firms in nonbinding 

FTC positions and for firms in binding FTC positions. 

3.4.2.1 Profit ability Results 

Hypothesis I predicts that Avgatr is positively related to PRE for both binding 

and nonbinding FTC firms. The results in Table 5 support this hypothesis. The 

coefficient on Avgatr for binding FTC firms is 0.163. This coefficient in the nonbinding 

sample is 0.275 (0.163 + 0.112). Both coefficients are significantly greater than zero. 

Hypothesis 2 predicts that the Avgatr coefficient is greater for the binding sample than 

for the nonbinding sample. The Avgatr coefficient for the binding sample is smaller than 

that for the nonbinding sample, however, the difference is not significant. This fails to 

support hypothesis 2. These results suggest that firms are more likely to reinvest in the 

An examination of the variance inflation factors for all regressions also indicates that 
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foreign subsidiary as the foreign after-tax return increases relative to tlie domestic after

tax return. 

Hypothesis 3 predicts that the coefficient on the foreign tax rate is negative for the 

binding sample but is insignificant for the nonbinding sample. The coefficient on Avgftr 

is -0.085 in the binding sample. Consistent with hypothesis 3, this is significantly less 

than zero. This is consistent with firms in a binding FTC position using deductible forms 

of repatriation to reduce foreign taxes paid. The coefficient on Avgftr in the nonbinding 

sample is 0.008 (-0.085 + 0.093). Also consistent with hypothesis 3, this is not 

significantly different from zero. This is consistent with the theoretical model that 

suggests that the effect of FTR in the nonbinding sample is the same regardless of 

whether the earnings are reinvested abroad or repatriated. 

Overall, the results are consistent with the predictions related to profitability 

factors. These results suggest that the difference in foreign and domestic after-tax-retums 

affect the level of permanently reinvested earnings regardless of the FTC position of the 

firm. FTR has incremental explanatory power in the binding FTC sample and is 

insignificant in the nonbinding sample. 

2.4.2.2 Debt Covenant Earninss Management Results 

The debt covenant earnings management hypothesis predicts that firms in a 

nonbinding FTC position use PRE to manage earnings upward due to the difference in 

financial statement treatment for earnings designated as permanently reinvested and other 

multicollinearity is not a problem. 



unremitted earnings. I investigate whether firms manage earnings to meet debt covenants 

by testing whether firms above the industry median leverage have higher levels of PRE 

than firms below the industry median. Table 6 presents the results of testing this 

hypothesis. 

The model estimated in Table 6 includes the profitability factors tested in Table 5 

to control for the predicted level of permanently reinvested earnings absent earnings 

management. The tests of these variables in Table 6 are not as powerful as in Table 5 

because the sample used to estimate the model in Table 6 includes non-disclosing firms 

and sets PRE equal to zero for these firms. While this is a reasonable estimate of PRE it 

is not a reasonable estimate of foreign retained earnings, which is the Nxriable of interest 

in tests of the profitability factors. The results with respect to Avgatr are similar to those 

found in Table 5. The coefficient on Avgatr is positive and significant in both samples 

and is larger for nonbinding firms (0.36) than for binding firms (0.33). This is consistent 

with hypothesis one but not with hypothesis two. The results for Avgftr are not 

consistent with those found in Table 5. The Avgftr coefficient in the binding sample is 

negative (-.045) but is not significantly different from zero. In the nonbinding sample the 

Avgftr coefficient is positive (0.241) and significant. These results are not consistent 

with hypothesis 3. 

The coefficient on Levdum in Table 6 represents the difference in average 

permanently reinvested for firms with an incentive to manage eamings and tests 

hypothesis 4. Hypothesis 4 predicts that die coefficient on Levdum is not significanlty 

different from zero in the binding FTC sample and is positive in the nonbinding FTC 



sample. For binding FTC firms this coefficient is -0.026. For nonbinding FTC firms this 

coefficient is -0.024. This coefficient is negative and significant in both samples, 

contrary to hypothesis 4. These results are inconsistent with earnings management to 

meet debt covenants. 

3.4.2.3 Market Expectations Earnings Management Results 

To investigate whether managers use permanently reinvested earnings for short-

term earnings management strategies I estimate equation (8) using the sample of 

disclosing firms for which data are available to compute the change in permanently 

reinvested earnings. I estimate the model separately for the binding and nonbinding FTC 

samples. Because the sample includes time series data for each firm, the t-statistics 

reported in Table 9 are calculated using Huber-White (Rogers 1993) robust standard 

errors to correct for heteroscedasticity and serial correlation. 

Table 7 reports the descriptive statistics for the sample of firms used to estimate 

equation (8). Panel A presents descriptive statistics for binding FTC firms. The mean 

(median) change in permanently reinvested earnings is $17.75 million ($4.15 million). 

The mean (median) change in PRE as a percentage of consolidated assets is 0.007 

(0.005). The mean (median) change in foreign assets as a percentage of consolidated 

assets is 0.033 (0.023). For nonbinding firms the mean (median) change in PRE is 

S69.66 million (SI2.0 million) and is significantly higher dian for binding firms. The 

mean (median) change in PRE as a percentage of consolidated assets is 0.017 (0.012). 
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The mean (median) change in foreign assets divided by consolidated assets is 0.044 

(0.029). Both of these ratios are higher for nonbinding firms than for binding firms. 

The mean Atrdiff is -0.016 for binding firms and 0.028 for nonbinding firms. 

Consistent with the sample used in the levels models, this suggests that binding firms 

have a higher domestic after-tax-retum than foreign after-tax-retum while nonbinding 

firms have a higher foreign after-tax-retum than domestic after-tax-retum. The mean 

FTR is 48 percent for binding firms and 23 percent for nonbinding firms. The mean 

Tardiff as a percentage of assets is -0.01 in the binding sample and -0.019 in the 

nonbinding sample. These means are not significantly different. 

Table 8 presents descriptive statistics for the undeflated tax estimates, changes in 

PRE, and Tardiff for the binding and nonbinding FTC samples. These statistics are also 

reported separately for earnings managers and non-eamings managers. In the binding 

sample, 88 firms disclose a tax estimate.'"' For these 88 firms, the mean (median) tax on 

permanently reinvested earnings is $52.91 million ($11.85 million). For firms that do not 

disclose a tax amount, 1 estimate that the taxes on permanently reinvested earnings is zero 

because the firm's average foreign tax rate is greater than the U.S. tax rate. In the 

binding sample the mean (median) tardiff is -$13.91 million (-$5.54 million). This 

The fact that some binding firms disclose a positive estimate of taxes on permanently 
reinvested earnings suggests that these firms expect the average foreign tax rate to be 
lower than the U.S. statutory rate when the earnings are repatriated. I partition firms into 
binding and nonbinding samples based on the current year average foreign tax rate. This 
provides a sttonger partition for the profitability hypotheses because the value of 
deductible repatriations is based on the current year marginal foreign tax rate. However, 
from an earnings management perspective this creates some noise because for this 
hypothesis the relevant variable is whether or not the firm expects to owe taxes on 
permanently reinvested earnings when they are repatriated. 
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indicates that tlie full sample of binding firms on average met their target earnings by 

almost $14 million. Earnings managers missed their target by an average of $162.85 

million and non-eamings-managers met their target by an average of $93.45 million. The 

mean (median) change in PRE for the binding sample is $17.75 million ($4.15). The 

mean change in PRE for earnings managers ($12.62 million) is lower than the mean for 

non-eamings-managers ($20.05 million). However, the medians are similar. For both 

earnings managers and non-earnings managers in the binding sample, 70 percent of the 

firms had increases in PRE, 22 to 23 percent had decreases in PRE, and 7 to 8 percent 

had no change in PRE. 

In the nonbinding sample 105 firms disclose an estimate of taxes on PRE. For 

these firms the mean (median) tax is $66.54 million ($12.0 million). 1 estimate taxes on 

PRE for the 276 firms in the nonbinding sample that do not disclose taxes on PRE. For 

these firms the mean tax estimate is $49.17 million. This estimate is $60.41 million for 

earnings managers and $44.29 million for non-earnings-managers. 

Changes in PRE affect earnings through the income tax expense. 1 estimate that 

the mean (median) change in income tax expense due to changes in PRE for the 154 

firms in the nonbinding sample that did not meet target earnings is $12.07 million or 

$0.06 per share. This is twice the mean for non-eamings-managers ($6.03 million). The 

mean (median) amount by which earnings managers missed their target is $94.84 million 

(19.18 million) or $0.49 ($0.19) per share. While it appears that the change in tax 

expense is not large enough to make up the difference between actual and target earnings, 

in 22 of these 154 observations (14 percent) the change in tax expense is larger than the 
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difference between actual and target earnings. Using the first year lag of net income as 

the target, 18 of the 97 firms (19 percent) that missed their target have a change in tax 

larger than the difference between actual and target earnings. 

The mean change in PRE for earnings managers ($96.76 million) is nearly twice 

the mean for non-eamings-managers ($57.63 million). This provides some support for 

the hypothesis that firms that do not meet their earnings target have higher changes in 

permanently reinvested earnings. In the sample of earnings managers 86 percent increase 

PRE and 10 percent decrease PRE, whereas 79 percent of non-eamings-managers 

increase PRE and 17 percent decrease PRE. 

The results of estimating equation (8) are reported in Table 9. This table 

investigates whether firms that fail to meet target earnings before any change in PRE 

have larger changes in PRE. The coefficients on Atrdiff and FTR support the findings of 

Table 5 for both the binding and nonbinding FTC samples. The coefficient on Levdum is 

again negative and significant in both samples consistent with the findings in Table 6. 

Because current earnings is calculated before the effects of permanently 

reinvested earnings, if firms use PRE to meet earnings expectations, then firms that fail to 

meet their target earnings will have larger changes in PRE. Therefore, I predict that the 

coefficient on Tardum is positive in the nonbinding sample and insignificant in the 

binding sample. The results indicate that the coefficient on Tardum is positive and 

significant in both samples. While the positive coefficient in the nonbinding sample 

supports hypothesis 5, the positive coefficient in the binding sample suggests that this 
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finding may not be the resuh of earnings management since increasing PRE does not 

affect the earnings of firms in binding FTC positions. 

To further investigate hypothesis 5, Panel B of Table 9 replaces the Tardum 

variable with Tardiff, the difference between target earnings and actual earnings. By 

definition, firms with positive values of this variable missed their target and firms with 

negative values met their target. Including Tardiff in the analysis tests for a relationship 

between the amount by which a firm missed its target and changes in PRE. The results in 

Panel B indicate that for binding FTC firms, changes in PRE are not related to the 

amount by which a firm missed its target. The coefficient on Tardiff for these firms is 

0.006 and is not significantly different from zero. For nonbinding firms, changes in PRE 

are positively related to the amount by which a firm missed its target. The coefficient on 

Tardiff for these firms is 0.015 and is significantly different from zero. This provides 

additional support for hypothesis 5. 

Panel C of Table 9 allows the coefficient on Tardiff to differ for firms that met 

their target and for firms that missed their target similar to the method used by Schrand 

and Wong (2000). In this Panel, Tarmiss is equal to Tardiff if the firm missed its target 

earnings and zero otherwise; Tarmeet is equal to Tardiff if the firm met its target and zero 

otherwise. Since Tarmiss consists of positive values, a positive coefficient on this 

variable indicates that firms that missed their target earnings have larger increases 

(smaller decreases) as the amount by which they missed their target increases. This 

coefficient is -*0.013 in the binding sample and is not significantly different from zero. 
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In the nonbinding sample this coefficient is 0.108 and is significantly different from zero. 

This provides additional support for earnings management to meet market expectations. 

Since Tarmeet consists of negative values, a positive coefficient on this variable 

indicates that firms that met their target earnings have smaller increases (or larger 

decreases) in PRE as the amount by which they met their target increases. This 

coefficient is 0.016 in the binding sample and is not significantly different from zero. In 

the nonbinding sample this coefficient is 0.013 and is significantly different from zero. 

Overall, these findings support the short-term earnings management strategy predicted by 

hypothesis five. 

3.5 Sensitivity Analyses 

I conduct several sensitivity analyses to test the robustness of my results. First, to 

examine whether the results are sensitive to the control for the cash flow needs of the 

parent, I estimate equations (6), (7) and (8) using an alternate control. I replace CF with 

Shyam-Sunder and Myers' (1999) deficit measure. This measure is calculated as the sum 

of dividend payments, capital expenditures, the increase in working capital, and the 

current portion of long-term debt, less operating cash flows. The results are similar to 

those using cash flows. However, the coefficient on Avgatr becomes only marginally 

significant for binding firms in the profitability tests and the coefficients on Tardiff, 

Tarmiss and Tarmeet become insignificant for nonbinding firms in the market 

expectations earnings management tests. Next, I examine whether the earnings 

management results in the levels model are sensitive to the measure of closeness to debt 
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covenant violation. I estimate equation (8) defining firms with an incentive to manage 

earnings as those above the industry average leverage and in the top quartile of leverage. 

I find no evidence of earnings management to avoid debt covenant violation with either 

measure. I also estimate the equation using the deviation of leverage from the industry 

median, average, and top quartile of leverage and find a negative relation. Finally, I 

examine whether the results in Table 9 are sensitive to the definition of target earnings. I 

estimate equation (8) defining target earnings as the prior year earnings. The results for 

Tardum and Tradiff are unchanged in the nonbinding sample. However, the coefficients 

on Tarmiss and Tarmeet are no longer significant. In the binding sample Tardum is no 

longer significant and Tardiff, Tarmiss, and Tarmeet are insignificant. 

3.6 Conclusion 

The results of the analyses in this chapter support the hypotheses related to the 

profitability factors and earnings management to meet market expectations. However, I 

find no evidence of earnings management to meet debt covenant violation. Specifically, 

permanently reinvested earnings are positively related to the difference between foreign 

and domestic after-tax returns, negatively related to the foreign tax rate in the binding 

FTC position sample, and not related to the foreign tax rate in the nonbinding FTC 

sample. Addtionally, permanently reinvested earnings are lower for firms with high 

leverage, contrary to predictions. Finally, changes in permanently reinvested earnings are 

positively related to the difference between firms' target earnings and actual earnings in 

the nonbinding sample and are not related to this difference in the binding sample. 
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CHAPTER 4 - PRICING IMPLICATIONS OF EARNINGS MANAGEMENT VIA 
THE PERMANENTLY REINVESTED EARNINGS DESIGNATION 

4.1 Introduction 

The previous sections of this paper find that the amount of foreign subsidiary 

earnings that firms designate as permanently reinvested is related to the investment 

opportunities of the foreign and domestic subsidiaries and to the taxes that are due upon 

repatriation of foreign subsidiary earnings to the U.S. parent. Additionally, I find that 

firms with an incentive to manage earnings have higher changes in permanently 

reinvested earnings. This chapter examines whether the market recognizes such earnings 

management techniques. 

Specifically, I investigate how permanently reinvested earnings disclosures and 

the estimates of related taxes are incorporated into stock prices. Previous research on the 

valuation of taxes on permanently reinvested earnings finds that the tax estimate is 

marginally significant in explaining stock prices (Collins, Hand, and Shackelford 2001). 

I extend previous research in two ways. First, I allow the coefficient on the tax disclosure 

to vary according to management's motivation for designating the earnings as 

permanently reinvested. I argue that the market values taxes on permanently reinvested 

earnings differently depending on whether the earnings were designated as permanently 

reinvested for profitability reasons or for earnings management reasons. Second, I 

control for firms' income shifting incentives. I argue that because firms with incentives 

to shift income out of the U.S. are also firms that will owe taxes upon repatriation, the tax 
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variable may pick up some of this effect. Therefore, I examine the effects of inclusion of 

income shifting variables on the tax and earnings management effects. 

The extent to which the market values permanently reinvested earnings and the 

tax estimate is interesting for two reasons. First, because APB Opinion 23 provides little 

guidance for determining the level of permanently reinvested earnings and because use of 

the permanently reinvested earnings designation to manage earnings has no cash flow 

implications, the valuation of permanently reinvested earnings and the estimated tax can 

provide evidence on the extent to which the market believes the estimate or recognizes 

any earnings management behavior. Second, the tax estimate may be inaccurate due to 

the uncertainty of the timing of the repatriation and due to the uncertainty of the expected 

foreign tax credit position the firm at the time of repatriations. Therefore, the market's 

valuation of the tax estimate may provide evidence on the extent to which it is useful in 

valuing the firm. 

4.2 Hypothesis Development 

SFAS 109 requires multinational firms to disclose both the amount of 

permanently reinvested earnings and an undiscounted estimate of the taxes on 

permanently reinvested earnings that will be due upon repatriation. Because of the 

uncertainty surrounding when these earnings will be repatriated and the tax position of 

the firm at that time, the firm may state that the taxes are not practicable to estimate. Due 

to the approximate nature of the tax, the uncertainty about the timing of repatriation, and 
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the ability to use this designation to manage earnings, this chapter examines whether the 

market values permanently reinvested earnings and tax disclosures. 

Collins, Hand, and Shackelford (2001) examine the valuation of earnings 

designated as permanently reinvested and the associated tax estimate for a sample of 

disclosures in 1993. They regress price on earnings separated into its domestic and 

foreign components, book value of equity separated into its common stock, retained 

earnings, and permanently reinvested earnings components, and the estimate of ta.xes on 

permanently reinvested earnings provided in the footnotes. They find that for the full 

sample the coefficient on the tax estimate is negative but only marginally significant. 

However, many firms in their sample provide a tax estimate of zero, state that it is not 

practicable to estimate the tax, or provide no tax information. When they estimate the 

regression using only firms that provide a tax estimate the coefficient on the tax estimate 

is negative and significant but much larger in magnitude than expected. 

1 extend CHS's analysis in two ways. First, 1 allow the coefficient on the 

estimated tax on permanently reinvested earnings to vary according to management's 

motivation for this designation. Second, I control for firms' income shifting incentives. 

The tax on permanently reinvested earnings represents an unrecognized deferred 

tax liability that upon recognition will reduce the earnings of the parent. The tax estimate 

is the tax on the cumulative permanently reinvested earnings of the corporation. It is 

composed of a current portion that represents a reduction in current income and a 

cumulative portion that represents a reduction in the book value of equity. Theoretically, 

the magnitude of the coefficient on this variable in a price-earnings regression is a 
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combination of the coefficients on book value and income, but opposite in sign (Collins, 

Hand and Shackelford 2001). In general, the market will discount the tax estimate 

because it is due at some time in the distant future. Since the tax estimate provided is 

undiscounted, the coefficient on the cumulative portion should lie somewhere between 

zero and the opposite of the coefficient on book value, depending on the extent of 

discounting. The coefficient on the current portion should theoretically lie between zero 

and the opposite of the coefficient on foreign earnings, again depending on the extent of 

discounting. 

If a firm intends to reinvest foreign subsidiary earnings permanently the discount 

factor should be large. However, if a firm has an incentive to manage earnings, then the 

designation of the earnings as permanently reinvested may have only been made to 

increase reported earnings. In this case, the investment horizon of the earnings 

designated as permanently reinvested is much shorter than the investment horizon of 

firms that do not have earnings management incentives and the discount factor applied to 

the tax estimate will be much smaller. Therefore, if the market recognizes earnings 

management attempts, it will place a lower (more negative) valuation on the tax estimate 

of firms that have an incentive to manage earnings. This leads to the following 

hypothesis: 

H6: Firms with an incentive to manage earnings have a lower valuation 
of taxes on permanently reinvested earnings than firms without an 
incentive to manage earnings. 
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In addition to controlling for management's motivation for designating earnings 

as permanently reinvested, I control for the income shifting incentives of managers. 

Bodnar and Weintrop (1997) find that foreign earnings of U.S. multinational companies 

are valued higher than domestic earnings due to more growth opportunities in foreign 

markets and the permanence of exchange rate changes. Collins, Kemsley, and Lang 

(1998) (hereafter CKL) further examine this issue and find that firms that shift income 

into the U.S. have a higher valuation of domestic earnings than firms that do not shift 

income into the U.S. The authors attribute this finding to the notion that, for these firms, 

the reported U.S. income is a combination of U.S. and foreign income. Consistent with 

Bodnar and Weintrop's finding that the coefficient on foreign income is higher than that 

of domestic income, the coefficient on domestic income is higher for income shifters than 

for non-income shifters. 

I extend CKL by examining whether these results hold for firms that shift income 

out of the U.S. and whether this effect has incremental explanatory power over the tax 

effect. For firms that shift income out of the U.S., foreign net income is a combination of 

U.S. and foreign income. Therefore, I hypothesize that the coefficient on foreign net 

income is lower for firms shifting income out of the U.S. than for the rest of the sample. 

CKL test whether the foreign earnings of firms shifting income out of the U.S. is 

valued as a mix of domestic and foreign earnings. While these results are not tabulated, 

they report that foreign earnings are not valued significantly lower for firms that shift 

income out. They attribute this lack of significance to the lower value of shifting income 

out of the United States. Firms that shift income into die U.S. save taxes in the amount of 
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the difference between the foreign and U.S. rates. Firms that shift income out of the U.S. 

only defer the difference between the U.S. and foreign tax rates. 

I ftirther test the income shifting hypothesis by examining a subset of firms that 

report permanently reinvested earnings. For firms that permanently reinvest abroad, the 

value of the deferral may be larger than for the whole population because the deferral 

period is indefinite. This sample may provide a more powerftil test of the income shifting 

hypothesis. Consequently I test the following hypothesis: 

H7: For firms that shift income out of the U.S., foreign earnings are 
valued as mix of domestic and foreign earnings. 

Support for this hypothesis may be due to the income shifting effect discussed 

above or it may be due to unrecognized taxes on permanently reinvested earnings. Firms 

with permanently reinvested earnings and a foreign tax rate less than the U.S. tax rate 

have an unrecognized deferred tax liability. Although the tax is not recognized in 

financial statement income, the market may value this deferred tax. To the extent that the 

tax is valued by the market but not recognized in income, the coefficient on foreign 

earnings will be valued lower. Therefore, a negative coefficient on foreign earnings for 

firms shifting income out of the U.S. may be due to the difference in valuation of foreign 

and domestic earnings or due to the valuation of unrecognized deferred taxes. To 

separate these two effects, the tax estimate must be included in the model. 

Additionally, in a test of the valuation of taxes on permanently reinvested 

earnings, a control for income shifting incentives may be necessary to separate the tax 

effect fi-om the income shifting effect. Because firms with tax due upon repatriation are 
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also firms with an incentive to shift income out of the U.S., the tax coefficient may pick 

up some the income shifting effect. Therefore, I reexamine hypotheses 6 and 7 by 

including both the income shifting and tax variables in the model to determine whether 

each effect has incremental explanatory power over the other. 

4.3 Methodology 

4.3.1 Model 

To examine the valuation of taxes on permanently reinvested earnings, 1 estimate 

the following model: 

Pricei,i= Po + PiDNIi.[+ P2FNIi.i+ P3BVEi,t+ P4PR£j.t + Pj-TAXj.t 

+ PeEMi, + pvTAX* EMj.t + SPsklNDi, + iPgtYE ARi, (9) 

where: 

Pricei.t = market price per share for firm i in year t 

DNIj,( = domestic earnings per share for firm i in year t 

ETslIi.t = foreign earnings per share for firm i in year t 

BVEi.i = book value of equity per share less permanently reinvested 
earnings per share for firm i in year t 

PREj.t = permanently reinvested earnings scaled by number of 
shares outstanding for firm i in year t 

TAXi,t = estimate of taxes on PRE scaled by number of shares 
outstanding for firm i in year t 

EMj.t = a dummy variable equal to 1 if firm i did not meet its 
earnings target before the effect of changes in permanently 
reinvested earnings in year t and had an increase in the 
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estimate of taxes on permanently reinvested earnings from 
year t-1 to yeart 

INDj,t = a vector dummy variables corresponding to the 2-digit SIC 
code of firm i in year t 

YEARi,t = a vector of year dummy variables from 1994 to 1998 

Equation (9) is similar to the model used by Collins, Hand, and Shackelford 

(2001) (hereafter CHS) with the earnings management variable and interaction term 

added. The model is based on the Ohlson (1995) model. The dependent variable is the 

price per share of common equity. 1 regress price per share on book value of equity and 

net income for each firm-year observation. I break book value into two components: 

non-PRE book value and permanently reinvested earnings. I define non-PR£ book value 

as book value of equity minus permanently reinvested earnings; permanently reinvested 

earnings is the amount of earnings of foreign subsidiaries designated as permanently 

reinvested in the notes to the financial statements. 1 also break net income into its 

domestic and foreign components. Tax is equal to the estimate of taxes on permanently 

reinvested earnings. If the firm discloses an estimate of the tax due upon repatriation of 

permanently reinvested earnings, I use that amount as the estimate of tax. If the firm has 

a foreign tax rate less that the U.S. tax rate and reports no tax information or states that 

the tax is not practicable to estimate I define tax as the difference between the U.S. tax 

rate (35%) and the foreign tax rate multiplied by permanently reinvested earnings. If the 

foreign tax rate is greater than the U.S. tax rate, TAX equals zero. 
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I define earnings managers as firms that did not meet their earnings target before 

the effect of permanently reinvested earnings and that had an increase in the tax estimate 

from year t-1 to year t. I predict that the coefficient on TAX is negative and is lower for 

earnings managers than for non-earnings managers. Therefore I predict that Ps and p? are 

negative. 

To test hypothesis 7 I estimate the following regression: 

Pricei,,= Po + PiDNIi,t+ P2FNIi,t+ p3BVEu+ p4lSINi,t+ PsISOUTi., 

+ p6DNli/lS[Ni.,+ Pv FNIi.,*ISOUTi,t+ SPsklNDi,, 

+ SP9,YEARi,, (10) 

where: 

Pricej,t = price per share for firm i in year t 

BVEit = book value of equity per share for firm i in year t 

DNlj t = domestic earnings per share for firm i in year t 

FNIi,t = foreign earnings per share for firm i in year t 

ISINj.t = 1 if the firm has an incentive to shift income into the U.S. 

ISOUTj.i = 1 if the firm has an incentive to shift income out of the U.S. 

INDi,t = a vector of industry dummies equal to 1 if firm i is in the 
two digit SIC code in year t 

YEARi,t = a vector of year dummies 

This model is similar to that used by CKL with the addition of terms to test the 

valuation effects of shifting income out of the U.S. The variable ISIN is equal to one if 



the firm shifts income into the United States. I define firms that shift income into the U.S. 

as those firms for which 1) the average foreign tax rate is greater than the statutory U.S. 

tax rate and 2) the residual from a regression of the ratio of foreign income to foreign 

sales on the ratio of worldwide income to world wide sales is negative. The variable 

ISOUT is equal to one if the firm shifts income out of the U.S. I define firms with an 

incentive to shift income out of the U.S. as those firms for which I) the average foreign 

tax rate is less than the statutory U.S. tax rate and 2) the residual from a regression of the 

ratio of foreign income to foreign sales on the ratio of worldwide income to world wide 

sales is positive. The variable definitions are the same as those used in CKL. CKL find 

that domestic earnings are valued higher for firms that shift income into the U.S. (i.e. Pa ^ 

0). I expect this relationship to exist in my sample. I also predict that firms that shift 

income out of the U.S. have a lower valuation of foreign earnings (i.e. p? < 0). 

4.3.2 Sample Selection 

The sample includes firm-year observations from 1993 to 1998 with all data available 

on Compustat 1999 and with a disclosure of permanently reinvested earnings in the notes 

to the financial statements. I eliminate all firms with an estimate of the foreign tax rate 

greater than one or less than zero and with foreign or domestic earnings less than zero. 

Tliis results in a sample of 1060 firm-year observations. I then delete firms in the top one 

percent of price, foreign earnings, domestic earnings, the tax estimate, non-PRE book 

value, and permanently reinvested earnings. This results in a final sample of 1020 firm-

year observations. 
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4.4 Results 

4.4.1 Descriptive Statistics 

Panels A and B of Table 10 report descriptive statistics for the full sample. Panel 

A reports the distribution of the unsealed variables. The mean (median) total market 

value of equity is $6.56 billion ($1,579 billion). The mean (median) total assets of the 

sample firms is $5.6 billion (SI. 143 billion) and the mean (median) foreign assets is 

$1,841 billion ($321 million). The mean (median) PRE is $422.77 million ($70.04 

million) which is on average 27 percent (16 percent) of total book value. The mean 

estimate of taxes on PRE is $29.97 million. 

Panel B of Table 10 reports the distribution of the scaled variables. The mean 

price per share is $24.115. The mean domestic and foreign earnings per share are $0.91 

and $0,487, respectively. Mean PRE is $1,785 per share with an average estimated ta.x of 

$0,129 per share. The estimated tax is composed of a mean current tax of $0.04 and a 

mean cumulative tax of $0.09. 

Panel C of Table 10 reports the means of the scaled variables by earnings 

management sample. This table reports that the mean price per share and the mean 

domestic earnings per share are significantly higher for non-earnings managers than for 

earnings managers. Foreign earnings per share and non-PRE book value of equity are not 

significantly different between the two samples. However, earnings managers have 

higher total tax estimates per share ($0,278) than non-earnings managers ($0,103). The 

current tax estimate is also higher for earnings managers ($0,176) than for non-earnings 

managers ($0,016), however, the cumulative tax estimates are not significantly different. 
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The higher current tax estimate for earnings managers is consistent with these firms 

increasing the tax estimate to meet an earnings target, however, this result may be driven 

by the inclusion of firms with zero tax estimates in the non-eamings-managers sample. 

To further investigate the differences in tax estimates between earnings managers 

and non-eamings-managers, Table 11 breaks out the means of the unsealed tax estimates 

for the full sample and the sample of firms with positive tax estimates. Panel A of Table 

11 indicates that the total tax estimate of earnings managers (S55.08 million) is about 

twice that of non-earnings managers ($25.6 million). This difference is driven mainly by 

the current tax estimate, which is almost 7 times higher in the earnings manager sample 

($28.01 million) than in the non-eamings-manager sample ($4.25 million). 

Panel B of Table 11 breaks out the tax estimate by earnings manager sample for 

firms that have a tax estimate greater than zero. In this sample the total tax estimate is 

higher for earnings managers ($55.08 million) than for non-eamings-managers ($42.87 

million) but the difference is not as large as in the full sample. However the current tax 

estimate is still about three times higher for earnings managers ($28.01 million) than for 

non-eamings-managers ($9.17 million) and the cumulative tax estimate is lower for 

earnings managers ($27.08 million) than for non-eamings-managers ($33.7 million). 

Because some firms report an estimate of taxes on permanently reinvested 

earnings while others report no tax information or state that the taxes are not practicable 

to estimate, I must calculate an estimate of the taxes for many firms in the sample. 

Panels A and B of Table 11 also report the number of firms with each type of disclosure. 

About 21 percent of the fijll sample reports a positive estimate of taxes on PRE and 7 



percent estimate that the taxes are zero. I calculate a tax estimate for the remaining 72 

percent. In the full sample, the percentage of firms in each disclosure category is similar 

for earnings managers and non-eamings-managers. However, in the sample of firms with 

a positive tax estimate, the percentage of firms that disclose and tax estimate is lower for 

earnings managers (24 percent) than for non-earnings managers (35 percent). 

Table 12 reports the Pearson correlation coefficients for the independent 

variables. These correlation coefficients, as well as variance inflation factors computed 

for each regression, indicate that the results are unaffected by multicollinearity. 

4.4.2 Multivariate Results 

The results of estimating equation (9) are presented in Table 13. In Table 13 

Column 1,1 estimate the model used by CHS.'^ The coefficients on domestic and foreign 

earnings are 8.209 and 9.462, respectively. Consistent with prior literature, the foreign 

earnings coefficient is larger than the coefficient on domestic earnings. The coefficient 

on non-PRE book value is 0.32 and is significantly different from zero. The coefficient 

on permanently reinvested earnings is 1.117 and is also significant. The finding that the 

coefficient on PRE is larger than the coefficient on retained earnings and common stock 

is consistent with the findings of CHS. 

This is not a replication of the CHS analysis because I use a different sample selection 
procedure and because I calculate an estimate of the tax on permanently reinvested 
earnings for firms that provide no tax estimate or state that it is not practicable to estimate 
whereas CHS assume that tax is zero for these firms. 
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The coefficient on TAX is -3.428 and is significantly different from zero. The 

magnitude of this coefficient is similar to that found by CHS in the full sample. This 

coefficient suggests that the market values the tax estimate. 

Table 13, Column 2 includes variables to test hypothesis 6. In this regression, the 

coefficient on TAX represents the market valuation of taxes on permanently reinvested 

earnings for non-eamings-managers. The coefficient on the interaction between TAX 

and EM represents the difference between the valuation of the tax estimate for non-

eamings-managers and earnings managers. The TAX coefficient is -2.971, and is 

significantly different from zero. The coefficient on the interaction term is -2.599 and is 

not significantly different from zero. This result fails to support hypothesis 6 and is 

inconsistent with the market applying a smaller discount factor to the taxes of earnings 

managers than to the taxes of non-eamings-managers. 

As discussed above, CHS suggest that the magnitude of the coefficient on TAX 

should be a combination of the coefficients on book value and eamings but opposite in 

sign. The results in Table 13 are consistent with this prediction. The coefficient on TAX 

is -3.428. The foreign eamings (PRE) coefficient is 9.485 (1.124). Thus, the TAX 

coefficient lies within the theoretical range. 

To further examine the valuation of the tax estimate for eamings managers and 

non-eamings-managers, I examine the current and cumulative portions of the tax estimate 

and compare their coefficients with their theoretical values. Decomposition of the tax 

estimate provides a more powerful test of hypothesis 6. If a firm uses the tax estimate to 

meet a current eamings target then the market may apply a smaller discount rate to the 
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current portion of the tax estimate, but not to the cumulative portion. Since the tax 

estimate includes both the current and cumulative portions, this may reduce my ability to 

detect a difference in the market valuation of the tax estimate for earnings managers and 

non-eamings-managers. Therefore, I decompose TAX into its current and cumulative 

portions and interact each portion with the earnings management dummy. 

I define current tax as the change in the tax estimate from the prior year to the 

current year. I define cumulative tax as the total tax estimate minus the current tax. 1 

then estimate equation (9) substituting the current and cumulative tax portions for the 

total tax. The results of this analysis are presented in Table 14. 

In Column 1 of Table 14, the coefficient on current tax (DTAX) is ^.l 18 and the 

coefficient on cumulative tax (CTAX) is -2.869 for the full sample. Both coefficients are 

significantly different from zero. 

Column 2 of Table 14 separates the DTAX and CTAX coefficients for earnings 

managers and non-earnings managers. For non-eamings-managers the coefficient on 

current tax (DTAX) is -2.472 and is not significantly different from zero. The difference 

between the coefficient on DTAX for earnings managers and non-eamings-managers is -

11.183 and is significantly less than zero. This is consistent with a more negative 

valuation of taxes on permanently reinvested eamings for eamings managers than for 

non-eamings managers. The coefficient on DTAX for eamings managers is -13.655. 

The magnitude of this coefficient is similar to that on foreign eamings, but opposite in 

sign. This suggests that the market values the change in the tax estimate of firms with 

eamings management incentives as a reduction in current foreign eamings. This is 
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consistent with the market recognizing earnings management attempts and not 

discounting to the tax estimate of firms that may not intend to permanently reinvest the 

earnings of foreign subsidiaries. 

The coefficient on the cumulative portion of the tax estimate for non-eamings-

managers is -3.270 and is significantly different form zero. This coefficient is 0.884 (-

3.270 + 4.154) for earnings managers and is neither significantly different from zero or 

from the coefficient for non-eamings-managers. This coefficient is larger in magnitude 

than the coefficient on PRE for non-eamings-managers, but is similar in magnitude for 

earnings managers. Therefore, these coefficients are within the range of their theoretical 

values only for earnings-managers. 

As a sensitivity test, 1 examine whether the results in Table 14 are driven by the 

inclusion of firms with a tax estimate of zero. I estimate the taxes on permanently 

reinvested earnings to be zero if the firm's foreign tax rate is greater than the U.S. 

maximum statutory rate of 35 percent. Additionally, I define a firm as an earnings 

manager if it has an increase in the tax estimate. Therefore, all earnings managers have a 

tax estimate greater than zero, whereas non-eamings-managers include some firms with a 

tax estimate greater than zero and some firms with a tax estimate equal to zero. To 

determine whether these definitions are driving the difference in the coefficients on TAX, 

1 estimate the equations in Table 14 for the subset of firms with a positive estimate of 

taxes on permanently reinvested eamings. The results of this analysis are presented in 

Table 15. In Colunm 1 of Table 15, the coefficient on DTAX is -6.422 and the 

coefficient on CTAX is -4.239. Both coefficients are significantly different fi-om zero 
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and are slightly higher in magnitude than the corresponding coefficients in the full 

sample. In Column 2, the coefficient on DTAX for non-eamings-managers is -4.779 and 

is significant and the coefficient on the interaction term is negative and significant. This 

provides additional support for hypothesis 6. 

The results in Tables 14 and 15 support the hypothesis that the market recognizes 

earnings management attempts and values the tax estimate on permanently reinvested 

earnings as if the investment is of shorter than permanent duration. However, as 

discussed above, a tax due upon repatriation is correlated with the income shifting 

incentives of the firm, and the omission of income shifting variables may cause the tax 

coefficient to be biased. Therefore, in Table 16,1 report the results of the price earnings 

regression with the inclusion of income shifting variables. 

In Column 1 of Table 16, 1 estimate the Ohlson (1995) model with net income 

divided into its foreign and domestic components and with the inclusion of the income 

shifting variables. The results indicate that the foreign earnings coefficient is higher than 

the domestic earnings coefficient consistent with Bodnar and Weintrop (1997) and CKL. 

Also consistent with CKL, the domestic earnings coefficient is higher for firms that shift 

income into the U.S. than for the rest of the sample, i.e. the coefficient on DNI*ISIN is 

significantly greater than zero. The coefficient on FNI*ISOUT tests hypothesis 7. This 

coefficient is -2.484 and is significantly less than zero as predicted. This result is 

inconsistent with CKL, who find that this coefficient is not significant. However, this 

difference may be due to higher power in this study, or it may be the result of the tax 

effect. 
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In Column 2 of table 16 I Include the permanently reinvested earnings and tax 

estimate variables to separate the income shifting and tax effects. The results indicate 

that the coefficient on FNI*ISOUT remains significant but is lower in magnitude than the 

corresponding coefficient in Column 1. Additionally, the coefficient on TAX is negative 

but no longer significant. The magnitude of the TAX coefficient (-0.977) is also smaller 

than the magnitude of this coefficient in Table 7 (-3.428). This suggests that the tax 

coefficient picks up some of the income shifting effect, and vice versa, and that each 

effect must be controlled for in testing the other. 

In Table 17, I reexamine hypothesis 6 with the inclusion of the income shifting 

variables. The results are consistent with those found in Table 14. The coefficient on the 

current tax estimate is not significantly different from zero for non-eamings-managers, 

and is significantly lower for earnings managers. The coefficient on cumulative tax is not 

significant for either earnings managers or non-eamings-managers. Additionally, the 

coefficient on FNI*ISOUT drops to -1.952 and is no longer significant. Therefore, when 

I include both the income shifting and tax effects, I find that the tax effect has 

incremental explanatory power over the income shifting effect, but the income shifting 

effect is no longer significant. 

4.5 Conclusion 

In this chapter, I investigate whether the market values taxes on permanently 

reinvested earnings, whether this valuation differs for firms with incentives to manage 
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earnings, and whether the foreign earnings of firms that shift income out of the U.S. are 

valued as a mix of domestic and foreign earnings. 

I find that the market values the tax estimate. The rate of valuation is consistent 

with the rate suggested by theory, which is a combination of the coefficients on foreign 

earnings and permanently reinvested earnings, but opposite in sign. While the tax 

estimate as a whole is not valued more negatively for earnings managers than for non-

earnings managers, the current portion of the tax estimate is. This is consistent with the 

prediction that the market recognizes short-term earnings management behavior and 

values the tax estimate as if the reinvestment of foreign subsidiary earnings is less than 

permanent. 

I find that, consistent with prior literature, the domestic earnings of firms that shift 

income into the U.S. are valued as a mix of domestic and foreign earnings. I also find 

that the foreign earnings of firms that shift income out of the U.S. are valued as a mix of 

foreign and domestic earnings. However, this effect is reduced when taxes on 

permanently reinvested earnings are included in the model and in some cases it becomes 

insignificant. Overall, these findings suggest that the market values the permanently 

reinvested earnings and tax disclosures, but is not fooled by the earnings management or 

income shifting activities of firms. 
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CHAPTER 5 - SUMMARY AND CONCLUSION 

This paper examines factors that influence the amount of foreign subsidiary 

earnings reinvested abroad using permanently reinvested earnings disclosures as a proxy 

for foreign retained earnings. Specifically, I examine whether the level of permanently 

reinvested earnings reported in the notes to the financial statements varies according to 

the profitability of the foreign subsidiary' relative to the domestic parent and according to 

the tax cost or benefit of repatriations. The results indicate that the level of permanently 

reinvested earnings is positively related to the difference between foreign and domestic 

after-tax returns. Contrary to predictions, the coefficient on the difference in after-tax 

returns is not significantly greater in the binding FTC sample than in the nonbinding FTC 

sample. As predicted, permanently reinvested earnings are negatively related to the 

foreign tax rate for firms in binding FTC positions and are not related to the foreign tax 

rate for firms in nonbinding FTC positions. 

I also examine whether firms use the permanently reinvested designation to 

manage earnings. The results support short-term earnings management strategies but fail 

to support long-term earnings management strategies. Specifically, highly levered firms 

do not have significantly higher levels of permanently reinvested earnings than less 

highly levered firms. However, firms that did not meet target earnings before the effect 

of any change in permanently reinvested earnings had higher changes in permanently 

reinvested earnings than firms that met target earnings. 
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Finally, I explore the valuation of permanently reinvested earnings and the related 

tax estimate. I find that the valuation of the current change in the tax estimate is valued 

more negatively for earnings managers than for non-earnings managers. This is 

consistent with the market recognizing earnings management attempts and valuing the 

tax estimate as if the reinvestment of foreign earnings is less than permanent. 

This analysis is subject to several limitations. First, I use permanently reinvested 

earnings reported in the notes to the financial statements as a proxy for the reinvested 

earnings of foreign subsidiaries. To the extent that some reinvested earnings are not 

designated as permanently reinvested under APB Opinion 23, the permanently reinvested 

earnings disclosure measures reinvested earnings with error. Second, the results are 

conditional on firms reporting permanently reinvested earnings. If firms that report 

permanently reinvested earnings are systematically different from firms that do not report 

permanently reinvested earnings the results may not generalize to the full population. 

Finally, measures of after-tax returns, foreign tax rates, and permanently reinvested 

earnings are aggregate measures across all foreign subsidiaries of each firm. Therefore, 

the effects of individual country differences in lending markets, political factors, income 

tax rates, and withholding taxes are not addressed by this study. 

This study makes three important contributions. First, foreign subsidiary earnings 

reinvested abroad vary according to profitability factors, including relative after-tax 

returns and repatriation taxes. Specifically, the amount of earnings reinvested abroad by 

U.S. multinationals is increasing in the return that can be earned abroad relative to the 

return that can be earned in the United States. Additionally, for firms in nonbinding FTC 
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positions, repatriation taxes have no incremental explanatory power over after-tax 

returns. This is consistent with the theoretical model that predicts that, for these firms, 

repatriation taxes have the same effect regardless of whether the earnings are repatriated 

or reinvested abroad. For firms in binding FTC positions, reinvested earnings are 

decreasing in the foreign tax rate suggesting that the earnings of foreign subsidiaries are 

less likely to be reinvested as the tax savings from deductible repatriations increases. The 

second contribution of this paper is the identification of earnings management of a 

specific account. While I find no evidence of earnings management to meet debt 

covenants 1 do find evidence consistent with earnings management to meet market 

expectations via the permanently reinvested earnings designation. The third contribution 

is the provision of evidence that the market recognizes earnings management attempts 

and values repatriation taxes on foreign subsidiary earnings accordingly. 
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TABLE 1 
Sample Selection 

Levels Models Changes Model 

Number of firm year observations listed on 
Compustat 1999 from 1993 to 1998 
with all required data available 1672 2165 

Less: Firms with Financial Statements not 
available' (166) (166) 

Firms that state that the firm has 
permanently reinvested earnings but 
do not disclose the amount of 
permanently reinvested earnings (203) (203) 

Multiple observations per firm'' (800) 

Firms lost due to differencing" - (156) 

Firms deleted due to trimming'' (24) (55) 

Full sample of disclosing and non-disclosing 
firms 479 1585 

Firms with no disclosure of permanently reinvested 
earnings (186) (678) 

Sample of disclosing firms 293 907 
" Financial statements were obtained using Lexis and NAARS 
'' In the levels model, only one observation per firm (the most recent) is included in the sample. 

in the changes model, the dependent variable is the change in permanently reinvested earnings from year 
t-l to year t. When permanently reinvested earnings in year t-l is not available, the observation is dropped 
from the sample. 
•' In the levels models, firms in the top and bottom 1 percent of Avgatr, Avgftr, and PRE deflated by assets 
were deleted. In the changes model firms in the top and bottom 1 percent of Atrdiff, FTR. and APRE 
deflated by assets were deleted. See Table 2 and Table 7 for definitions of these variables. 
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TABLE 2 
Descriptive Information on the Undeflated Variables for the Samples of Firms Used to Test the 

Profitability and Debt Covenant Earnings Management Hypotheses 
(Dollar Amounts in Millions) 

Panel A: Full Sample of Disclosing and Non-Disclosing Firms (N=479)* 

Variable' Mean Q1 Median Q3 

PRE 304.88 0.0 12.1 132.0 

Foreign Assets 1937.08 40.96 192.71 884.24 

Assets 5767.07 205.33 796.90 3230.40 

Cash Flows 69.69 -23.84 2.85 70.30 

Tax'' 57.98 2.07 10.75 43.0 

Tax Estimate' 54.24 1.26 7.48 49.90 

Average ATR 0.007 -0.039 0.001 0.041 

Average FTR 0.33 0.22 0.34 0.44 

Leverage Difference 0.197 -0.237 -0.045 0.251 

Panel B: Non-Disclosing Firms'" (N=I86) 

Variable'^ Mean Qi Median Q3 

PRE 0 0 0 0 

Foreign Assets 748.70 16.22 65.54 261.78 

Assets 2981.70 104.35 345.46 1200.54 

Cash Flows -12.46 -17.18 0.25 19.34 

Tax 0 0 0 0 

Tax Estimate 0 0 0 0 

Average ATR -0.006 -0.050 -0.011 0.028 

Average FTR 0.32 0.17 0.35 0.45 

Leverage Difference 0.405 -0.245 -0.048 0.386 
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TABLE 2 CONTINUED 

Panel C: Disclosing Firms'" (N=293) 

Variable' Mean Ql Median Q3 

PRE 498.43 20.00 79.80 368.50 

Foreign Assets 2691.48*'* 84.11 358.36 1578.60 

Assets 7535.26** 385.82 1392.50 5061.10 

Cash Flows 121.84** -30.71 10.67 132.24 

Ta.x'* 57.98 2.07 10.75 43,00 

Tax Estimate' 54.24 1.26 7.48 49.90 

Average ATR 0.015*** -0.029 0.007 0.049 

Average FTR 0.33 0.24 0.33 0.43 

Leverage Difference 0.064** -0.234 -0.045 0.205 

**• Indicates tliat the mean for disclosing firms is signitlcantly different from the mean for non-disclosing 
firms at .01; **significant at .05; *significant at .10 
"See table 1 for sample selection procedures. 
''Firms are included in the disclosing sample if they disclose the amount of permanently reinvested earnings 
in the notes to the financial statements. Firms are included in the non-disclosing sample if they do not 
make a disclosure for permanently reinvested earnings. 
''PRE is total permanently reinvested earnings for all foreign subsidiaries reported in the notes to the 
financial statements. Foreign Assets is defined as identified foreign assets reported in the compustat 
geographic segment file. Assets is total consolidated assets. Cash Flows is consolidated net cash flows. 
Ta.\ is the estimated ta.\ on permanently reinvested earnings reported in the notes to the financial 
statements. Ta.\ Estimate is my estimate of taxes on permanently reinvested earnings for those firms that 
do not provide an estimate. If the foreign tax rate is less than .35 (greater than .35), the tax estimate is the 
difference between the U.S. statutory rate of .35 and the foreign tax rate times PRE (the tax estimate is 
zero). Average ATR is defined as the average from year t-1 to year t-5 of foreign after-tax earnings divided 
by foreign assets less U.S. after-tax earnings divided by total assets less identified foreign assets. Average 
FTR is the average from year t-1 to year t-5 of foreign ta.\'es paid divided by foreign earnings before taxes. 
Leverage Difference is the difference between the firm's leverage and the industry median leverage. 
Leverage is defined as total debt divided by market value of equity. 
•"Figures reported are for the 59 firms that disclose the amount of tax due on permanently reinvested 
earnings. Firms that state that tax on PRE is not practicable to estimate or that provide no tax information 
are not included in the Tax univariate statistics. 
'Figures reported are for the 119 firms for which the no estimate of taxes on PRE are included in the 
financial statements and for which the tax estimate is greater than zero. 
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TABLE 3 
Descriptive Information on the Deflated Variables by Foreign Tax Credit Position for the 

Samples of Firms Used to Test the Profitability and Debt Covenant Earnings Management 
Hypotheses 

{Dollar Amounts in Millions) 
Panel A: Full Sample or Disclosing and Non-Disclosing Firms* 

Rinrlinn /Mst 1 

Variable'' Mean Ql Median Q3 

PRE/Assets 

Foreign 
Assets/Assets 

Cash Flows/Assets 

0.045 

0.280 

0.01! 

0 

0.156 

-0.037 

0.015 

0.244 

0.011 

0.071 

0.391 

0.071 

Average ATR -0.016 -0.052 -0.019 0.018 

Average FTR 0.47 0.40 0.45 0.50 

Leverage Difference 0.200 -0.230 -0.032 0.253 

Panel B: Full Sample of Disclosing and Non-Disclosing Firms 
Nonbindinc Sample'' fN=266^ 

Variable'' Mean Ql Median Q3 

PRE/Assets 

Foreign 
Assets/Assets 

Cash Flows/Assets 

0.064*** 

0.308« 

0.007 

0 

0.164 

-0.042 

0.037 

0.269 

0.009 

0.106 

0.411 

0.062 

Average ATR 0.025"* -0.020 0.015 0.063 

Average FTR 0.211*»» 0.128 0,238 0.307 

Leverage Difference 0.194 -0.240 -0.060 0.234 

Panel C: Disclosing Firms' 
Bindine Samnle'' 

Variable'' 

fN=126^ 

Mean Ql Median Q3 

PRE/Assets 

Foreign 
Assets/Assets 

Cash Flows/Assets 

0.077 

0.304 

0.022 

0.028 

0.175 

-0.030 

0.064 

0.281 

0.032 

0.096 

0.419 

0.082 

Average ATR -0.010 -0.045 -0.009 0.027 

Average FTR 0.48 0.40 0.44 0.50 

Leverage Difference 0.019 -0.204 -0.030 0.186 
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TABLE 3 CONTINUED 

Panel D: Disclosing Firms'^ 
Nonbinding Samnle'' ̂ N=168> 

Variable"' Mean Ql Median Q3 

PRE/Assets 0.I05"* 0.044 0.080 0.153 

Foreign 
Assets/Assets 

0.340» 0.197 0.323 0.447 

Cash Flows/Assets 0.011 -0.030 0.020 0.073 

Average ATR 0.034«** -0.012 0.021 0.073 

Average FTR 0.24»«* 0.17 0.26 0.32 

Leverage Difference 0.094 -0.247 -0.068 0.211 

*** Indicates that the mean for binding firms is significantly different from the mean for nonbinding firms 
at .01; **significant at .05; *significantat .10 
'See table 1 for sample selection procedures. 
""The sample is divided into nonbinding FTC and binding FTC samples based on the average foreign tax 
rate. Firms with a foreign tax rate less than (greater than) the U.S. statutory rate of 35 percent are included 
in the nonbinding (binding) sample. 
'Firms are included in the disclosing sample if they disclose the amount of permanently reinvested earnings 
in the notes to the financial statements. Firms are included in the non-disclosing sample if they do not 
make a disclosure for permanently reinvested earnings. 
''pre is total permanently reinvested earnings for all foreign subsidiaries reported in the notes to the 
financial statements. Foreign Assets is defined as identified foreign assets reported in the compustat 
geographic segment file. Assets is total consolidated assets. Cash Flows is consolidated net cash flows. 
Average ATR is defined as the average from year t-1 to year t-S of foreign after-tax earnings divided by 
foreign assets less U.S. after-tax earnings divided by total assets less identified foreign assets. Average 
FTR is the average from year t-1 to year t-5 of foreign taxes paid divided by foreign earnings before taxes. 
Leverage Difference is the difference between the firm's leverage and the industry median leverage. 
Leverage is defined as total debt divided by market value of equity. 
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TABLE 4 

Pearson Correlation Coefficients (p-valiies) for Variables in Equations 6 md 1 

PRE Fassets CF Avgatr Avgftr Levdiff 

PRE" Too 

Fassets 0.389 1.00 
(0.00) 

CF 0.133 0.027 1.00 
(0.004) (0.552) 

Avgatr 0.162 -0.120 0.067 1.00 
(0.00) (0.008) (0.142) 

Avgftr -0.069 -0.006 0.010 -0.276 
(0.134) (0.900) (0.824) (0.00) 

Levdiff -0.111 0.014 -0.051 -0.024 
(0.015) (0.757) (0.264) (0.594) 

"PRE is total permanently reinvested earnings for all foreign subsidiaries reported in the notes to the 
financial statements divided by consolidated assets. Fassets is defined as identified foreign assets reported 
in the Compustat geographic segment file divided by consolidated assets. CF is consolidated net cash flows 
divided by consolidated assets. Avgatr is defined as the average from year t-1 to year t-5 of foreign after-
ta.\ earnings divided by foreign assets less U.S. after-tax earnings divided by total asssets less identified 
foreign assets. Avgftr is the average from year t-1 to year t-5 of foreign taxes paid divided by foreign 
earnings before ta.xes. Levdiff is the difference between the firm's leverage and the industry median 
leverage. Leverage is defined as total debt divided by market value of equity. 
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TABLE 5 
Regression Coefficients (t-statisticsf from OLS Estimation of Equation 6 for the Sample of Firms 

that Disclose Permanently Reinvested Earnings: Profitability Tests" 

Model: PREj., = ao + a i Avgatn,, + aiAvgftfj,, + ajCFi,, + aaFassets,.! + asNonbind,., 
+ a6Avgatr,,,*Nonbindj,, + ayAvgftr; ,*Nonbind+ a8CFi,t*Nonbind j,t 
+ a.)FassetS|i*Nonbindi, + Iaioitlndi, + San lYeari, 

Variable'' Predicted Sign Coefficients 
Intercept 0.038 

(0.59) 

Avgatr + 0.163* 
(1.69) 

Avgftr - -0.085" 
(-2.14) 

CF •f. 0.158*»* 

(2.90) 

Fassets -r 0.198**» 

(5.20) 

Nonbind -0.055* 
(-1.90) 

Avgatr*Nonbind - 0.112 
(0.903) 

Avgftr'Nonbind 0.093 
(1.30) 

CF'Nonbind -0.010 
(-0.12) 

Fassets*Nonbind 0.068 
(1.36) 

N 
Adjusted R* 

294 
0.40 

••'significant at .01, **significant at .05, 'significant at .10 in two-tailed tests 
"The sample includes the most recent firm year observation from 1993 to 1998 included on Compustat 
1999 for which there are no missing data and for which the amount of permanently reinvested earnings is 
disclosed in the notes to the financial statements. The sample is divided into nonbinding FTC and binding 
FTC samples based on the average foreign tax rate. Firms with a foreign tax rate less than (greater than) 
the U.S. statutory rate of 35 percent are included in the nonbinding (binding) sample. 
""PRE is the permanently reinvested earnings disclosed in the notes to the financial statements divided by 
consolidated assets. Avgatr is the five year average (year t-1 to t-5) of foreign earnings after taxes divided 
by foreign assets less domestic earnings after taxes divided by domestic assets. Avgftr is calculated as the 
five year average (year t-1 to t-5) of total foreign taxes paid divided by total foreign earnings before taxes. 
CF is cash flows of the consolidated entity deflated by total consolidated assets. Fassets is foreign assets 
divided by consolidated assets. Nonbind is equal to 1 if the firm's foreign tax rate is less than 0.35, the 
U.S. statutory tax rate, and 0 otherwise. Ind represents a vector of industry dummy variables corresponding 
to 2-digit SIC codes. Year represents a vector of year dummy variables fi-om 1994 to 1998. 
•^t-statistics are calculated using Whites (1980) heteroskedastic consistent standard errors. 
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TABLE 6 
Regression Coefficients (Chi square statistics) from Tobit Estimation of Equation 7 by Foreign 

Tax Credit Position for the Full Sample of Disclosing and Non-disclosing Firms: Debt Covenant 
Earnings Management Tests 

Model; PRE,., = Po + PiAvgatr,,, + PiAvgftr,, + PjLevdunij., + P4CF,,, + PsFassetSj,! 
+ 2:p6.klnd|.,+ SPv.iYearii 

Variable'' 
Predicted 

Sign 
Binding FTC" 

Predicted 
Sign 

Nonbinding FTC 

Intercept 0.009 
(0.02) 

-0.189** 
(4.05) 

Avgatr •f" 0.330»»» 

(11.7) 

+ 0.360*** 
(25.08) 

Avgftr - -0.045 
(0.67) 

0 0.241*** 
(15.87) 

Levdum 0 •0.026** 

(4.32) 

-i. -0.024** 
(3.98) 

CF -f 0.120»* 

(3.90) 

-r 0.058 
(1.56) 

Fassets O.I84»** 

(24.27) 

0.227*** 
(49.55) 

N 
Los Likelihood 

213 
94.33 

266 
119.04 

**'significant at .01, **significantat .05, 'significant at .10 in two-tailed tests 
"The sample includes the most recent firm year observation from 1993 to 1998 included on Compustat 
1999 for which there are no missing data. If no amount of permanently reinvested earnings is disclosed in 
the notes to the financial statements, it is assumed to be zero. The sample is divided into nonbinding FTC 
and binding FTC samples based on the average foreign tax rate. If the average foreign ta.x rate is less than 
(greater than) the U.S. statutory rate of 35 percent, the firm is included in the nonbinding (binding) sample. 
""PRE is the permanently reinvested earnings disclosed in the notes to the financial statements divided by 
consolidated assets. Avgatr is the five year average (year t-1 to t-5) of foreign earnings after ta.xes divided 
by foreign assets less domestic earnings after ta.xes divided by domestic assets. Avgftr is calculated as the 
five year average (year t-1 to t-5) of total foreign taxes paid divided by total foreign earnings before taxes. 
Levdum is a dummy variable equal to I if the firm's leverage in year t is above the year t industry median. 
Leverage is the leverage of the consolidated entity calculated as total debt divided by market value of 
equity. CF is cash flows of the consolidated entity deflated by consolidated assets. Fassets is foreign assets 
divided by consolidated assets. Ind represents a vector of industry dummy variables corresponding to 2-
digit SIC codes. Year represents a vector of year dummy variables from 1994 to 1998. 
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TABLE 7 
Descriptive Information on the Deflated Variables by FTC Position for the Sample of Disclosing 

Firms Used to Test for Market Expectations Earnings Management 
(Dollar Amounts in Millions) 

Panel A: Binding Firms* (N=406) 

Variable'' Mean Q1 Median Q3 

APRE 17.75 0 4.15 21.43 

APRE/Assets 0.007 0 0.005 0.015 

CF/Assets 0.024 -0.020 0.033 0.078 

AFassets/Assets 0.033 0.000 0.023 0.053 

Atrdiff -0.016 -0.058 -0.013 0.023 

FTR 0.48 0.39 0.44 0 52 

Levdiff 0.023 -0.251 0.001 0.236 

Tardiff/Assets -0.010 -0.020 -0.007 0.004 

Panel B: Nonbinding Firms" (N=501) 

Variable'' Mean Ql Median Q3 

APRE 69.66*" 0.83 12.00 64.00 

APRE/Assets 0.017"* 0.003 0.012 0.027 

CF/Assets 0.023 -0.026 0.023 0.077 

AFassets/Assets 0.044'» 0.006 0.029 0.065 

.Atrdiff 0.028"» -0.016 0.019 0.068 

FTR 0.23*** 0.18 0.26 0.31 

Levdiff 0.050 -0.254 -0.079 0.202 

Tardiff/Assets -0.019 -0.019 -0.006 0.003 

Indicates that the mean for binding firms is significantly different from the mean for nonbinding firms 
at .01; **significant at .05; 'significant at .10 
'The full sample includes firm year observations from 1993 to 1998 included on Compustat 1999 for which 
there are no missing data. See table 1 for sample selection procedures. The sample is divided into 
nonbinding FTC and binding FTC samples based on the average foreign tax rate. Firms with a foreign tax 
rate less than (greater than) the U.S. statutory rate of 35 percent are included in the nonbinding (binding) 
sample. 
""APRE is the change in permanently reinvested earnings reported in the notes to the financial statements 
from year t-1 to year t. CF is consolidated net cash flows. AFassets is the change in identified foreign assets 
reported in the compustat geographic segment file from year t-1 to year t. .\ssets is total consolidated 
assets. AtrdifFis defined as foreign after-tax earnings divided by foreign assets less U.S. after-tax earnings 
divided by total assets less identified foreign assets. FTRis foreign taxes paid divided by foreign earnings 
before taxes. Levdiff is the difference between the firm's leverage and the industry median leverage. 
Leverage is defined as total debt divided by market value of equity. TardifT is the difference between a 
firm's target earnings and actual earnings before the effect of any changes in PRE. Target earnings is 
defined as a 5 year moving average. 
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TABLE 8 

Mean (Median) Tax Estimates and Changes in Permanently Reinvested Earnings by Foreign Tax 
Credit Position for the Sample of Disclosing Firms Used to Test the Market Expectations 

Earnings Management Hypothesis 
(Dollar Amounts in Millions) 

Panel A: Binding Sample* 

Full Binding _ . .. Non-Eamings-
„ , ® Earnings Managers ., " Sample ° ° Managers 

Tax Estimates 

Disclosed Tax'' 52.91 80.16 37.34 
(11.85) (27.10) (6.39) 

Ta.\ Estimate' 0 0 0 
(0) (0) (0) 

Change in Tax 0.65 2.93 -0.37 
(0) (0) (0) 

Tardiff* -13.91 162.85 -93.45 
(-5.54) (22.70) (-14.85) 

Changes in PRE 

Change in PRE 17.75 12.62 20.05 
(4.15) (5.69) (3.76) 

Number (%) with increase in PRE 285 88 197 
(70) (70) (70) 

Number (%) with decrease in PRE 91 29 62 
(22) (23) (22) 

Number (%) with no change in PRE 30 9 21 
(7) (7) (8) 

N 406 126 280 
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TABLE 8 CONTINUED 

Panel B: Nonbinding Sample* 

Full Nonbinding _ . Non-Eammgs-„ , ® Earnings Managers ,. " 
Sample ® ° Managers 

Tax Estimates 

Disclosed Tax"" 66.54 42.11 78.25 
(12.00) (15.50) (12.00) 

Ta.x Estimate' 49.17 60.41 44.29 
(9.680) (17.77) (7.29) 

Change in Tax 7.89 12.07 6.03 
(0.67) (1,78) (0.39) 

Tardiff* -69.21 94.84 -142.03 
(-5.10) (19.18) (-16.68) 

Changes in PRE 

Change in PRE 69.66 96.76 57.63 
(12.00) (25.04) (9.10) 

Number (%) with increase in PRE 405 132 273 
(81) (86) (79) 

Number (%) with decrease in PRE 76 16 60 
(15) (10) (17) 

Number (%) with no change in PRE 20 6 14 
(4) (4) (4) 

N 501 154 347 

"The sample includes firm year observations from 1993 to 1998 included on Compustat 1999 for which 
there are no missing data. The sample is divided into nonbinding FTC and binding FTC samples based on 
the average foreign tax rate. Firms with a foreign tax rate less than (greater than) the U.S. statutory rate of 
35 percent are included in the nonbinding (binding) sample. 
""Disclosed tax is equal to the amount of tax on permanently reinvested earnings disclosed in the notes to 
the financial statements. The figures reported for disclosed tax are for those firms that disclose an estimate 
of the taxes on permanently reinvested earnings in the notes to the financial statements. In the full binding 
sample 88 firms disclose a tax estimate (32 earnings managers and 56 non-earnings managers). In the full 
nonbinding sample 105 firms disclose an estimate of taxes on permanently reinvested eamings(34 earnings 
managers and 71 non-earnings-managers). 
'Tax estimate is the estimate of taxes on permanently reinvested earnings that I calculate for firms that do 
not disclose an estimate of taxes on permanently reinvested earnings. This estimate is equal to zero for 
firms in binding foreign tax credit positions and is equal to permanently reinvested earnings times the the 
difference between the U.S. and foreign tax rates for firms in nonbinding foreign tax credit positions. The 
figures repoited are for only those firms for which I calculate the estimate. In the full nonbinding sample I 
calculate the estimate for 396 firms (120 earnings managers and 276 non-eamings-managers). 
•'Tardiff is equal to the difference between the firm's actual earnings and target earnings. Actual earnings is 
calculated before the effect of changes in permanently reinvested earnings. Target earnings is calculated as 
a five-year moving average. 
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TABLE 9 
Regression Coefficients (t-statisticsf from OLS Estimation of Equation 8 by FTC Position Using 

the Sample of Disclosing Firms: Market Expectations Earnings Management Tests 

Model: APREj., = yo + yiAtrdiffj_, + yiFTRj,,+ysLevduirii,, + y4Tardumi,,+ysCF i.,+ysAFassets i,, 
+ £y7,klndi,i+ Syg,iYeari,t 

Panel A: Tests whether earnings managers have higher changes in PRE than non-earnings managers 

Variable'' Predicted Sign Binding FTC" Predicted Sign Nonbinding FTC" 

Intercept 0.015* -0.30 
(1.71) (-1.41) 

AtrdifF + 0.031* -f 0.081*** 
(1.74) (3.65) 

FTR - -0.017** 0 -0.015 
(-2.39) (-1.16) 

Levdum 0 -0.004* + -0.006*** 
(-1.67) (-2.57) 

Tardum 0 0.003* 0.006*** 
(1.81) (2.95) 

CF + -0.006 + 0.036** 
(-0.46) (1.97) 

AFassets + 0.062*** 0.107*** 
(3.59) (5.39) 

N 406 501 
Adjusted R" .09 .22 
Panel B: Tests of the relationship between the amount by which a firm misses its earnings target and 
changes in PRE 

Variable'' Predicted Sign Binding FTC" Predicted Sign Nonbinding FTC" 

Intercept 0.015* -0.021 
(1.76) (-0.99) 

AtrdifF + 0.033* + 0.084*** 
(1.77) (3.69) 

FTR - -0.015** 0 -0.019 
(-2.04) (-1.44) 

Levdum 0 -0.004* + -0.006*** 
(-1.66) (-2.47) 

Tardiff 0 0.006 + 0.015*** 
(0.46) (3.51) 

CF + -0.007 + 0.034* 
(-0.52) (1.84) 

AFassets -i- 0.062*** + 0.107*** 
(3.53) (5.12) 

N 406 501 
Adjusted R" .08 .21 
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TABLE 9 CONTINUED 
Panel C: Tests of the relationship between the amount by which a firm misses its earnings target and 
changes in PRE with separate coefficients for firms that miss and firms that meet their target 

Variable'' Predicted Sign Binding FTC Predicted Sign Nonbinding FTC" 

Intercept 0.015' -0.022 
(1.74) (1.07) 

Atrdiff + 0.031' 4- 0.082'" 
(1.67) (3.65) 

FTR - -0.014' 0 -0.019 
(-1.90) (-1.42) 

Levdum 0 -0.004' -r -0.006'" 
(-1.65) (-2.50) 

Tarmiss 0 -0.013 -r 0.108* 
(-0.93) (1.68) 

Tarmeet 0 0.016 -H 0.013'" 
(0.72) (3.59) 

CF + -0.006 •f 

•
 

m
 

O
 

O
 

(-0.49) (1.87) 

AFassets •f 0.061'" + 0.108"' 
(3.51) (5.18) 

N 406 501 
Adjusted R" .08 .22 

'^'significant at .01, ''significant at .05, 'significant at .10 in two-tailed tests 
'The sample includes firm year observations from 1993 to 1998 included on Compustat 1999 for which 
there are no missing data. The sample is divided into nonbinding FTC and binding FTC samples based on 
the average foreign tax rate. Firms with a foreign tax rate less than (greater than) the U.S. statutory rate of 
35 percent are included in the nonbinding (binding) sample. 
""APRE is the permanently reinvested earnings disclosed in the notes to the financial statements in year t less 
permanently reinvested earnings is year t-l divided by consolidated assets. Atrduff is defined as foreign 
earnings after taxes divided by foreign assets less domestic earnings after taxes divided by domestic assets. 
FTR is calculated as current foreign taxes paid divided by total foreign earnings before taxes. Levdum is 
equal to 1 if the firm's leverage is above the industry median. Leverage is defined as total liabilities 
divided by market value of equity. Tardum is a dummy variable equal to 1 if the firm failed to meet its 
target earnings for the period (before the effect of any change in PRE) and zero otherwise. Target earnings 
is defined as a five year moving average. Tardiff is defined as the difference between current earnings 
before the effect of any change in PRE and the target earnings. Tarmiss is equal to Tardiff if Tardiff is 
greater than zero and zero otherwise. Tarmeet is equal to Tardiff if Tardiff is less than zero and zero 
otherwise. CF is cash flows of the consolidated entity deflated by total consolidated assets. AFassets is 
foreign assets in year t less foreign asets in year t-l divided by consolidated assets. Ind represents a vector 
of industry dummy variables corresponding to 2-digit SIC codes. Year represents a vector of year dummy 
variables from 1994 to 1998. 
't-statistics are calculated using Huber-White (Rogers 1993) robust standard errors to correct for 
heteroscedasticity and serial correlation. 
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TABLE 10 
Descriptive Information for the Sample of Disclosing Firms 

Used to Test the Valuation Hypotheses 

Panel A: Variables in S Millions (N=1020)* 

Variable Mean Q1 Median Q3 

Market Value of Equity 6560.67 425.73 1578.52 5072.34 

Domestic Earnings 215.75 12.39 48.41 169.54 

Foreign Earnings 133.09 5.29 20.83 90.45 

Non-PRE Boole Value 1129.33 113.49 357.41 1100.20 

PRE 422.77 17.90 70.04 320.10 

Estimated tax on PRE 29.97 0 1.85 16.86 

Current TAX on PRE 7.76 0 0.02 4.22 

Cumulative TAX on PRE 22.21 0 0 7.25 

Sales 4732.84 392.87 1283.52 4645.55 

Assets 5602.45 330.78 1143.27 4362.10 

Foreign Assets 1841.32 77.00 320.93 1324.20 

Panel B: Variables in S Per Share (N=t020) 

Variable*" Mean Q1 Median Q3 

Price 24.115 13.785 21.677 32.125 

DNI 0.910 0.375 0.691 1.284 

FNI 0.487 0.139 0.356 0.661 

Non-PRE BVE 6.494 2.967 5.510 8.953 

PRE 1.785 0.473 1.230 2.496 

TAX 0.129 0 0.040 0.166 

DTAX 0.040 0 0.001 0.060 

CTAX 0.090 0 0 0.097 
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TABLE 10 (CONTINUED) 

Panel C: Earnings Manager (N=I5I) and Non-Earnings-IVfanager Sample Means (IV=869) 

^ Non-Eamings-
Variable'' ^^m'^le Mean^^"^ Manager Sample t-statistic 

Mean 

Price 22.766 24.349 2A9** 

DNI 0.669 0.952 5.25»*» 

FNI 0.534 0.479 -1.35 

Non-PRE BVE 6.217 6.542 0.72 

PRE 2.071 1.735 -2.30»* 

TAX 0.278 0.103 -7.58»»* 

DTAX 0.176 0.016 -10.49»*» 

CTAX 0.102 0.087 -0.87 

^The sample includes all firm-year observations with all required variables available on Compustat 1999 
and with a disclosure in the notes to the financial statements for the amount of foreign subsidiary earnings 
designated as permanently reinvested. 
''Price is the price per share. DNI is domestic earnings per share and FNI is foreign earnings per share. 
Non-PRE BVE is book value of equity minus permanently reinvested earnings, scaled by number of shares 
outstanding. PRE is permanently reinvested earnings scaled by number of shares outstanding for firm i in 
year t. TAX is an estimate of ta.ves on PRE scaled by number of shares outstanding. The ta.x estimate is 
equal to the amount of ta.\es due on PR.E disclosed in the notes to the financial statements. If no estimate is 
disclosed and the foreign ta.\ rate is less than .35 (greater than .35), the ta-x estimate is the difference 
between the U.S. statutory ta.x rate of .35 and the foreign ta.\ rate times PRE (the ta.x estimate is zero). 
DTAX represents the current portion of ta.\es on permanently reinvested earnings and is equal to the 
change in the estimate of taxes on PRE from year t-1 to year t scaled by number of shares outstanding in 
year t. CTAX represents the cumulative portion of ta.xes on permanently reinvested earnings and is equal 
to the total ta.x estimate minus DTAX. 
•^A firm is included in the Earnings Managers sample if it did not meet its earnings target before the effect 
of changes in permanently reinvested earnings and if it had an increase in the tax estimate from year t-1 to 
year t. All other firms are included in the Non-Eamings-Managers sample. 
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TABLE 11 
Tax Estimates for the Full Sample of Disclosing Firms and the Sample of Disclosing Firms with 

Tax Estimates Greater than Zero 
(Dollar Amounts in Millions) 

Panel A: Full Sample' 

Full Sample Earnings Managers 
Non-Eamings-

Managers 

Tax Estimates'' 

Total Tax 29.97 55.08 25.60 

Current Tax 7.76 28.01 4.25 

Cumulative Tax 22.21 27.08 21.36 

Tax Disclosures' 

Number (%) with Positive 
Tax Disclosure 

216 
(21) 

36 
(24) 

180 
(21) 

Number (%) with Tax 
Disclosure Equal to 0 

68 
(7) 

0 
(0) 

68 
(8) 

Number (%) with No tax 
info or NP 

736 
(72) 

115 
(76) 

621 
(71) 

N 1020 151 869 

Panel B: Sample of Firms with Tax Estimate > 0 

Full Sample Earnings Managers 
Non-Earnings-

Managers 

Tax Estimates'' 

Total Tax 45.62 55.08 42.87 

Current Tax 13.41 28.01 9.17 

Cumulative Tax 32.21 27.08 33.70 

Tax Disclosures'^ 

Number (%) with Positive 
Tax Disclosure 

216 
(32) 

36 
(24) 

180 
(35) 

Number (%) with Tax 
Disclosure Equal to 0 

0 
(0) 

0 
(0) 

0 
(0) 

Number (%) with No tax 
info or NP 

454 
(68) 

115 
(76) 

339 
(65) 

N 670 151 519 
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^The sample includes all firm-year observations with all required variables available on Compustat 1999 
and with a disclosure in the notes to the financial statements for the amount of foreign subsidiary earnings 
designated as permanently reinvested. 
""Total Ta.\ is equal to the amount of taxes due on PRE disclosed in the notes to the financial statements. If 
no estimate is disclosed and the foreign tax rate is less than .35 (greater than .35), the tax estimate is the 
difference between the U.S. statutory tax rate of .35 and the foreign tax rate times PRE (the tax estimate is 
zero). Current Tax represents the current portion of taxes on permanently reinvested earnings and is equal 
to the change in the estimate of taxes on PRE from year t-1 to year t scaled by number of shares 
outstanding in year t. Cumulative Tax represents the cumulative portion of taxes on permanently 
reinvested earnings and is equal to the total tax estimate minus Current Tax. 
'The tax disclosures in the notes to the financial statements are divided into three categories: 1) firms that 
provide a positive estimate of taxes on permanently reinvested earnings, 2) firms that state that the tax 
estimate is equal to zero, and 3) firms that provide no tax information or state that the taxes on permanently 
reinvested earnings are not practicable to estimate. 



TABLE 12 

DNI FNI Bvn l>RE TAX DTAX CTAX EM 
DTAX 
•EM 

CTAX 
*EM 

ISIN 
DNI* 

ISOUT 

FNI 0.167 
(.00) 

nvii 0.599 
(.00) 

0,299 
(0,00) 

I'RH 0.203 
(0,00) 

0.638 
(0,00) 

0.178 
(.0.00) 

TAX 0.008 
(0.805) 

0,319 
(0,00) 

0.069 
(0,028) 

0.367 
(0.00) 

DTAX -0.045 
(0.147) 

0,143 
(0,00) 

0,002 
(0.941) 

0076 
(0015) 

0.522 
(0.00) 

CTAX 0.047 
(0.133) 

0,242 
(0,00) 

0.076 
(0.014) 

0.353 
(0,00) 

0.695 
(0.00) 

0.250 
(0.00) 

KM -0,134 
(0.00) 

0,042 
(0,184) 

-0.023 
(0.455) 

0,067 
(0,033) 

0.293 
(0.00) 

0,361 
(0,00) 

0.029 
(0.361) 

DTAX 
•RM 

-0.001 
(0.980) 

0.150 
(0.00) 

0.022 
(0.484) 

0.175 
(0.00) 

0.450 
(0.00) 

0.564 
(0.00) 

0.035 
(0.259) 

0,675 
(OOO) 

CTAX* 
EM 

-0.043 
(0.169) 

O.IOl 
(0.001) 

-0.026 
(0.408) 

0.168 
(0.00) 

0.464 
(0,00) 

0,178 
(0.00) 

0.377 
(000) 

0.434 
(0,00) 

0.329 
(0.00) 

ISIN 0.034 
(0.280) 

-0.134 
(0,00) 

-0.048 
(0,124) 

-0.006 
(0.843) 

-0,228 
(0,00) 

-0.220 
(0.00) 

-0.073 
(0.020) 

-0,161 
(0,00) 

-0.143 
(0.00) 

-0.060 
(0.055) 

ISOUT -0,038 
(0,224) 

0,136 
(0.00) 

0,076 
(0,016) 

0.102 
(0.001) 

0,303 
(0,00) 

0.209 
(0.00) 

0.168 
(0.00) 

0.187 
(0.00) 

0.190 
(0.00) 

0.097 
(0.002) 

-0.332 
(OOO) 

DNI* 
ISIN 

0,336 
(0,00) 

-0.005 
(0.866) 

0.157 
(0,00) 

0,102 
(0,001) 

-0,163 
(0,00) 

-0.178 
(0.00) 

-0,035 
(0,262) 

-0,127 
(0.00) 

-0.108 
(O.flOl) 

-0.043 
(0.166) 

0.748 
(0.00) 

-0,248 
(0,00) 

FNI* 
ISOUT 

0,002 
(0,938) 

0.502 
(0.00) 

0,139 
(0,00) 

0,327 
(0.00) 

0,380 
(0,00) 

0.245 
(0.00) 

0,225 
(0,00) 

0.144 
(0.00) 

0.235 
(0.00) 

0.120 
(000) 

-0,234 
(0,00) 

0,707 -0,176 
(0,00) (0.00) 

• DNI is doincscic earnings and FNI is foreign earnings. BVI- is the book value of etjuity per share less PRK. PRl; is ihe amount of permanently reinvested earnings 
disclosed in the notes to the financial statements. TAX is the estimate of ta.ves on PKH. 1'he ia.\ estimate is equal to the amount of taxes due on I'RR disclosed in the 
notes to Ihe financial statements. If no estimate is disclosed and the foreign tax rate is less than .35 (greater than .35), the tax estimate is the difference between Ihe U.S. 
statutory tax rate of .35 and the foreign tax rate times PRE (the tax estimate is zero). DTAX represents the current portion of taxes on permanently reinvested earnings 
and is equal to the change in the estimate of taxes on PRE from year t-l to year t. C7"AX represents the cumulative portion of taxes on permanently reinvested earnings 
and is equal to the total tax estimate minus D'I'AX. CM is a dummy variable equal lo I if the firm did not meet its earnings target before the effect of changes in PRE 
and the firm had an increase in the tiix estimate from year t-l to year t. ISIN equals 1 if the firm has an incentive to shift income into the U.S. and 0 othenvise. 
ISOU r equals I if the firm has an incentive to shift income out of the U.S., and 0 otherwise. All variables are scaled by number of shares outstanding. 
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TABLE 13 
Regression Coefficients (t-statistics) from OLS Estimation of Equation 9 for the Sample of Firms 

Disclosing Permanently Reinvested Earnings: Valuation Tesf 

Model: Pricej., = po + p,DNI,,,+ p2FNIi. ,+ P3BVEj,,+ P4PREi.,+ PsTAXi,, + PaEM,., , + P7TAX*EMi,,+ 
SPsklND, ,+ 5:p„YEARi,, 

Variable'' Predicted Sign Column 1 Column 2 

Intercept 10.321*" 10.264*** 
(2.60) (2.59) 

DNI + 8.209*'« 8.273*** 
(16.38) (16.24) 

FNI + 9.462*" 9.485*** 
(10.58) (10.59) 

BVE 0.320*** 0.312*** 
(3.99) (3.86) 

PRE Jf 1.117*** 1.124*** 
(4.97) (4.99) 

TAX - -3.428** -2.971* 
(-2.35) (-1.70) 

EM 7 1.049 
(0.95) 

TAX'EM - -2.599 
(-0.84) 

N 1020 1020 

Adjusted R" .61 .61 

••'significant at .01, •'significant at .05, 'significant at .10 
'The sample includes all firm year observations from 1993 to 1998 included on Compustat 1999 for which 
there are no missing data and for which the amount of permanently reinvested earnings is disclosed in the 
notes to the financial statements. 
'' Priccj., is the price per share for firm i in year t. DNl is domestic earnings per share and FT^I is foreign 
earnings per share. B VEj,, is equal to book value of equity per share for firm i in year t less PRE. PRE,., is 
permanently reinvested earnings scaled by number of shares outstanding for firm i in year t. TAX,,t is an 
estimate of taxes on PRE scaled by number of shares outstanding for firm i in year t. The ta.x estimate is 
equal to the amount of taxes due on PRE disclosed in the notes to the financial statements. If no estimate is 
disclosed and the foreign tax rate is less than .35 (greater than .35), the tax estimate is the difference 
between the U.S. statutory tax rate of .35 and the foreign tax rate times PRE (the tax estimate is zero). 
EM,,, is a dummy variable equal to 1 if firm i did not meet its earnings target before the effect of changes in 
permanently reinvested earnings and the firm had an increase in the tax estimate from year t-1 to year t. 
rND|.t represents a vector of industry dummy variables corresponding to 2-digit SIC codes. YEARi t 
represents a vector of year dummy variables from 1994 to 1998. 



107 

TABLE 14 
Regression Coefficients (t-statistics) from OLS Estimation of Equation 9 with the TAX Estimate 

Separated into Current and Cumulative Portions: Valuation Tesf 

Model: Pricei,,= Po + PiDNl,,,+ P2FNI,,+ P3BVE,, + P4PREU+ GjDTAXi,, + psCTAX,., + pvEMj., 
+ PgDTAX'EMi., + psCTAX'EM,., + SpioklMDi., + SPi„YEARi,, ' 

Variable*" Predicted Sign Column I Column 2 

Intercept 10.316'" 10.192*" 
(2.60) (2.58) 

DNI + 8.205'" 8.265*** 
(16.36) (16.26) 

FNl + 9.502'" 9.621*** 
(10.59) (10.72) 

BVE + 0.320'" 0.319*** 
(3.98) (3.95) 

PRE + 1.094'" 1.111"' 
(4.79) (4.86) 

DTAX - -4.118" -2.472 
(-2.20) (-1.06) 

CTAX - -2.869* -3.270' 
(-1.65) (-1.69) 

EM 7 1.775 
(1.56) 

DTAX'EM - -11.183" 
(-2.40) 

CTAX'EM 7 4.154 
(1.03) 

N 1020 1020 

Adjusted R" .61 .61 

^''significant at .01, "significant at .05, 'significant at .10 
"The sample includes all firm year observations from 1993 to 1998 included on Compustat 1999 for which 
there are no missing data and for which the amount of permanently reinvested earnings is disclosed in the 
notes to the financial statements. 
'' Priccj., is the price per share for firm i in year t. DNl is domestic earnings per share and is foreign 
earnings per share. BVEj,, is equal to book value of equity per share for firm i in year t less PRE. PREj., is 
permanently reinvested earnings scaled by number of shares outstanding for firm i in year t. DTAX;,, 
represents the current portion of ta.xes on permanently reinvested earnings and is equal to the change in the 
estimate of ta.\es on PRE from year t-1 to year t scaled by number of shares outstanding for firm i in year t. 
The ta.x estimate is equal to the amount of ta.xes due on PRE disclosed in the notes to the financial 
statements. If no estimate is disclosed and the foreign tax rate is less than .35 (greater than .35), the tax 
estimate is the difference between the U.S. statutory tax rate of .35 and the foreign tax rate times PRE (the 
tax estimate is zero). CTAX,,, represents the cumulative portion of taxes on permanently reinvested 
earnings and is equal to the total tax estimate minus DTAX. EMj.t is a dummy variable equal to 1 if firm i 
did not meet its earnings target before the effect of changes in permanently reinvested earnings and the firm 
had an increase in the tax estimate from year t-1 to year t. IND^ represents a vector of industry dummy 
variables corresponding to 2-digit SIC codes. YEARjt represents a vector of year dummy variables from 
1994 to 1998. 
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TABLE 15 
Regression Coefficients (t-statistics) from OLS Estimation of Equation 9 with the TAX Estimate 

Separated into Current and Cumulative Portions for the Sample of Firms with a Positive 
Estimate of Taxes on Permanently Reinvested Earnings" 

Model: Price^,- Po + PiDNIj,+ PiFNli.i"'" P3BVEi_i + p4PREj,t+ PsDTAXji + P6CTAXj,,+ PvEMj,! 
+ PaDTAX*EM|., + p,CTAX*E'Mi,i-HPiotrNDi,,+ SPmYEARj., ' 

Variable'' Predicted Sign Column 1 Column 2 

Intercept 17.240'« 17.234" 
(2.07) (2.07) 

DNI + 9.152'" 9.313"' 
(14.16) (14.07) 

FNI + 8.937*" 9.174'" 
(8.56) (8.73) 

BVE + 0.225" 0.217" 
(2.30) (2.20) 

PRE + 1.523'" 1.507'" 
(4.70) (4.63) 

DTAX - -6.422'" -4.779' 
(-2.97) (-1.79) 

CTAX . -4.239" -4.623" 
(-2.07) (-2.01) 

EM 7 1.822 
(1.56) 

DTAX* EM - -9.636" 
(-2.08) 

CTAX*EM 7 3.639 
(0.92) 

N 670 670 

Adjusted R" .63 .63 

•••significant at .01, **significant at .05, 'significant at .10 
'The full sample includes all firm year observations from 1993 to 1998 included on Compustat 1999 for 
which there are no missing data and for which 1) the amount of permanently reinvested earnings is 
disclosed in the notes to the financial statements and 2) the estimate of taxes on PRE is positive. 
'' Pricej., is the price per share for firm i in year t. DNI is domestic earnings per share and FNI is foreign 
earnings per share. BVEi t is the book value of equity for firm i in year t less PRE. PRE,., is permanently 
reinvested earnings for firm i in year t. DTAXi,, is the current portion of taxes on PRE and is equal to the 
change in the estimate of taxes on PRE from year t-1 to year t. The tax estimate (TAX) is equal to the taxes 
on PRE disclosed in the notes to the financial statements. If no estimate is disclosed and the foreign tax 
rate is less than .35 (greater than .35), the tax estimate is the difference between the U.S. statutory tax rate 
of .35 and the foreign tax rate times PRE (the tax estimate is zero). CTAX ,,t is the cumulative portion of 
taxes on PRE and equals the total tax estimate minus DTAX. All variables are scaled by number of shares 
outstanding. EM;,, is a dummy variable equal to 1 if firm i did not meet its earnings target before the effect 
of changes in PRE and the firm had an increase in the tax estimate from year t-1 to year t. IND^ represents 
a vector of industry dummy variables corresponding to 2-digit SIC codes. YEAR;,, represents a vector of 
year dummy variables from 1994 to 1998. 
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TABLE 16 
Regression Coefficients (t-statistics) from OLS Estimation of Equation 10 for the Sample of Firms 

that Disclose Permanently Reinvested Earnings: Income Shifting Tests" 

Model: Pricei., = (Jo + (3iDNIj,, + p.FNIi,, + PjBVEi,, + p4lSINi,, + psISOUTj., + PsDNIi/lSINj,, 
+ P7FNIi,,*IS0UTi.,+ Ip8i,INDi,,+ Sp.xYEARi., 

Variable'' Predicted Sign Column I Column 2 

Intercept 8.875*^ 8.979»» 
(2.22) (2.25) 

DNI + 7.566*»* 7.536»^* 
(14.01) (13.97) 

FNI + 11.861^^^ 10.397^*^ 
(13.31) (10.22) 

BVE + 0.393^^^ 0.257*** 

(5.18) (4.43) 

PRE -f l.OOS*^^ 
(4.48) 

TAX - -0.977 
(-0.62) 

ISIN 9 0.538 0.313 
(0.46) (0.27) 

ISOUT 7 -0.436 -0.509 
(-0.44) (-0.51) 

DNl^ISIN + 1.670^ 1.648^ 
(1.83) (1.81) 

FNI^ISOUT . -2.484» -2.223 • 
(-1.88) (-1.67) 

N 1020 1020 

Adjusted R" .61 .61 

•••significant at .01, ••significant at .05, •significant at .10 
'The sample includes all firm year observations from 1993 to 1998 included on Compustat 1999 for which 
there are no missing data and for which the amount of permanently reinvested earnings is disclosed in the 
notes to the financial statements. 
'' Pricei,, is the price per share for firm i in year t. DNI^,, is domestic earnings per share for firm i in year t, 
and FNI,,, is foreign earnings per share for firm i in year t. B VEj., is the book value of equity per share for 
firm i in year t in Column 1 and is the book value of equity per share minus PRE in Column 2. PRE is the 
amount of permanently reinvested earnings disclosed in the notes to the financial statements deflated by 
number of shares outstanding. TAXj,, is an estimate of ta.xes on PRE scaled by number of shares 
outstanding for firm i in year t. The tax estimate is equal to the amount of taxes due on PRE disclosed in 
the notes to the financial statements. If no estimate is disclosed and the foreign tax rate is less than .35 
(greater than .35), the tax estimate is the difference between the U.S. statutory tax rate of .35 and the 
foreign tax rate times PRE (the tax estimate is zero). ISINj., is equal to I if the firm has an incentive to shift 
income into the U.S., and 0 other wise. ISOUT,,t is equal to 1 if the firm has an incentive to shift income 
out of the U.S., and 0 other\vise. INDj,, is a vector of industry dummies equal to 1 if firm i is in the two 
digit SIC code in year t, and YEARj., represents a vector of year dummies. 
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TABLE 17 
Regression Coefficients (t-statistics) from OLS Estimation of Equation 10 with TAX Variable 

Included: Joint Valuation and Income Shifting Tests" 

Model: PricCj,, = Po + PiDNIi.,+ P2FNI,,,+ P3BVEj,,+ P4PREj .,+ P5DTAX,,,+ psCTAXj., 
+ P7EMi,,+ PgDTAXi., •EM,,+ p9CTAXi,, 'EM;., 
+ PiclSINj, ,+ B,,ISOUTi,-t •P,2DNIi,*ISINi,+ PnFNIi/ ISOUT. + SP ,4,INDi, + SB 1 „YE ARi, 

Variable'' Predicted Sign Column 1 Column 2 

Intercept 8.989" 8.704** 
(2.25) (2.19) 

DNI •f* 1.521*** 7.630*** 
(13.97) (13.96) 

FNI 10.406"* 10.449*** 
(10.21) (10.27) 

BVE + 0.3S6'" 0.353*** 
(4.43) (4.38) 

PRE -T- 1.001»*» 1.020*** 
(4.39) (4.48) 

DTAX • -1.205 0.799 
(-0.60) (0.33) 

CTAX . -0.811 -0.756 
(-0.45) (-0.37) 

EM 7 2.227** 
(1.94) 

DTAX'EM - -12.134*** 
(-2.61) 

CTAX'EM n 2.145 
(0.53) 

ISIN 7 0.300 0.523 
(0.26) (0.45) 

ISOUT 7 -0.509 -0.714 
(-0.51) (-0.72) 

DNIMSIN + 1.646» 1.565* 
(1.81) (1.72) 

FNl'ISOUT - -2.215* -1.952 
(-1.66) (-1.47) 

N 1020 1020 

Adjusted R' .61 .62 

••'significant at .01, '^significant at .05, 'significant at .10 
'The sample includes all firm year observations from 1993 to 1998 included on Compustat 1999 for which 
there are no missing data and for which the amount of permanently reinvested earnings is disclosed in the 
notes to the financial statements. 
'' Priccj, is the price per share for firm i in year t. DNI,,, is domestic earnings per share for firm i in year t, 
and FNIj t is foreign earnings per share for firm i in year t. BVE,,t is the book value of equity per share for 
firm i in year t less PRE. PREj., is the amount of permanently reinvested earnings disclosed in the notes to 
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the financial statements deflated by number of shares outstanding. DTAXi,t represents the current portion of 
taxes on permanently reinvested earnings and is equal to the change in the estimate of taxes on PRE from 
year t-1 to year t scaled by number of shares outstanding for firm i in year t. The tax estimate is equal to 
the amount of taxes due on PRE disclosed in the notes to the financial statements. If no estimate is 
disclosed and the foreign tax rate is less than .35 (greater than .35), the tax estimate is the difference 
between the U.S. statutory tax rate of .35 and the foreign tax rate times PRE (the tax estimate is zero). 
CTAX i,, represents the cumulative portion of taxes on permanently reinvested earnings and is equal to the 
total tax estimate minus DTAX. EMi,, is a dummy variable equal to I if firm i did not meet its earnings 
target before the effect of changes in permanently reinvested earnings and the firm had an increase in the 
tax estimate from year t-1 to year t. lSrNi,,is equal to 1 if the firm has an incentive to shift income into the 
U.S., and 0 other wise. ISOUTj, is equal to 1 if the firm has an incentive to shift income out of the U.S., 
and 0 otherwise. IND^,, is a vector of industry dummies equal to 1 if firm i is in the two digit SIC code in 
year t, and YEAR,., represents a vector of year 
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