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ABSTRACT 

This paper examines how the multinational firm's choice of debt or internal funds 

as a method of financing depends upon the cost of using internal funds. I extend prior 

research by differentiating between the cost of using domestic versus foreign internal 

funds for additional investments for multinational enterprises. I predict that foreign funds 

are more costly than domestic funds because of potential differential costs, including 

repatriation tax costs and financial reporting costs. 

I find that my measure of total funds, the sum of cash and short-tenn receivables, 

is negatively related to issuing incremental debt. I also examine whether the proportion 

of total funds represented by foreign funds affects a firm's decision to use incremental 

debt financing. My proxy for foreign funds is a rough estimate using available 

Compustat data (foreign assets divided by total assets multiplied by total funds). I do not 

find significant results with this general measure of foreign funds. 

Additionally, I test whether firms' FTC positions affect incremental financing 

decisions. I do not find results with this measure of foreign funds. I further examine the 

impact of costly foreign funds on the incremental debt financing decision using 

alternative measures. I examine the differential costs of a subset of foreign funds with 

the designation and dollar level of permanently reinvested earnings. My results suggest 

that the change in debt is positively related to the dollar level of permanently reinvested 

earnings. In addition, in a model that includes the interaction between the dollar level of 

permanently reinvested earnings and non-binding FTC status, my results suggest that the 
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magnitude of the relationship between the level of permanent reinvestment of foreign 

earnings and incremental debt financing is greater for firms with non-binding FTC 

limitations than for firms with binding FTC limitations. 

Overall, my findings suggest that the source of internal funds makes a difference 

in firms' use of debt financing. After controlling for investment opportunities with a 

measure of the difference between the foreign and domestic after-tax retum, I find that 

financial reporting considerations impact the debt (versus internal funds) financing 

decision. 
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CHAPTER 1 - INTRODUCTION 

This research examines choices that multinational irms make regarding their 

capital structure. Specifically, I examine how the firm's choice of debt or internal funds 

as a method of financing depends upon the cost of using internal funds. I extend 

research on this topic that assumes all internal funds have the same low cost relative to 

debt financing. I investigate how the domestic versus foreign location of internal funds 

generates differential costs. Potential differential costs associated with foreign earnings 

include tax repatriation costs and financial reporting costs. A subset of foreign funds, 

permanently reinvested foreign earnings, are not easily available to the parent and are 

costly both in terms of tax cost and market perceptions. Thus, I examine the impact of 

domestic versus foreign internal funds including a subset of foreign funds, permanently 

reinvested foreign earnings, on the incremental financing decision. 

There are two competing explanations regarding how firms trade-off the three 

components of capital structure: internal funds, debt, and external equity. However, these 

two theories are not mutually exclusive. There may be multiple explanations for firm's 

financing choices. The static trade-off theory suggests that each firm strives to reach an 

optimum debt ratio to balance the benefit of interest deductions from debt and the 

disadvantage of bankruptcy costs (Modigliani and Miller, 1958). The pecking order 

theory in finance assumes that internal funds should generally be less expensive than debt 

financing (Myers, 1984). Firms do not attempt to reach an optimal debt ratio under the 
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pecking order theory. The pecking order theory suggests that the preferred order of 

financing is internal funding, then debt and finally equity. The theory suggests that the 

firm's first choice of financing is internal sources because the relative cost is lower than 

debt or equity. 

Shyam-Sunder and Myers (1999) model both the pecking order theory and the 

static trade-off theory of capital structure choice. The authors conclude that the pecking 

order theory is more descriptive of firms' actual financing choices. However, it is 

unlikely that the pecking order theory modeled by Shyam-Sunder and Myers (1999) 

• , I . works precisely and there are difficulties in drawmg inferences from their work. It is 

possible that both the pecking order theory and the static trade-off theory could be 

operating simultaneously (i.e. the pecking order theory and the static trade-off theory are 

not mutually exclusive). Prior research on capital structure does not differentiate 

between the cost of using domestic versus foreign internal funds for multinational 

enterprises. I expect that foreign funds are more costly than domestic funds. Foreign 

internal funds may be more costly than domestic funds due to withholding taxes, 

accounting restrictions, and general transaction costs. Thus, ceteris paribus, location may 

affect the financing choice. In addition, I examine a subset of foreign funds, permanently 

reinvested earnings, that may be more costly than foreign funds due to financial reporting 

costs. Accordingly, I analyze whether the worldwide location of firms' internal funds 

' The validity of inferences from Shyam-Sunder and Myers tests of the pecking order 
theory and the static trade-off theory have been questioned in recent literature (Chirinko 
and Singha, 2000). The authors suggest that the model used by Shyam-Sunder and 
Myers to test the pecking order theory is too simple and leads to misleading inferences 
after considering various possible pattems of external financing. 
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influences the relationship between change in long-term debt (hereafter 'debt financing') 

of U.S. multinational enterprises and a proxy for whether firms have foreign funds. 

I estimate an incremental debt financing model using a pooled time-series cross-

sectional regression. I estimate the model using ordinary least squares (OLS) regression. 

My full sample of firms contains 205 domestic manufacturing companies with 451 firm-

year observations between 1993 and 1998. My partial sample of firms that disclose they 

permanently reinvest foreign earnings in the tax footnote of the financial statement 

contains 344 firm-year observations between 1993 and 1998. The sample period begins 

in 1993 because it is the first year firms must disclose taxes related to permanently 

reinvested foreign earnings under Statement of Financial Accounting Standard (SFAS) 

No. 109. 

Manufacturing firms provide a useful setting to study financing needs because the 

addition of capital equipment provides an exogenous indicator of capital spending. I 

include only those firms with a foreign presence to identify firms likely to have funds 

located in foreign subsidiaries. I determine foreign presence by whether a firm has 

identifiable foreign assets. I also limit my examination to firms with positive cash-flow 

deficits that have had no recent seasoned equity offerings. The positive cash-flow deficit 

restriction narrows my sample to firms that have current financing needs. I measure 

deficit as the sum of the net increase in working capital, dividend payments, capital 

expenditures and current portion of long-term debt minus operating cash flows (Shyam-
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Sunder and Myers, 1999).^ The exclusion of recent equity offerings limits my analysis to 

a study of debt financing versus internal funds. This exclusion allows me to focus on 

whether tax incentive variables influence firms to utilize internal funds or to issue 

additional debt. However, the screen on seasoned equity offerings will not entirely 

eliminate equity as a source of funds since Securities Data Corporation (SDC) does not 

always pick up private placements. Thus, I also examine the increase in the common 

stock account in the current year (Compustat item #85r #85t-i) to ensure that there are no 

, •J 

significant increases in equity fundmg in the current year. 

I examine the impact of total funds and foreign funds on debt financing. There 

are two key assumptions underlying the pecking order theory. The first assumption is 

that managers are better informed about the investment opportunities faced by their firms 

than are outside investors. The second assumption is that managers act in the best 

interest of existing shareholders (Megginson, 1997/. Given the above assumptions, 

Myers (1984) shows that firms may forego positive-NPV projects if accepting the project 

" DEFICIT =( DIVt + Xt + AWt + Rt - CO /assets(item #6); where Ct= operating cash 
flows, after interest and taxes (item #308), DIVt= dividend payments (item #21), Xt= 
capital expenditures (item #128), AW, = net increase in working capital (item #179-
item#179t-i), Rt= current portion of long-term debt at beginning of period (item #44). 
^ No firm-year observations in my sample have an increase in common stock greater than 
100%. In a sensitivity test, I deleted firm-year observations with an increase in common 
stock in the current year greater than 50% (60%). See Section 5.4, Sensitivity Analyses, 
for fiirther discussion. 
^ The second assumption of the pecking order theory in which managers act in the best 
interest of existing shareholders is far firom clear in recent literature. Harford (1999) 
examines costs and benefits associated with managers holding cash reserves. Cash 
reserves can be beneficial for equity holders by reducing the underinvestment problem. 
However, a potential cost associated with cash reserves is manager abuse. Easterbrook 
(1984) suggests that frequent trips to capital markets may help control the agency conflict 
between shareholders and managers. 
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means that the firm would have to issue equity at a price that does not reflect the 

managers perceived value of the firm's investment opportunities. This leads to financial 

slack, which is excess cash and marketable securities held by the firm (Megginson, 

1997). 

The pecking order theory (Myers, 1984) suggests that the firm does not have an 

optimal debt level. Rather, the firm's first choice of financing is internal sources because 

the relative cost is lower than debt or equity. Internal funds are relatively less costly 

because issuing debt and equity involves transaction costs, while utilizing internal funds 

is not thought to involve these expenses. Intemal funds are also less costly because they 

do not face the asymmetric information costs incurred via external financing, which 

occur because managers are better informed than outside investors regarding their firm's 

investment opportunities. 

If firms need to obtain external financing, they will choose the safest form of debt 

available, and then progress to riskier forms of debt (Myers, 1984). Firms prefer to issue 

low-risk debt first. Firms prefer to use investment grade debt because issuing safe debt 

has less of an effect on stock price than issuing risky debt because it is interpreted by the 

market as an attempt to maximize value for existing stockholders at the expense of new 

investors (Myers and Majluf, 1984; Linn and Pinegar, 1988). 

In an effort to extend capital structure research, I investigate how the domestic 

versus foreign location of intemal funds generates differential costs. I investigate 

whether firms that have a positive deficit will generally be less likely to use incremental 

debt financing if the firm has sufficient intemal funds. I also examine whether firms are 
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less likely to use internal funds when they are held in foreign subsidiaries. Potential 

differential costs associated with foreign funds may include repatriation costs and 

financial reporting costs. After controlling for total funds, I expect foreign funds to 

increase debt financing due to additional costs associated with using foreign funds. A 

subset of foreign funds, permanently reinvested earnings, may be even more costly to use 

due to financial reporting costs. I expect that firms with permanently reinvested earnings 

are more likely to use debt financing. In addition, I predict that the magnitude of the 

relationship between the level of permanent reinvestment of foreign eamings and 

incremental debt financing is greater for firms with non-binding FTC limitations than for 

firms with binding FTC limitations. 

My dependent variable for incremental debt financing is the firms' change in 

long-temi debt. Since the pecking order theory suggests that the firm's first choice of 

financing is internal sources because the relative cost is lower than debt or equity, I 

expect that the change in long-term debt of U.S. multinationals is negatively related to the 

level of total internal funds. I find results as expected. I also examine whether costly 

internal funds held in foreign subsidiaries affects the debt versus internal funding 

decision. Specifically, I examine whether the proportion of total funds represented by 

foreign funds affects a firm's decision to use incremental debt financing. I use the ratio 

of identifiable foreign assets divided by worldwide assets to construct a proxy for the 

level of foreign funds.^ My proxy for foreign funds is a rough estimate using available 

^ I also attempted to use an income ratio split as an alternative specification of 
FORFUND. Specifically, I calculate foreign funds as foreign pretax income divided by 
total pretax income multiplied by TOTFUND. However, I do not report results using this 
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Compustat data. I would like to measure the amount of foreign funds available in each 

country and examine the effect of foreign funds on incremental financing decisions. 

However, I do not have data on the foreign funds available in each subsidiary. Thus, a 

limitation of this estimate is that it may contain measurement error. The noise introduced 

by the estimate of foreign funds may make my tests less powerful. A second limitation to 

my proxy for foreign funds is that it may represent foreign growth. A firm may have 

high foreign earnings due to high growth in foreign subsidiaries. Such firms may require 

more financing because of the growth opportunities. 

Controlling for total funds, I expect debt financing to be positively related to the 

proportion of total funds represented by foreign funds due to the additional costs 

associated with using foreign funds. I do not find significant results with this measure of 

foreign funds. 

I also test whether firms' foreign tax credit positions affect their incremental 

financing decisions. Firms with higher average foreign tax rates than the U.S. statutory 

rate are in binding foreign tax credit (FTC) positions, otherwise firms are in non-binding 

FTC positions. The tax benefit of interest deductions are reduced for firms who cannot 

use all their foreign tax credits (binding FTC positions). Thus, I predict that such firms 

are less likely to use debt financing (Collins and Shackelford (1992), Newberry (1998), 

Newberry and Dhaliwal (2001), Dhaliwal, Newberry, and Weaver (2001)). However, I 

do not find that as foreign tax credit limitations restrict the benefits of domestic interest 

measure of foreign funds because the variance inflation factors on foreign funds and the 
variance inflation factor on the interaction between non-binding FTC status and foreign 
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deductions, firms are less likely to use debt financing. My findings do not provide 

evidence to suggest that FTC positions impact the ability of firms to use their interest 

deductions and affect the incremental financing decision. 

I further examine the impact of costly foreign funds on the incremental debt 

financing decision using alternative measures. I test whether the change in debt relates to 

a combined effect of the amount of foreign intemal funds and whether the firms would, 

on average, face a tax repatriation cost on such funds. Firms facing tax repatriation costs 

are in non-binding FTC positions. I expect non-binding FTC firms to leave earnings in 

the foreign subsidiary' to avoid tax repatriation costs. I predict firms in non-binding FTC 

positions are more likely to increase debt use as the level of foreign intemal funds 

increases. Results for the interaction between firms with non-binding FTC and the level 

of foreign funds are not significant. The results on this interaction term do not provide 

evidence to suggest that firms in non-binding FTC positions are more likely to increase 

debt because these firms may incur tax repatriation costs if internal foreign funds are 

repatriated. 

I also examine the differential costs of foreign funds with the designation of 

permanently reinvested earnings. I use the designation of permanently reinvested 

earnings to proxy for whether a firm would incur financial reporting costs by using its 

foreign intemal funds. Firms that designate earnings as permanently reinvested in 

foreign subsidiaries are not required to record the deferred tax liability associated with 

repatriation of earnings to the domestic parent. This provides an advantage for financial 

funds were extremely high which indicates problematic multicollinearity (see section 5.4, 



19 

statement reporting because reported income is higher. However, if the firm chooses to 

permanently reinvest earnings, they will not be able to utilize those funds in the domestic 

parent for financing needs. Thus, firms designating earnings as permanently reinvested 

are more likely to use incremental debt financing rather than internal funds. I do not find 

that firms are more likely to use debt financing when they have foreign funds that are 

designated as permanently reinvested. 

As an alternate measure of the costs of using foreign funds, I examine whether the 

magnitude of permanently reinvested earnings effects the change in debt. I expect debt 

financing to be positively related to the dollar level of permanently reinvested earnings. I 

also expect the magnitude of the relationship between permanently reinvested earnings 

and debt financing is greater for firms with non-binding FTC limitations, because the 

earnings effect of permanent reinvestment is larger than for firms with binding FTC 

limitations. I find a positive and significant coefficient on the dollar level of permanent 

reinvestment which suggests that the level of permanently reinvested earnings is related 

to debt financing. In addition, in a model that includes the interaction between non-

binding FTC status and the level of permanent reinvestment, I find a positive and 

significant coefficient on the interaction term. This result suggests that non-binding FTC 

limitation firms with large amounts of permanently reinvested earnings are more likely to 

issue debt. 

Thus, overall I find that change in debt of U.S. multinational firms is decreasing 

in internal funds. Overall, my findings suggest that the source of internal funds makes a 

Sensitivity Analyses, for a more detailed discussion). 
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difference in firms' use of debt financing. In addition, my results suggest that there are 

potential costs associated with the use of foreign funds for non-binding firms, including 

repatriation costs and financial reporting costs. 

This paper also provides new information to standard setters. APB Opinion No. 

23 allows managers considerable flexibility in designating earnings as permanently 

reinvested. My paper implies that managers' stated intent regarding cumulative foreign 

retained earnings has real economic effects. If managers revoked their permanent 

reinvestment designations at will, there would be no relation between the designation and 

the ability to use internal funds. Thus, managers may use the flexibility of APB Opinion 

No. 23 to their advantage by revoking their designation of permanent reinvestment when 

it benefits their interests. However, I found that there is a positive relationship between 

the dollar level of permanent reinvestment and the ability to use internal funds. My 

finding that firms use more debt financing when they have permanently reinvested 

earnings suggests that managers do not subsequently revoke their intent to repatriate 

foreign earnings and avoid debt. After controlling for investment opportunities with a 

measure of the difference between the foreign and domestic after-tax retum, I find that 

financial reporting considerations impact the debt (versus internal funds) financing 

decision. I find that firms with non-binding FTC that designate earnings as permanently 

reinvested have an incentive to use incremental debt financing rather than repatriate 

earnings. This result suggests that non-binding firms with large amounts of permanently 

reinvested earnings are more likely to issue debt. 
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Chapter 2 contains the literature review on related capital structure and 

multinational research. Chapter 3 presents the hypotheses development. Chapter 4 

provides the research design and sample selection. Descriptive statistics, empirical 

results and sensitivity analyses are contained in Chapter 5. Finally, Chapter 6 provides a 

summary and conclusion. 
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CHAPTER 2 - LITERATURE REVIEW 

2.1 Introduction 

This research examines choices that multinational firms make regarding internal 

funds versus debt. I predict that internal funds levels and location, foreign tax credit 

(FTC) positions, and financial reporting costs affect whether firms choose internal 

funding or debt for financing needs. I first discuss the two leading theories on capital 

structure; the static trade-off theory and the pecking order theory. An understanding of 

capital structure theory and related research in the area is an important foundation for 

examining the effect of internal funds, FTC positions and financial reporting costs on 

capital structure decisions. In addition, I discuss research related to the effect of taxes on 

capital structure. 

I include a discussion of relevant financial reporting guidelines; including U.S. 

GAAP rules related to reporting for U.S. income tax and foreign withholding taxes on 

foreign earnings, APB Opinion No. 23 which provides an exception to U.S. GAAP 

reporting, and SFAS No. 109. SFAS No. 109 provides guidelines on reporting 

disclosures of permanently reinvested earnings. An understanding of relevant financial 

reporting guidelines is necessary to examine the impact of financial reporting costs on the 

internal funds versus debt issuance decision. I also examine research on FTC positions 

and capital structure to provide an understanding of relevant research in the area and how 

my research question on the effect of FTC limitations on the internal funds vs. debt 

issuance decision builds on prior studies. Finally, I discuss research related to 

repatriations for finns in binding and non-binding FTC limitation positions. Financial 
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reporting requirements provide an alternative way to estimate costly foreign internal 

funds. Knowledge of prior research in the area is important to the understanding of my 

contribution on the effect of financial reporting requirements on capital structure 

decisions. 

2.2 Theories on Capital Structure 

Capital structure refers to the "relative mix of debt and equity securities in the 

long-term financial structure of the company" (Megginson, 1997). My research 

examines the effect of internal funds levels and location, FTC positions and financial 

reporting requirements on capital structure decisions made by firms. Therefore, an 

examination of theoretical explanations of observed capital structure is important to 

construct my empirical analysis. There are two competing explanations regarding how 

firms trade-off the three components of capital structure: internal funds, debt and equity. 

However, these theories are not mutually exclusive. There may be multiple explanations 

for firms' financing choices. Each theory describes methods on how firms use 

components of capital structure. The static trade-off theory was developed based on 

modifications to Modigliani and Miller (1958) and suggests that firms trade-off benefits 

from interest deductions on debt against financial distress costs. The pecking order 

theory, developed by Myers (1984), suggests that firms first use internal funds due to 

their low relative cost, then firms use debt financing and finally equity financing is used 

as a last resort. 
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2.2.1 The Static Trade-ofYTheory 

The static trade-off theory suggests that each firm strives to reach an optimum 

debt ratio, which is determined by trading off the benefits of interest deductions from 

debt and the disadvantage of bankruptcy costs (ModigUani and Miller, 1958). Syham-

Sunder and Myers (1999) test the time series properties of the static trade-off theory by 

examining the effect of deviation from the target debt ratio on the change in debt. 

Results for the test of the static trade-off theory show significant coefficients in the 

predicted range but the explanatory power for the model is lower than for the pecking 

order theory model. ^ 

2.2.2 The Pecking Order Theory 

There are two key assumptions underlying the pecking order theory. The first 

assumption is that managers are better informed about the investment opportunities faced 

by their firms than are outside investors. This asymmetric information assumption 

suggests the issue of managerial moral hazard in controlling costs and maximizing value 

(Milgrom and Roberts, 1992, p. 492). The second assumption is that managers act in the 

best interest of existing shareholders (Megginson, 1997)^. Given the above assumptions, 

** The validity of inferences from Shyam-Sunder and Myers tests of the pecking order 
theory and the static trade-off theory has been raised in recent literature (Chirinko and 
Singha, 2000). The authors suggest that the model used by Shyam-Sunder and Myers to 
test the pecking order theory is too simple and leads to misleading inferences after 
considering various possible patterns of external financing. 

The second assumption of the pecking order theory in which managers act in the best 
interest of existing shareholders is still debated in capital structure literature. Jensen and 
Meckling (1976) and Jensen (1986) are seminal papers examining the conflict between 
stockholders and managers. Jensen suggests that this inherent conflict is exacerbated 
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Myers (1984) shows that firms may forego positive-NPV projects if accepting the project 

means that the firm would have to issue equity at a price that does not reflect the 

managers perceived value of the firm's investment opportunities. This leads to financial 

slack, which is excess cash and marketable securities held by the firm (Megginson, 

1997). 

The pecking order theory (Myers, 1984) suggests that the firm does not have an 

optimal debt level. Rather, the firm's first choice of financing is internal sources because 

the relative cost is lower than debt or equity. Internal funds are relatively less costly 

because issuing debt and equity involves transact on costs, while utilizing internal funds 

is not thought to involve these expenses. Internal funds are also less costly because they 

do not face the asymmetric information costs incurred via external financing, which 

occur because managers are better informed than outside investors regarding their firms' 

investment opportunities. 

If firms need to obtain external financing, they will choose the safest form of debt 

available, and then progress to riskier forms of debt (Myers, 1984). Firms prefer to issue 

when financial slack (excess cash reserves) exists. While stockholders would prefer 
excess cash to be paid out as dividends, managers value the existence of financial slack. 
Managers with excess cash may be able to avoid being monitored through the use of 
capital markets. Managers seeking to reduce their own risk may make investments that 
do not benefit existing stockholders. Easterbrook (1984) suggests that firequent trips to 
capital markets may help control the agency conflict between stockholders and managers. 
Harford (1999) examines the costs and benefits associated with managers holding cash 
reserves. Cash reserves can be beneficial for equity holders by reducing the 
underinvestment problem. However, a potential cost associated with cash reserves is 
manager abuse. Harford (1999) finds that firms with excess cash are more likely than 
other firms to acquire firms. The empirical evidence suggests that the acquisitions made 
by firms with excess cash are value decreasing. The findings in this paper are consistent 
with an agency conflict between managers and stockholders. 
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low-risk debt first. Firms prefer to use investment grade debt because issuing safe debt 

has less of an effect on stock price than issuing risky debt because it is interpreted by the 

market as an attempt to maximize value for existing stockholders at the expense of new 

investors (Myers and Majluf, 1984; Linn and Pinegar, 1988). Dhaliwal, Newberry and 

Weaver (2001) examine the effect of corporate taxes on the decision between internal 

funds and debt. Specifically, the authors examine a sample of taxable stock acquisitions 

and test whether taxes affect the firm's choice between using internal funding or debt in 

taxable stock acquisitions. The authors results suggest that acquiring firms are less likely 

to use debt as FTC limitations impact the marginal tax benefi t of the domestic interest 

deduction. The authors also find that if the target firm has net operating loss 

carryforwards (NOLs), the acquiring firm is less likely to issue debt financing because 

they will not receive a benefit from the domestic interest deduction. This paper provides 

evidence that firms' FTC positions can affect their financing choices. 

If risky debt is the only option, then firms will consider equity financing 

possibilities, depending on the level of debt relative to equity. Thus, under the pecking 

order theory, the firm's debt ratio is determined by the need for external financing. 

Megginson (1997) discusses that the pecking order theory explains why stock prices react 

negatively to all new equity issues and why firm managers only make new equity issues 

when they have no choice (i.e. an unexpected earnings decline) or they feel the firm's 

stock is over-valued. In addition, Megginson (1997) suggests that the pecking order 

theory explains why managers of firms with strong reputations value financial slack and 

issue less debt than would otherwise be expected. 
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Shyam-Sunder and Myers (1999) model the pecking order theory of capital 

structure choice. To test the pecking order theory, the authors examine the effect of firm 

deficit, a measure of exhausted internal funding, on change in debt. The deficit variable 

indicates that firms have used internal funding. A coefficient on the deficit measure of 

1.0 is predicted because the firm's next financing choice according to the pecking order 

theory is debt issuance. Firm deficit equals the sum of dividends, capital expenditures, 

net increase in working capital in the current period and current portion of long-term debt 

at the beginning of the period minus operating cash flows. Shyam-Sunder and Myers 

find that the coefficient on deficit is statistically close to one for many firms. 

Using a Monte Carlo simulation, the authors find that the pecking order theory 

has greater statistical power than the static trade-off theory. Overall, the authors' 

findings suggest that the pecking order theory is a better explanation of the financing 

choice of firms in terms of time-series explanatory power and statistical power. 

However, it is unlikely that the pecking order theory as modeled by Shyam-Sunder and 

Myers works precisely and there are difficulties in drawing inferences from their work 

(Chirinko and Singha, 2000). 

Graham and Harvey (2001) investigate whether firm behavior follows the pecking 

order theory in a field survey. The survey results suggest that if Chief Financial Officers 

(CFOs) have insufficient internal funds, that is a moderately important factor on their 

decision to issue debt. This finding is consistent with the theoretical predictions of the 

pecking order theory. In addition, Megginson (1997) suggests that the pecking order 
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theory is superior to the static trade-off theory in terms of explaining observed capital 

structure changes. 

2.2.3 Capital Structure Literature 

Scholes, Wolfson, Erickson, Maydew and Shevlin (2001) suggest that while taxes 

matter in most transactions, there are also other important non-tax factors to consider. 

Prior research on capital structure examines explanations other than taxes that may 

explain observed capital structure choices. Malcolm and Wurgler (2002) investigate the 

effect of equity market timing on capital structure decisions.^ Specifically, the authors 

measure market valuations using market-to-book ratios and find that firms with low 

leverage raised funds when their market valuations were high. Similarly, highly levered 

firms raised funds when their market valuations were low. The authors find that equity 

market timing has large and persistent effects on capital structure decisions made by 

firms. A related survey by Graham and Harvey (2001) also suggests that equity market 

timing plays an important role in capital structure choices based on responses from CFOs. 

The results of the survey suggest that approximately 66 percent of CFOs surveyed stated 

that the undervaluation or overvaluation of their stock was an important consideration in 

the decision to issue equity. In the survey, equity market prices are ranked as more 

important than nine out of ten other factors in the decision to issue equity. 
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2.2.3.1 Taxes and Capital Structure 

An extensive body of theoretical and empirical literature investigates the effect of 

taxes on capital structure. Modigliani and Miller (1958) establish a theoretical basis for 

examining capital structure in a world without transaction costs, information 

asymmetries, bankruptcy costs, or taxes. The authors conclude that capital structure does 

not affect the value of the firm. Modigliani and Miller (1963) re-examine the theory of 

capital structure by including corporate taxes in their analysis of firm value. The authors 

find that firm value increases as the amount of debt increases due to the tax deductibility 

of interest payments. Miller (1977) examines capital structure in a world with both 

personal and corporate taxes and finds capital structure to be irrelevant because the 

shareholder tax on dividends offsets the benefits of the firm's interest deduction on debt. 

DeAngelo and Masulis (1980) model the effect of non-debt tax shields on capital 

structure. The authors extend Miller (1977) by introducing non-debt corporate tax 

shields, such as depreciation deductions and investment tax credits, into Miller's model. 

The authors conclude that optimal debt ratios exist for firms, which overturns Miller's 

theory that capital structure is irrelevant. Consistent with their theory, empirical research 

finds that firms with a zero tax rate or firms close to tax exhaustion are less likely to 

utilize debt financing (Mackie-Mason (1990), Dhaliwal, Trezevant, and Wang (1992) and 

Graham (1996)). In addition, Graham (2000) examines firm-level financial statement 

data and finds that the corporate tax benefit of debt outweighs the personal tax 

® The concept of equity market timing refers to the strategy of issuing shares of stock 
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disadvantage of debt for most firms. In contrast to Miller (1977) this paper also suggests 

that capital structure is not irrelevant. 

Kemsley and Williams (2001) extends Miller's (1977) theoretical model by 

imposing a condition requiring firms to pay out accumulated earnings as taxable 

dividends within a finite time horizon. The author's model suggests that internal funds, 

debt, and new equity should be treated as three distinct sources of capital.® The authors 

suggest that the important trade-off for firms is whether to issue debt or use internal 

funds, because issuing external equity and paying the proceeds out as a dividend 

distribution from internal equity triggers a tax on dividends. The model suggests that 

firms choose their mix of debt versus internal funds through dividend policy. The model 

further suggests that when debt is substituted for internal funds, debt is positively related 

to the value of the firm due to the tax deductibility of interest payments. However, 

shareholders are indifferent because the dividend tax imposed on shareholders offsets the 

benefit of the firm's interest deduction. The model is consistent with a pecking order 

theory of financing in which firms choose between internal funds and debt and only 

utilize equity as a last resort. 

Dhaliwal, Newberry, and Weaver (2001) examine a sample of taxable stock 

acquisitions and test whether taxes affect a firm's choice between using internal funds or 

debt for taxable acquisitions. The authors find that acquiring firms are less likely to use 

debt as FTC limitations impact the marginal tax benefit of the domestic interest 

deduction. In addition, Dhaliwal, et al. find that if the target firm has net operating loss 

when the stock price is high and repurchasing shares of stock when prices are low. 
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carryforwards, the acquiring firm is less likely to issue debt financing. Thus, this paper 

provides evidence that firms' FTC positions and tax paying status can affect their 

financing choices. The analysis in section 2.3 examines the effect of tax and non-tax 

variables on the capital structure decision. The next section explores the financial 

reporting requirements for U.S. multinationals. 

2.3 U.S. GAAP, APB Opinion No. 23 and SFAS No. 109 

A discussion of relevant financial reporting guidelines on reporting U.S. income 

tax and foreign withholding taxes on foreign earnings is a necessary foundation to 

determine the impact of financial reporting costs on the internal funds versus debt 

issuance decision. Financial reporting costs provide an alternative way to measure costly 

foreign funds. Specifically, the designation of permanently reinvested earnings is a 

measure of costly foreign funds. I discuss U.S. GAAP reporting requirements, APB 

Opinion No. 23 which is an exception to U.S. GAAP, and SFAS No. 109 which provides 

reporting guidelines for the disclosure of permanently reinvested earnings. 

U.S. GAAP generally requires firms to record any incremental U.S. income tax 

and foreign withholding taxes on foreign earnings in the current period, including 

deferred taxes that are not payable until foreign eamings are repatriated to the parent 

company. APB Opinion No. 23 provides an exception to the U.S. GAAP reporting 

requirement. APB Opinion No. 23 allows firms to designate foreign earnings as 

permanently reinvested if they are indefinitely invested in the foreign subsidiary. Firms 

^ "New" equity in the model refers to primary stock offerings. 
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that designate earnings as permanently reinvested do not accrue deferred repatriation 

taxes on permanently reinvested earnings. Thus, taxes do not need to be recognized in 

financial statement income. APB Opinion No. 23, paragraph 10 addresses the 

imprecision of estimating the tax effect of a timing difference. APB Opinion No. 23 

suggests that all undistributed foreign earnings will be remitted to the parent company. 

The undistributed foreign earnings are included in current period income and are 

accounted for at different times for accounting purposes vs. tax purposes (i.e. timing 

difference). Specifically, APB Opinion No. 23, paragraph 10, states "Problems in 

measuring and recognizing the tax effect of a timing difference do not justify ignoring 

income taxes related to the timing difference. Income taxes of the parent applicable to a 

timing difference in undistributed earnings of a subsidiary are necessarily based on 

estimates and assumptions. For example, the tax effect may be determined by assuming 

that unremitted earnings were distributed in the current period and that the company 

received the benefit of all available tax-planning alternatives and available tax credits and 

deductions." 

However, the designation of earnings as permanently reinvested is subjective. 

Management may categorize earnings as permanently reinvested to avoid reducing 

financial statement income by the deferred taxes on unrepatriated earnings (Collins, Hand 

and Shackelford, 2001). According to APB No. 23, paragraph 12, "The presumption that 

all undistributed earnings will be transferred to the parent company may be overcome, 

and no income taxes should be accrued by the parent company, if sufficient evidence 

shows that the subsidiary has invested or will invest the undistributed earnings 
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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 posted 

indefinitely. Experience of the companies and definite future programs of operations and 

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 No. 23 addresses the imprecision in designating foreign earnings as 

permanently reinvested by suggesting guidelines for treatment of foreign earnings if 

circumstances change for the company. For example, if some or all of the earnings 

categorized as permanently reinvested will be remitted to the parent company, companies 

must accrue the current period income taxes related to the future remittance. In addition, 

the opposite scenario is anticipated by APB Opinion No. 23. Specifically, if the company 

has decided not to remit foreign earnings that were not originally classified as 

permanently reinvested, companies must reduce their current tax expense by reversing 

the original accrual. However, circumstances change frequently for companies and it is a 

subjective process for managers to predict future circumstances. Thus, managers have 

some discretion in determining whether or not foreign earnings will be designated as 

permanently reinvested. 

My study examines whether a subset of costly foreign funds, permanently 

reinvested earnings, affects the debt vs. internal funds financing decision. A limitation of 

this measure of foreign funds is that it may represent foreign growth. A firm may have 

high foreign earnings due to high growth in foreign subsidiaries. Such firms may require 
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more financing because of the growth opportunities. Specifically my study indirectly 

addresses the question of whether managers subsequently revoke their intent to repatriate 

foreign earnings to avoid debt. Thus, managers' stated intent regarding cumulative 

foreign retained earnings, as addressed in APB Opinion No. 23, may have an impact on 

the firm's capital structure decision. 

SFAS No. 109, Accounting for Income Taxes, provides for the comprehensive 

recognition of deferred taxes. SFAS No. 109 requires firms to disclose the amount of 

permanently reinvested earnings and taxes related to those earnings. This disclosure is 

reported in the tax footnote of firm financial statements. SFAS No. 109 requires that a 

firm disclose the amount of tax related to permanently reinvested earnings if it is material 

(i.e. substantial enough to affect inferences drawn by financial statement users). If the 

amount of tax related to permanently reinvested foreign earnings is undeterminable, firms 

must report that it is "not practicable" to estimate the deferred tax liability. I use the 

information provided in SFAS No. 109 regarding permanently reinvested earnings to 

examine financial reporting requirements for firms in my sample. Financial reporting 

requirements provide an alternate way to estimate costly foreign internal funds. 

2.4 Foreign Tax Credit Position 

2.4.1 Foreign Tax Credit Position and Capital Structure 

The foreign tax credit position of U.S. multinationals may impact capital structure 

decisions made by firms. U.S. multinational firms are taxed twice on earnings from 

foreign subsidiaries. The U.S. taxation system is similar to those used in other countries. 
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Firms are first taxed in the foreign country after the money is earned and then firms are 

taxed in the U.S. when earnings are repatriated. Firms facing higher average foreign tax 

rates than the U.S. statutory rate have binding foreign tax credit positions. For such 

firms, the U.S. partially eliminates double taxation of foreign income through foreign tax 

credits."^ If the tax rate in a foreign subsidiary is lower than the U.S. statutory rate, 

foreign earnings will incur additional U.S. income tax expense when the earnings are 

repatriated. These firms are in non-binding FTC limitation positions. 

Prior research has examined the impact of foreign tax credit position on capital 

structure decisions. Changes in the Tax Reform Act of 1986 (TRA86) had a large impact 

on foreign tax credit positions. TRA86 reduced the U.S. corporate tax rate to 34% and 

increased the number of separate income baskets for which FTC limitations are 

calculated." Revised interest allocation rules caused more domestic interest expense to 

be allocated to foreign source income. Thus, foreign source income decreased reducing 

the ability of firms to credit their foreign taxes paid against U.S. tax liabilities. Post-

TRA86, more firms were in binding FTC positions. The interest deduction on debt is less 

valuable for binding FTC firms; therefore, debt is more costly for firms with binding 

FTC. 

Collins and Shackelford (1992) examine the time period post-TRA86 and find 

that the change in interest allocation rules and FTC limitations resulted in an increase in 

use of preferred stock for firms in their sample. Similarly, Froot and Hines (1995) find 

Foreign tax credits may be carried back for two years and carried forward for five 
years. 
" Code Sec. 904(d)(1). 
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that firms with binding FTC limitations decreased their debt growth. Newberry (1998) 

tests whether FTC limitations cause U.S. multinationals to shift from debt financing to 

equity financing. Results suggest that FTC limitations encourage firms to reduce their 

domestic debt and substitute equity for their financing needs. 

Related research investigates the impact of the revised interest allocation rules of 

TRA86 for firms with binding foreign tax credit limitations. Altshuler and Mintz (1994) 

develop a theoretical model which illustrates that the new interest allocation rules 

increase the cost of debt financing for U.S. multinationals with binding foreign tax credit 

limitations. Since the cost of debt increased, firms have incentives to use other forms of 

financing when making capital structure decisions. Empirical results suggest that post-

TRA86 the marginal cost of debt financing for U.S. multinationals increased by 

approximately 38 percent (Altshuler and Mintz, 1994). The authors also find that firms 

in their sample substituted foreign debt for U.S. debt, consistent with theoretical 

predictions. Finally, results suggest that the revised interest allocation rules of TRA86 

increased the U.S. effective tax rate fi^om approximately 18 percent to 22 percent. 

2.4.2 Foreign Tax Credit Position and Repatriations of Firms 

Related research by Krull (2001) tests the effect of a proxy for foreign retained 

earnings, permanently reinvested earnings, on the foreign tax rate for firms in both 

binding and nonbinding FTC positions. The author predicts and finds that permanently 

reinvested earnings have a negative relationship with the foreign tax rate for firms in 

binding FTC positions. Additionally, as predicted, results suggest that there is not a 
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relationship between permanently reinvested earnings and the foreign tax rate for firms in 

nonbinding FTC positions, after a measure for difference in after-tax returns was 

1 "J 
included in the model. 

Firms in binding foreign tax credit positions have an incentive to structure 

repatriations in ways that are tax-deductible abroad. Possible methods of repatriation 

include interest, rent, royalties and transfer pricing (Scholes and Wolfson, 1992). Grubert 

(1998) investigates the relationship between tax rates and the method of repatriation. The 

author analyzes the effect of firm level tax return data on the tax cost of repatriation of 

interest, rent, royalty, and dividend payments. Grubert's results suggest that the different 

methods of repatriation are determined in a simultaneous fashion. Similarly, Collins and 

Shackelford (1998) investigate the effect of the tax cost of interest, royalty, management 

fee and dividend payments on the amount of the payment. The authors investigate this 

relationship separately for each type of payment. Collins and Shackelford (1998) extend 

prior literature by investigating transfers among foreign affiliates, instead of focusing 

only on transfers between foreign subsidiaries and the U.S. parent corporation. The 

results suggest that the tax cost of each type of payment is negatively related to the 

payments between foreign affiliates. 

Altematively, firms in non-binding foreign tax credit positions may face 

substantial tax costs upon repatriation of foreign earnings. These corporations have an 

1 7 
The measure for difference m after-tax returns used in Krull (2001) is the difference 

between the foreign and domestic after-tax return. Foreign after-tax retum is defined as 
foreign earnings after taxes divided by identifiable foreign assets from the Compustat 
geographic segment tape. Domestic after-tax return is defined as domestic earnings after 
taxes divided by total assets less identifiable foreign assets. 
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incentive to structure repatriations to minimize tax costs incurred. In addition to the tax 

savings motive of corporations, there are also non-tax costs that firms consider when 

structuring repatriations. An important non-tax cost for U.S. multinationals is the relative 

profitability of leaving earnings invested in a subsidiary versus repatriating the earnings 

to the parent corporation. Prior research has examined the relationship between a proxy 

for foreign retained earnings, permanently reinvested earnings, and the relative 

profitability of investing in the foreign subsidiary versus investing in the parent. Krull 

(2001) finds that the level of permanently reinvested earnings is positively related to the 

difference between foreign and domestic after-tax returns. 

2.5 Conclusion 

In this chapter, I discuss the two leading theories on capital structure: the pecking 

order theory and the static trade-off theory, to provide an understanding of capital 

structure theory and related research. The review of the two theories provides an 

important foundation for examining the effect of internal funds, FTC positions and 

financial reporting costs on capital structure decisions. I also discuss capital structure 

literature that investigates the effect of taxes on capital structure. Next, I review relevant 

financial reporting guidelines on reporting U.S. income tax and foreign withholding taxes 

on foreign earnings to provide a basis for examining the impact of financial reporting 

costs on the internal funds versus debt issuance decision. In addition, I discuss literature 

on the impact of FTC positions on the capital structure decision. I conclude with a 

review of literature on repatriations for firms in binding and non-binding FTC positions. 
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Chapter 3 develops hypotheses related to the effect of internal funds levels and location, 

foreign tax credit positions, and financial reporting cost implications on the capital 

structure decision. 
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CHAPTER 3 - HYPOTHESES DEVELOPMENT 

3.1 Introduction 

In this chapter, I develop hypotheses related to the affect of internal funds levels 

and location on firm capital structure decisions. Next, I discuss hypotheses related to the 

impact of foreign tax credit positions on the decision to issue internal funds versus debt. 

Finally, I discuss hypotheses on financial reporting cost implications and their affect on 

capital structure. 

3.2 Internal Funds Levels and Location 

Since my paper concerns the choice of internal funding versus debt, I first test 

whether firms with positive deficits are less likely to finance additional investment 

through debt financing if they have available internal funds. The cost of using internal 

funds differs across sources. Foreign internal funds are likely to be more costly than 

domestic internal funds because of potential differential costs, including repatriation tax 

costs and financial reporting costs. A multinational firm will generally be less likely to 

use incremental debt financing if the firm has sufficient internal funds. I empirically test 

the effect of internal funding on debt financing with the following hypothesis: 

HI; Ceteris paribus, the change in consolidated debt ofU.S. multinational 
enterprises is negatively related to the level of internal funds. 

A multinational firm will generally be less likely to use incremental debt 

financing if the firm has sufficient internal funds, domestic or foreign. The cost of using 

domestic versus foreign funds is asymmetric. Cash in the domestic parent can be loaned 
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or contributed to a foreign subsidiary with few tax costs. However, cash in a foreign 

13 subsidiary may generate other costs when repatriated or loaned elsewhere. Potential 

costs incurred upon repatriation include withholding taxes on dividend, interest, rent, and 

management fee payments. Different methods of repatriation are often subject to 

different withholding tax rates. In addition, since tax treaties are bilateral, withholding 

tax rates on various types of repatriation will vary depending on the country. Typical 

withholding tax rates vary between 0% and 30%. There also may be general transaction 

costs associated with using foreign funds. I expect that foreign funds are more costly 

than domestic internal funds. After controlling for total funds, I expect foreign funds to 

increase debt financing due to the additional costs associated with using foreign funds. I 

empirically test the following hypothesis: 

H2: Ceteris paribus, the change in consoHdated debt of U.S. multinational 
enterprises is positively related to the level of foreign internal funds, controlling 
for total funds. 

This hypothesis contributes to the related stream of literature by examining 

whether the differing costs associated with using domestic versus foreign internal funds 

affect the intemal funds versus debt financing decision. Multinational firms, the focus of 

my study, have intemal funds in both domestic and foreign subsidiaries. 

3.3 Foreign Tax Credit Position 

A probable cost of using repatriated fiinds versus new debt is the impact of firms' 

foreign tax credit positions on the tax benefit they derive from domestic interest 

Code Sec. 367 and 1442. 
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deductions. Firms facing higher average foreign tax rates than the U.S. statutory rate 

have binding foreign tax credit positions. Firms in a binding FTC limitation position 

have more FTCs than they can utilize.''* For firms in a binding FTC position, the U.S. 

partially eliminates double taxation of foreign income upon repatriation via foreign tax 

credits.'^ On the other hand, if the tax rate in a foreign subsidiary is lower than the 

domestic tax rate, foreign earnings are subject to additional U.S. tax expense upon 

repatriation. These firms will be in a non-binding FTC limitation position. In the models 

developed in Chapter 4,1 include a separate term that estimates FTC limitation position 

as a continuous measure of the impact of FTC limitations on the tax benefit of interest 

deduction.'^ In the interaction terms, I use a dichotomous variable to estimate whether 

firms are in non-binding or binding FTC positions. Specifically, I code the dummy 

variable one if the U.S. statutory rate minus average foreign tax rate is greater than zero, 

otherwise zero.'^ The correlation between the continuous variable measuring the impact 

of FTC limitations on the tax benefit of interest deduction and the dichotomous variable 

is -.25, which is significant at the 1% level. I include the continuous variable in each of 

Code Sec. 901(b)(4) and 906. 
However, there are limitations on the amount of creditable foreign taxes. The FTC 

limitation is calculated on an aggregate basis, rather than a country-by-country basis. In 
addition, the FTC limitation rules categorize income into various baskets. Each basket of 
income has a separate FTC limitation. 

I follow the method used by Collins and Shackelford (1992), Newberry (1998), 
Newberry and Dhaliwal (2001) and Newberry, Dhaliwal, and Weaver (2001). 
Specifically, a value of zero indicates that foreign tax credit limitations do not have an 
impact on the marginal tax benefit of a domestic interest deduction. A value of one 
indicates that the marginal tax benefit of a domestic interest deduction is reduced to zero. 
Otherwise, the ratio of foreign assets to worldwide assets reflects the impact of foreign 
tax credit limitation on the benefit of a domestic interest deduction. 
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the three models (see Chapter 4 for a detailed discussion of the models) as a separate term 

rather than the dichotomous variable because it is a more detailed examination of the 

FTC limitation status of firms. 

The TRA86 reduced the U.S. corporate tax rate to 34%. Revised interest 

allocation rules caused more domestic interest expense to be allocated to foreign source 

income, decreasing foreign source income. This reduced the ability of firms to credit 

their foreign taxes paid against U.S. tax liabilities, causing more firms to be in binding 

FTC positions. The marginal tax benefit ofU.S. interest deductions can be reduced or 

eliminated for firms in binding FTC positions, even though they may have relatively high 

marginal tax rates (see Dhaliwal, Newberry and Weaver, 2001 appendix for further 

detail). 

Several empirical papers document the effect of FTC status on debt. The 

following papers use a measure of FTC limitations that examines the impact of FTC 

limitations on the marginal tax benefit of domestic interest deductions. FTC limitations 

are coded zero if a firm pays no foreign income taxes, if a firm has worldwide losses and 

pays no U.S. income taxes or if a firm is not in an excess FTC position. For firms in an 

excess FTC position, FTC limitation is coded one if domestic income is either zero or 

negative and worldwide income is positive. These firms do not obtain a marginal tax 

benefit from a domestic interest deduction because a decrease in U.S. taxes before credits 

results in an exact decrease in the FTC. Otherwise, FTC limitation equals the foreign 

assets to worldwide assets ratio. For excess credit firms with positive domestic income. 

The average foreign tax rate equals current foreign taxes divided by foreign pretax 
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interest allocations rales reduce the marginal tax benefit of the domestic interest 

deduction proportionally to the foreign assets divided by worldwide assets ratio. See the 

appendix in Newberry and Dhaliwal (2001) for a detailed discussion and mathematical 

formulation of the FTC limitation calculation. 

Collins and Shackelford (1992) examine the capital structure implications of the 

revised interest allocation rules and found that firms issued preferred stock in lieu of debt. 

Newberry (1998) finds that firms tend to substitute equity financing for domestic debt 

financing as FTC limitations impact the marginal tax benefit of domestic interest 

deductions. Dhaliwal, Newberry, and Weaver (2001) examine taxable stock acquisitions 

and find that acquiring firms are less likely to use debt financing than internal funds as 

these firms lose their domestic interest deduction on debt. Newberry and Dhaliwal 

(2001) examine whether the capital structure choice of multinational firms depends on 

their foreign tax credit (FTC) limitation status. They find that U.S. multinational firms 

are more likely to place debt through a foreign subsidiary if foreign tax credit limitations 

decrease the benefit of interest deductions from domestic debt. Consistent with prior 

research, my paper considers the effect of FTC limitations on the incremental change in 

debt financing. Specifically, I test the following hypothesis: 

H3; Ceteris paribus, firms are less likely to use incremental debt financing 
(versus internal funds) as foreign tax credit limitations reduce the marginal tax 
benefit of their U.S. interest deductions. 

Firms in non-binding foreign tax credit positions may incur a tax cost if earnings 

are repatriated. The tax cost is estimated as the difference between the domestic and 

income. 
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foreign tax rates. Scholes et al. (2002, p. 258), suggest that repatriation tax is a sunk cost 

because firms will eventually pay the tax. The additional tax will be paid immediately if 

earnings are repatriated or in the future if earnings are reinvested and later repatriated. 

Scholes et al. construct a stylized example that shows if earnings are invested for a long 

period of time, the decision to reinvest versus repatriate rests solely on after-tax rates of 

return. If the foreign after-tax rate of return exceeds the U.S. after-tax rate for binding 

FTC firms, the firm will choose to reinvest regardless of the length of time earnings will 

be reinvested (Scholes et al., 2002, p. 261). 

Krull (2001) examines whether the level of permanently reinvested eamings is 

increasing in the profitability of foreign investment relative to that of the parent. In 

addition, Krull hypothesizes that permanently reinvested eamings 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. Krull's findings suggest that if 

the local after-tax rate of retum is higher in the foreign subsidiary than the after-tax rate 

of retum in the U.S., firms should reinvest. Results also suggest that the level of 

permanently reinvested eamings is negatively related to the foreign tax rate for firms in 

binding FTC positions and is not significant for firms in non-binding FTC positions. 

Consistent with prior literature, I control for the profitability of foreign investment by 

including a variable which estimates the difference between the foreign after-tax rate of 

retum and the domestic after-tax rate of retum. 

In order to illustrate an exception to the Scholes et al model, I discuss Kemsley 

(2001). Kemsley (2001) examines the pre-tax required rate of retum on foreign retained 
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earnings and debt. As discussed above, Schoies et al suggest that repatriation tax is a 

sunk cost. However, Kemsley suggests that repatriation tax is a sunk cost for foreign 

retained earnings but not for debt issued by the parent and later contributed to foreign 

subsidiaries. Kemsley finds that if a U.S. multinational repatriates earnings, the parent 

will incur a repatriation tax that will decrease the funds available for potential U.S. 

investment by (1-tr), which implies the U.S. return would only be r(l-tr), where t^ equals 

the repatriation tax. Therefore, the required pre-tax rate of return on foreign retained 

earnings is: 

where, r equals the after-tax return in the U.S. and tf equals the foreign tax rate. Thus, 

the repatriation tax cancels out of the equation as a sunk cost for foreign retained 

earnings. 

Alternatively, if the parent issues debt and later contributes funds to the domestic 

subsidiary, profits will be subject to the foreign tax rate (tf) and the repatriation tax (tr) in 

the future. Therefore, the pretax required rate of return on incremental U.S. debt 

contributed to foreign subsidiaries is: 

While the repatriation tax cancels out of the repatriation equation (1) as a sunk cost, it 

remains in the incremental debt issuance equation (2). The pre-tax required rate of return 

on reinvested foreign earnings is lower than the pre-tax rate of return required on debt 

issuance contributed to foreign subsidiaries. Thus, firms likely value financial slack, 

excess cash, and marketable securities in their foreign subsidiaries (Myers, 1984). Myers 

r(l-t,)/{(l-tf)(l-tO}=r/(l-tf) (1) 

r/{(l-tf)(l-t,)} (2) 
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and Majluf (1984) assume that firms value financial slack to avoid the need for external 

funds. Therefore, based on the above discussion, I conclude that, firms are likely to hold 

more cash and liquid assets overseas than needed, to avoid the repatriation tax incurred 

when moving funds back and forth from the domestic parent. The above analysis 

assumes that firms are capital constrained and thus have a preference regarding where 

internally generated funds are invested."^ 

I test whether the change in debt relates to a combined effect of the amount of 

foreign internal funds and whether the firm would, on average, face a tax repatriation cost 

on such funds. Firms facing tax repatriation costs are in non-binding FTC positions. In 

addition, firms with a potential future need for funds in a subsidiary will be less likely to 

repatriate earnings if the pre-tax required rate of return on reinvested earnings is lower in 

the subsidiary than on debt issuance contributed to the subsidiary. 1 predict debt will 

increase in the amount of foreign internal funds for non-binding FTC firms. 

H3a: Ceteris paribus, firms in non-binding FTC positions will increase debt as 
the level of foreign intemal funds increases. 

3.4 Financial Reporting 

Financial reporting requirements provide an alternate way to estimate costly 

foreign intemal funds. A subset of foreign funds, permanently reinvested earnings, may 

be more costly than foreign funds due to financial reporting costs. U.S. GAAP generally 

requires firms to record all incremental U.S. income tax and foreign withholding taxes on 

The effects of this assumption are lessened by my use of the average after-tax return. 
This measure captures the profitability of the investment opportunity set of the firm 
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foreign earnings in the current period, including deferred taxes that will not be payable 

until foreign earnings are actually repatriated. However, under APB Opinion No. 23, 

firms may designate foreign earnings as permanently reinvested on their financial 

statements if they intend to leave the earnings in the foreign subsidiary. Firms do not 

accrue deferred repatriation taxes on earnings designated as permanently reinvested. 

Given that managers have discretion in determining whether earnings should be 

designated as permanently reinvested, Krull (2001) examines whether firms in non-

binding foreign tax credit positions use permanently reinvested earnings to manage 

earnings. Firms in non-binding foreign tax credit positions will owe taxes on 

repatriation. Thus, only non-binding FTC firms will have an incentive to manage 

earnings through the use of permanently reinvested earnings. These firm managers can 

increase consolidated earnings by designating subsidiary earnings as permanently 

reinvested. Prior literature on earnings management examines factors influencing 

manager's to manage earnings. These factors include market earnings expectations. 

Specifically, Krull (2001) hypothesizes that permanently reinvested earnings are 

increasing in earnings management incentives of firms in non-binding foreign tax credit 

positions, and are not related to earnings management incentives of firms in binding 

foreign tax credit positions. Krull's findings suggest that firms use the designation of 

permanently reinvested earnings to meet market expectations. 

Although designating earnings as permanently reinvested can enhance book 

income, these funds are not as accessible for domestic financing needs. Not only do 

rather than the marginal rate of return, consistent with Krull (2001). 



49 

these earnings likely carry an incremental tax cost on repatriation, but the firm has 

persuaded its auditors and told its shareholders that the earnings are permanently 

reinvested. Given that permanently reinvested eamings are not easily available to the 

parent and are costly both in terms of tax cost and market perceptions, I do not think 

managers are likely to change their designation of permanently reinvested eamings to 

avoid debt. Therefore, I predict that firms with permanently reinvested foreign eamings 

are more likely to use debt financing as follows. 

H4: Ceteris paribus, the change in consolidated debt of U.S. multinational 
enterprises is positively related to permanent reinvestment of foreign eamings for 
all firms. 

I further expect debt financing to be positively related to the firms' dollar amount 

of permanent reinvestment. I test the relation between magnitude of permanent 

reinvestment of eamings and financing decisions with the following hypothesis: 

H4a: Ceteris paribus, the change in consolidated debt of U.S. multinational 
enterprises is positively related to the dollar level of permanently reinvested 
eamings for all firms. 

The magnitude of the relationship between the level of permanent reinvestment of 

foreign eamings and incremental debt financing should also depend on the firm's FTC 

position. Schultz and Christian (2000) examine the firms comprising the Dow Jones 

Industrial Average and find that non-binding FTC firms are more likely to designate 

eamings as permanently reinvested than other U.S. multinationals. This finding suggests 

that firms with non-binding FTC positions choose to avoid recording a deferred tax 

liability on foreign eamings. The authors also find that these firms are more likely to 

report that it is "not practicable" to determine the related, unrecognized deferred tax 
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liability on foreign earnings. Krull (2001) similarly finds that the level of permanently 

reinvested earnings decreases as the foreign tax rate increases for firms with binding FTC 

and are not related for firms with non-binding FTC. 

Non-binding FTC limitation firms are more likely to report higher levels of 

permanent reinvestment of foreign earnings to avoid the financial reporting costs 

associated with repatriation. Therefore, firms with non-binding FTC that designate 

earnings as permanently reinvested have an incentive to use incremental debt financing 

rather than repatriate earnings. I expect that firms in non-binding FTC positions are more 

likely to use incremental debt financing than firms in binding FTC positions as the level 

of permanent reinvestment increases. 

H4b: Ceteris paribus, the magnitude of the relationship between the level of 
pemianent reinvestment of foreign earnings and incremental debt financing is 
greater for firms with non-binding FTC limitations than for firms with binding 
FTC limitations. 

3.5 Conclusion 

In this chapter I develop hypotheses regarding how firms trade-off components of 

capital structure. I first develop hypotheses related to the level of total internal funds and 

the geographic location of internal funds in a firm, which is estimated as the proportion of 

total funds represented by foreign funds. Next, I discuss hypotheses related to the affect 

of firm foreign tax credit position on capital structure choice. Finally, I develop 

hypotheses related to how financial reporting costs impact firms capital structure choice. 

I use permanently reinvested earnings to proxy for a subset of costly foreign funds in 



order to determine the effect of financial reporting costs on the incremental change 

debt. 
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CHAPTER 4 - RESEARCH DESIGN AND SAMPLE SELECTION 

4.1 Introduction 

In this chapter, I discuss the research design. I include a discussion of the 

variables and the estimation procedures used to test the hypotheses. I also discuss control 

variables included in my model. Finally, I discuss the sample selection methodology. 

4.2 Research Design 

To test the hypotheses developed in Chapter 3,1 use a pooled regression model to 

examine the effect of internal funds level and location, foreign tax credit position, and 

financial reporting implications on change in debt. 

I test the hypotheses as a pooled regression during the period 1993-1998 to 

estimate the effect of internal firm funds on incremental debt financing decisions. I 

expect that the cost of using internal funds differs across sources. I expect that foreign 

internal funds are more costly than domestic internal funds. I estimate the following 

three models using OLS, Specifically, in model 1,1 test whether foreign funds are more 

costly than domestic internal funds due to withholding taxes and general transaction 

costs. After controlling for total funds, I expect the coefficient on foreign funds to be 

positive. I estimate a general measure of foreign funds in this model. Specifically, I 

estimate the level of foreign funds (FORFUND) as foreign assets divided by total assets 

multiplied by total funds (TOTFUND). Information on foreign assets is obtained from 

the Compustat geographic segment reporting tape. As mentioned previously, a limitation 
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of this proxy for foreign funds is that it may represent foreign growth. A firm may have 

high foreign earnings due to high growth in foreign subsidiaries. Such firms may require 

more financing because of the growth opportunities. I also measure foreign funds in a 

sensitivity test as an income ratio split. Specifically, I measure the ratio of pretax foreign 

earnings to total pretax earnings multiplied by TOTFUND. However, the variance 

inflation factors indicate multicollinearity with this measure, so 1 do not report the results. 

I n  model 1 , 1  e s t i m a t e  F T C  p o s i t i o n  u s i n g  F T C L I M .  F T C L I M  c a p t u r e s  v a r i a t i o n  

within binding firms based on the interest allocation ratio (foreign assets/worldwide 

assets). I also include an interaction term between NONBIND and FORFUND. Firms 

in non-binding FTC positions will face a tax repatriation cost. I expect firms in non-

binding FTC positions to leave earnings in the foreign subsidiary. Thus, I expect firms in 

non-binding FTC positions to increase debt as the level of foreign funds increases. The 

FORFUND measure is a rough estimate of the proportion of total funds represented by 

foreign funds. Thus, the interaction term also captures financial reporting costs through 

the FORFUND term. 

In each of the three models below, I include a separate term that estimates FTC 

limitation position as a continuous measure of the impact of FTC limitations on the tax 

benefit of interest deduction.'^ In the interaction terms, I use a dichotomous variable to 

I follow the method used by Collins and Shackelford (1992), Newberry (1998), 
Newberry and Dhaliwal (2001) and Newberry, Dhaliwal, and Weaver (2001). 
Specifically, a value of zero indicates that foreign tax credit limitations do not have an 
impact on the marginal tax benefit of a domestic interest deduction. A value of one 
indicates that the marginal tax benefit of a domestic interest deduction is reduced to zero. 
Otherwise, the ratio of foreign assets to worldwide assets reflects the impact of foreign 
tax credit limitation on the benefit of a domestic interest deduction. 
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estimate whether firms are in non-binding or binding FTC positions. The correlation 

between the continuous variable measuring the impact of FTC limitations on the tax 

benefit of interest deduction and the dichotomous variable is -.25, which is significant at 

the 1% level. I include the continuous variable in each of the three models as a separate 

term rather than the dichotomous variable because it is a more detailed examination of 

the FTC limitation status of firms. 

Model 1-InternaI Funds Levels and Location using a General Measure of Foreign 
Funds 

ALTDj.t 1T OTFUNDi,t+ P2F0RFUNDj,t + P3FTCLlMi,t+ 

P4N0NBINDi,,* FORFUNDj.t + psDlFFATRj,. + peSIZEi.t + pyNETPPEi.t + (3) 

PgDEBT i,t + ZP9klNDj,t + ZP1 otYEARi,t + ei.t 

In model 2,1 include a dichotomous variable for permanently reinvested earnings 

(PERM) as an alternative measure of foreign funds. I measure a subset of foreign funds 

using permanently reinvested earnings. These funds may be more costly than foreign 

funds in general due to financial reporting costs associated with permanently reinvested 

earnings. Firms are more likely to disclose PERM if the firm is in a non-binding FTC 

position because they will not be required to accrue deferred repatriation taxes. Thus, in 

addition to controlling for whether firms are in a non-binding FTC position, the variable 

PERM also captures a more precise measure of additional variation induced by interest 

allocation rules. In addition, I include an interaction term between NONBIND and 

PERM to examine whether firms in non-binding FTC positions are more likely to 

designate earnings as permanently reinvested. FTCLIM captures variation within 
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binding firms based on the interest allocation ratio (foreign assets/worldwide assets). The 

interpretation of FTCLIM in this model changes. FTCLIM now captures variations in 

firms' ability to obtain a marginal tax benefit from their interest deductions after 

controlling for PERM. 

Model 2-Financial Reporting Requirements -Dichotomous Variable for 
Permanently Reinvested Earnings Measures Foreign Funds 

ALTDi.t =piTOTFUNDi,t+ p2PERMi,t+ PsFTCLIMi,. + P4N0NBINDi/ PERMj.t 

p5DIFFATRi,t+ PeSIZEi,, + pTNETPPEj.t + PsDEBTj,, + Ep9kINDi,t+ Ip,o,YEARi.,+ Cj., 
(4) 

In model 3,1 include the dollar level of permanently reinvested earnings 

(SPERM) in lieu of the dichotomous variable, PERM. This regression includes fewer 

firm-year observations because only some firms that designate earnings as permanently 

reinvested will indicate a dollar level of permanently reinvested earnings. The dollar 

level of permanently reinvested earnings measures a subset of foreign funds. I expect the 

change in debt to be positively related to the dollar level of permanently reinvested 

earnings. I also include an interaction term between NONBIND and SPERM. I expect 

non-binding FTC firms to report higher levels of permanent reinvestment of foreign 

funds because they are not required to accrue deferred repatriation taxes on these 

earnings. SPERM is a more precise measure to estimate foreign funds than the 

FORFUND measure used in model 1. In addition, this interaction term will capture tax 

repatriation costs because non-binding firms are more likely to report higher levels of 

permanently reinvested earnings to avoid tax repatriation costs. 
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Model 3-FinandaI Reporting Requirements measure of foreign funds using the 
dollar level of permanently reinvested earnings 

ALTDi,t =piTOTFUNDi,t+ p2$PERMi,e+ foFTCLIM + P4N0NBIND*$PERM + 

P5DIFFATRj,,+ p6SIZEi,t + pyNETPPEi,, + PgDEBTj.t + Ip9kINDj,,+Ip,o,YEARi,,+ e.,t 

(5) 

where: 

ALTD 

TOTFUND 

FORFUND 

FTCLIM 

- (domestic debtt - domestic debtt.i)/assets (Compustat item #% -
item #9 t.i)/(item #6 t-i). In an effort to measure only domestic 
debt, I first examine the change in long-term debt from 
Compustat (Compustat item #% - item #9 t-i). I then delete any 
long-term debt issuances through foreign subsidiaries using 
SDC data. This screen eliminates large bond issuances through 
foreign subsidiaries; 

= cash and short-term investments (item #1 t-iy^ssets(item #6 t-i) ; 

= foreign assets/total assets [identifiable foreign assets reported on 
the Compustat geographic segment reporting tape/(item #6 t-i)] 
multiplied by TOTFUT®; 

• continuous measure of the impact of FTC limitations on the tax 
benefit of interest deduction.^' Following Collins and 
Shackelford (1992), Newberry (1998), Newberry and Dhaliwal 
(2001) and Newberry, Dhaliwal, and Weaver (2001), a value of 
zero indicates that foreign tax credit limitations do not have an 
impact on the marginal tax benefit of a domestic interest 

Total funds is computed in a manner consistent with Dhaliwal, Newberry, and Weaver 
(2001) and Martin (1996). 

If a firm does not pay current foreign taxes or if the firm has worldwide losses and pays 
no US income taxes FTCLIM is coded zero (i.e. nonbinding). Firms are coded one if 
domestic income is negative and there is positive worldwide income. In all other cases, 
FTCLIM equals the foreign assets to worldwide assets ratio. Thus, FTCLIM captures 
variation within binding FTC firms based on the interest allocation ratio. This ratio 
indicates the impact of interest allocation rules on the domestic interest deduction. See 
Dhaliwal, Newberry, and Weaver (2001) appendix for a mathematical formulation and 
detailed discussion of the calculation ofFTCLIM. 
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deduction. A value of one indicates that the marginal tax benefit 
of a domestic interest deduction is reduced to zero. Otherwise, 
the ratio of foreign assets to worldwide assets reflects the impact 
of foreign tax credit limitation on the benefit of a domestic 
interest deduction. This variable is measured with information 
from the Compustat full, research, and primary, supplementary 
and tertiary files, Compustat geographic segment tape, and tax 
and geographic segment footnotes of the financial statements; 22 

NONBIND = dummy variable coded 1 if U.S. statutory tax rate minus 
average foreign tax rate is greater than 0, otherwise 0, where 
average foreign tax rate = current foreign taxes/foreign pre-tax 
income (item #64t.i)/ (item #273 t-i) .23. 

PERM 

SPERM 

^ coded 1 if the company reports permanent reinvestment of 
foreign subsidiary earnings, 0 otherwise; 

• dollar amount of permanently reinvested eamings/assets(item #61-

0; 

DIFFATR = difference between the foreign and domestic after-tax return. 
Foreign after-tax return is computed as foreign earnings after tax 
divided by identifiable foreign assets[(item #273 t-i-item #641-
i)/identifiable foreign assets from geographic segment tape t-i]. 
Domestic after-tax return is computed as domestic earnings after 
tax divided by total assets less identifiable foreign assets [(item 
#272 t-i-item #63 ,.i)/(item #6 n- identifiable foreign assets from 
geographic segment tape t-i)]; 

SIZE = natural log of total assets (item #6 t-i); 

NETPPE = net property, plant and equipment (item #8t.i)/assets (item #6t-i); 

DEBT = total long-term debt (item #9 t-i)/total long-term debt + book value 
of equity (item #9 t-i + item #216); 

Ideally I would like to measure FTCLIM by whether a firm has FTC carryforwards. 
However, this financial statement disclosure is required only if FTC carryforward is 
material. The disclosure of FTC carryforward is rare. This information can also be 
obtained from firm tax returns. However, I do not have access to tax return data. 

The comparison of the U.S. statutory tax rate to average foreign tax rates is consistent 
with the methodology used by Collins, Kemsley, and Lang (1998). 

The calculation of the difference in foreign and domestic after-tax returns is consistent 
with the methodology used by Krull (2001). 
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IND = vcctor of industry dummy variables corresponding to two-digit SIC 
codes within the manufacturing sector; 

YEAR = vector of year dummy variables from 1993 to 1997; 

The continuous dependent variable in my model is the change in long-term total 

debt, ALTD, measured using Compustat data. Ideally, I would like to restrict my sample 

to debt offerings issued by the parent to isolate firms with a choice of using internal funds 

or issuing debt at the parent level. In an effort to achieve this measure with available 

data, I delete any long-term debt issuances through foreign subsidiaries using SDC data. 

However, this screen only eliminates large bond issuances through foreign subsidiaries. 

In addition, there may be firms who are not using debt this year because they built up 

their cash reserves by issuing more debt in prior years. Thus, I examine the mean debt 

change for firms with large increases in prior-year debt versus the mean debt change for 

other firms in my sample. I categorize firms with ALTD greater than 50% as having a 

large increase in prior-year debt. The mean debt change for these 9 firm-year 

observations is 0.85. The mean debt change for the other firms in my sample is 0.03. 

The difference in the means is significant. As a sensitivity test, I exclude firms with large 

increases in prior-year debt and find that TOTFUND is negatively and significantly 

related to change in debt. In addition, the control variables SIZE and DEBT are negative 

and significant. 

Prior capital structure literature does not distinguish between different sources of 

internal funding. I extend the literature by examining the differing costs of internal 

funding. I expect that the cost of using internal funds differs across sources. I expect that 
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foreign internal funds are more costly than domestic internal funds due to differential 

costs, including tax repatriation costs and financial reporting costs. Specifically, I 

examine how the firm's choice of debt or internal funds as a method of financing 

depends upon the cost of internal funds. 

All independent variables are calculated at the beginning of the year, prior to the 

financing decision, to avoid endogeneity bias. I define total internal funds (TOTFUND) 

balances as the sum of cash and short-term investments (Dhaliwal, Newberry, and 

Weaver, (2001), Martin (1996)). HI predicts a negative coefficient on total internal 

funds (Pi). I expect that firms with a positive deficit are less likely to use debt financing 

if they have sufficient internal funds. 

My proxy for costly foreign funds is a rough estimate using available Compustat 

data. Specifically, I measure foreign funds as foreign assets divided by total assets 

multiplied by total funds. I would like to measure the amount of foreign funds available 

in each country and examine the effect of foreign funds on incremental financing 

decisions. However, I do not have data on the foreign funds available in each subsidiary. 

Thus, a limitation of this estimate is that it may contain measurement error. The noise 

introduced by the estimate of foreign funds may make my tests less powerful. 

A second limitation to my proxy for foreign funds is that it may represent foreign 

growth. A firm may have high foreign earnings due to high growth in foreign 

subsidiaries. Such firms may require more financing because of the growth 

opportunities. 
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I estimate foreign internal funds (FORFUND) balances using available Compustat 

information. I multiply TOTFUND by the ratio of identifiable foreign assets (from the 

Compustat geographic segment tape) to worldwide assets. In addition, I use an 

alternative measure of FORFUND. In a sensitivity test, I estimate FORFUND using an 

income ratio split. Specifically, I calculate the ratio of pretax foreign eamings (#273) to 

total pretax eamings (#170) times TOTFUND. However, the variance inflation factors 

indicate multicollinearity so I do not report the results. 

H2 predicts a positive coefficient on FORFUND. I expect that foreign funds are 

more costly than domestic internal funds. After controlling for TOTFUND, I expect the 

coefficient on foreign funds to be positive due to the additional costs associated with 

using foreign funds. 

FTCLIM is a continuous measure of the impact of FTC limitations on the tax 

benefit of interest deduction. Similar to Collins and Shackelford (1992), Newberry 

(1998), Newberry and Dhaliwal (2001), and Newberry, Dhaliwal, and Weaver (2001), a 

value of zero indicates that foreign tax credit limitations do not have an impact on the 

marginal tax benefit of a domestic interest deduction. A value of one indicates that the 

marginal tax benefit of a domestic interest deduction is reduced to zero. Otherwise, the 

ratio of foreign assets to worldwide assets reflects the impact of foreign tax credit 

limitation on the benefit of a domestic interest deduction. I measure this variable with 

information from the Compustat full, research, and pst files; Compustat geographic 

segment tape; and tax and geographic segment footnotes of the financial statements. 

Hypothesis 3 is a test of foreign tax credit limitation status on firm interest deductions. I 
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expect firms arc less likely to use debt as FTC limitations impact their domestic interest 

deduction on debt. H3 predicts a negative coefficient for FTCLIM. 

For the interaction terms, I use a simple dummy variable for binding or non-

binding status. I determine the U.S. statutory tax rate minus the average foreign tax rate 

for each firm-year (Collins, Kemsley, and Lang, 1998). The average foreign tax rate is 

determined as the sum of current foreign taxes divided by foreign pretax income. I 

calculate FTC limitation status prior to the current year transactions. If the U.S. statutoiy 

rate less the average foreign tax rate is greater than zero in a given year, I classify the 

firm as being in a non-binding FTC position, NONBIND= 1, zero otherwise. I include a 

separate term in each model that estimates FTC limitation position as a continuous 

measure of the impact of FTC limitations on the tax benefit of interest deduction. The 

correlation between the continuous variable measuring the impact of FTC limitations on 

the tax benefit of interest deduction and the dichotomous variable is -.25, which is 

significant at the 1% level. I include the continuous variable in each of the three models 

as a separate term rather than the dichotomous variable because it is a more detailed 

examination of the FTC limitation status of firms. 

Hypothesis 3a predicts that a firm with foreign internal funds that is in a non-

binding FTC position will increase debt more than a firm in a binding FTC position.' This 

hypothesis provides a broad test of firms who are likely to choose permanent 

reinvestment. A broad test of the effect of FTC limitation status on the change in 

domestic debt is useful since it is difficult to assess the trustworthiness of firm disclosure 

of permanent reinvestment of earnings. Management has potential conflicting motivation 
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for deciding whether to designate earnings as permanently reinvested. On the one hand, 

designation of earnings as permanently reinvested increases book earnings because the 

deferred tax liability is not recorded. On the other hand, these earnings are not available 

to finance domestic expenditures. I expect the coefficient on N0NB1ND*F0RFIJND to 

be positive. 

I measure a subset of foreign funds, permanently reinvested earnings that may be 

more costly than foreign funds because of financial reporting costs. I examine the 

financial reporting cost implications of the designation of permanently reinvested 

earnings in H4, H4a, and H4b. PERM measures whether firms categorize their foreign 

earnings as permanently reinvested. PERM is coded one if the firm reports permanent 

reinvestment of foreign earnings, zero otherwise. I expect the coefficient on this variable 

to be positive per H4. I also examine the dollar amount of permanently reinvested 

earnings by substituting SPERM for the dummy variable PERM. I expect a positive 

coefficient on this measure of the magnitude of permanently reinvested earnings, ^2, 

consistent with H4a. Consistent with H4b, 1 expect the magnitude of the relationship 

between permanent reinvestment of foreign earnings and incremental debt financing to be 

greater for firms with non-binding FTC limitations than for firms with binding FTC 

limitations. 
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4.2.1 Control Variables 

To test the above hypotheses, I construct three models to explain the choice of 

using debt or internal funds. I include a variety of control variables that prior literature 

suggests explain either debt financing or repatriation. 

Theory suggests that reinvesting in the foreign subsidiary dominates repatriation 

whenever the after-local-tax rate of return on foreign investment is greater than the after

tax rate of return on investing in the domestic home country. This holds true for any 

investment horizon (Scholes, et al, (2002), Hartman, (1985)). As Scholes et al discuss, 

(2002, p. 260) although reinvesting in the foreign subsidiary does defer repatriation taxes, 

reinvesting causes the deferred taxes to grow in direct proportion to the growth of the 

investment. Empirical findings suggest that if the local after-tax rate of retum is higher 

in the foreign subsidiary than the after-tax rate of retum in the U.S., firms should reinvest 

(Krull, 2001). Thus, I include the difference between the foreign after-tax rate of retum 

and the domestic after-tax rate of retum as a control variable in my model. The 

difference between the average foreign after-tax return and the average domestic after-tax 

retum is measured by DIFFATR.^^ Foreign after-tax retum is computed as foreign 

earnings after tax divided by identifiable foreign assets. Domestic after-tax retum is 

computed as domestic earnings after tax divided by total assets less identifiable foreign 

assets. I expect that the change in long-term debt of U.S. multinational enterprises is 

positively related to the difference between foreign and domestic after-tax rates of return. 

This variable is computed in a manner consistent with Krull (2001). 
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Finns without NOLs likely have positive marginal tax rates and are thus more 

likely to use incremental debt to take advantage of interest deductions. I expect that debt 

financing is positively related to the expected marginal tax rate level, consistent with 

prior literature (Mackie-Mason, (1990), Graham (1996), Dhalivval, Newberry and 

Weaver, (2002)). Mills, Newberry, and Novack (2001) show that Compustat sometimes 

records foreign NOLs even when the U.S. consolidated taxpayer is profitable. The 

authors recommend screens in Addition to net operating loss carryforward on Compustat 

based on either U.S. pretax income or U.S. current tax expense. Thus, Compustat may 

record a foreign net operating loss carryforward, but if either U.S. pretax income or U.S. 

current tax expense is positive than the U.S. consolidated firm is not in an NOL position. 

I refined my NOL measure based on these recommendations. Specifically, I calculated 

NOL as net operating loss carryforward (item #52t.i) greater than zero and current federal 

income tax expense (item #63t-0 greater than zero. As a sensitivity measure, I also 

calculated NOL as net operating loss carryforward (item #52t-i) greater than zero and 

total pretax income (item #170t-i) greater than zero. Using either measure of net 

operating loss, I do not have any firms with net operating losses in my sample. Thus, I 

do not include a control variable for the effect of firm's net operating loss carryforward 

status on debt financing in my model. 

Similarly, Graham (1996) examines the effect of tax paying status on the debt 

issuance decision. He argues that as a firm's marginal tax rate increases, the firm will 

increase its debt because the interest deduction from debt becomes more valuable. 

Graham simulates marginal tax rates using a method consistent with tax code regulations, 
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including adjustments to taxable income for net operating losses, the alternative 

minimum tax, and investment tax credits. As expected, he finds that firms with higher 

marginal tax rates are more likely to finance investments with external debt financing. I 

examined Graham's marginal tax rates for the fiirms in my sample and there is very little 

variation. The firms in my sample are profitable firms with tax rates at or near the U.S. 

statutory tax rate. Due to the lack of variation, I do not include a control variable for 

firm's tax paying status in my model. 

Although the variables are scaled, I also include the natural log of total assets in 

the model to control for remaining size effects (without a sign prediction). In addition, 

I include a control, NETPPE, for assets-in-place vs. growth opportunities without a sign 

prediction (Newberr>', 1998). 

Possible controls for the static trade-off theory include Altman's Z-Score and a 

prior year debt ratio (Mackie-Mason, (1990), Newberry, (1998)). The modified version 

of Altman's Z-Score excludes the debt variable. Use of modified Altman's Z-Score 

would be the appropriate measure in my analysis since debt is the dependent variable in 

the regression analysis. Altman's Z-Score is a proxy for financial distress costs. 

However, I do not use Altman's Z-Score as a control for the static trade-off theory 

because my sample of firms are profitable. Instead, I include the prior year debt ratio to 

control for the static trade-off theory. The static trade-off theory suggests that firms 

Including an additional control variable for firm size is consistent with separating tax 
effects from size effects (Graham, 1996). 

ALTZ = modified Altman's Z-Score [ebit*3.3(item #170*3.3)/assets(item #6) + 
sales* 1.0(item #12*1.0)/assets + retained earnings* 1.4(item #36*1.4)/assets + working 
capital(item #179* 1.2) /assets] at t-i. 
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balance the tax advantage of debt against possible bankraptcy costs. The static trade-off 

theory suggests that firms with a high ratio of debt to debt and equity, will be less likely 

to issue additional debt due to potential bankruptcy costs. Thus, if the static trade-off 

theory holds, I expect the coefficient on DEBT to be negative. However, firms with a 

high debt to debt and equity ratio may be financially healthy firms that are stable and are 

able to issue additional debt financing. I include the prior year debt ratio, DEBT, to 

control for the static trade-off theory (i.e. financial distress costs). 

The debt ratio, DEBT, also controls for a firms debt position immediately before 

the debt vs. internal funding decision (Newberry, 1998). Thus, DEBT, controls for the 

cumulative effect of managers' debt and equity decisions in the year prior to the debt vs. 

internal funding choice. I do not include a sign prediction for DEBT. 

Finally, I control for macroeconomic factors by including controls for industry 

and year. The industry dummies control for any industry effects on levels of variables 

included in my model. The year dummies control for macroeconomic effects that may 

change from year to year.^^ 

The designation of permanently reinvested earnings and the dollar amount of 
permanently reinvested earnings of foreign subsidiaries may vary depending on the 
location of the subsidiary due to potential restrictions on repatriations, restrictions on 
debt, and other various political factors that may differ by country. Given the large 
number of countries the firms in my sample operate in, I am unable to control for this 
effect. 
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4.3 Sample 

Table 1 describes the sample selection process. My original sample consists of 

domestic manufacturing companies (SIC 2000-3999) reported on the 1998 Compustat 

full, pst, and research files that have current financing needs (DEFICIT), a foreign 

presence and all required Compustat information.^^ I include firm-year observations 

from 1993 to 1998 in ray sample. The sample begins in 1993 because that is the first 

year that SFAS No. 09 requires the tax footnote disclosure. DEFICIT is calculated as the 

sum of the net increase in working capital, dividend payments, capital expenditures and 

current portion of long-term debt minus operating cash flows (Shyani-Sunder and Myers, 

1999). Specifically, deficit is measured as follows: DEFICIT =( DlVt + Xt + AWt + Rt -

Ct) /assets(item #6); where Ct= operating cash flows, after interest and taxes (item #308), 

DIVt= dividend payments (item #21), Xt= capital expenditures (item #128), AWt= net 

increase in working capital (item #179t-item#179t-i), Rt= current portion of long-term 

debt at beginning of period (item #44). I include only those firms with positive deficits. 

This screen narrows my sample to firms that have current financing needs. These firms 

are likely to face the decision to use internal funding from either the domestic parent or 

foreign subsidiaries, or use additional debt financing. In addition, I include only firms 

with foreign presence, determined by foreign assets on the Compustat geographic 

segment reporting database (Compustat geographic item GAREA1=98). These data 

screens result in 484 observations. I then exclude all firms with seasoned equity issues in 

the current and prior period to limit the test to a study of internal versus debt financing 



decisions. This reduces the sample by 7 observations. However this screen will not 

entirely eliminate equity as a source of funds. Finally, I exclude all observations with 

missing financial statements. This further reduces the sample by 26 observations. My 

final sample consists of 205 manufacturing companies with 451 company-years from 

1993 to 1998. 

4.4 Conclusion 

In this chapter I discuss the research design used to test my hypotheses. I also 

discuss each of the variables included in my empirical model. Next, I include a 

discussion of control variables. I conclude with a discussion of sample selection. 

90 
The majority of companies in the U.S. with significant foreign operations are 

manufacturing companies (Collins, Kemsley, and Lang, 1997). 
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CHAPTER 5 - RESULTS 

5.1 Introduction 

In this chapter, I discuss the descriptive statistics related to my sample. 

Additionally, I discuss the multivariate results of my estimation procedures. Finally, I 

include a discussion of several sensitivity analyses. 

5.2 Descriptive Statistics 

A frequency distribution by year for the full sample of firm financing decisions is 

provided in Table 2. Table 3 shows a frequency distribution by industry for the full 

sample of firm financing decisions. Chemical and allied products companies (SIC code 

2800) comprise 94 firm-year observations. Other industry categories that represent a 

large portion of the sample include Industrial, Commercial Machinery, Computer 

Equipment (SIC code 3500) and Electrical Equipment (SIC code 3600). 

Table 4 provides descriptive statistics on the deflated variables for the full sample 

of firm financing decisions. The average firm has a ratio of total funds scaled by end-of-

year assets of .07 and a ratio of foreign funds scaled by end-of-year assets of .02. This 

indicates that on average foreign funds comprise 29 percent of total firm funds. The 

mean (median) permanent reinvestment of foreign earnings is .76 (1.00). This indicates 

that 76 percent of firms in my sample designate earnings as permanently reinvested. The 

mean (median) dollar value of permanently reinvested earnings scaled by end-of-year 

assets is .09 (.06) for the full sample of firms. This indicates that on average the dollar 

value of permanently reinvested earnings comprises 9 percent of end-of-year assets for 
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firms who permanently reinvest earnings. For the partial sample of firms that 

permanently reinvest earning, the mean (median) dollar value of permanently reinvested 

foreign earnings scaled by end-of-year assets is .13 (.09) (not tabulated). This indicates 

that on average the dollar value of permanently reinvested earnings comprises 13 percent 

of end-of-year assets. Thus, as expected, the partial sample of firms that permanently 

reinvest earnings have a higher dollar level of permanently reinvested earnings than the 

full sample of firms. The mean (median) value for the difference in foreign after tax 

return minus the difference in domestic after tax return is -0.00 (-0.01) for the full sample 

of firms. This indicates that the average foreign and average domestic after tax return are 

similar for firms in my sample. This variable is negative if the foreign after tax return is 

lower than the domestic after tax return. 

Table 5 provides the Pearson correlation coefficients for variables contained in 

equations 3, 4 and 5. TOTFUND, FORFUND and FTCLIM are negatively related to 

ALTD as predicted, however the correlations are not significantly different from zero. 

NONBIMD, PERM and SPERM are positively related to ALTD, as expected, however 

the correlations are not significantly different from zero. The control variable, DIFFATR 

is negatively related to ALTD. The predicted sign is positive but the correlation is not 

significantly different from zero. SIZE is negatively and significantly related to ALTD. 

This control variable was included in the model without a sign prediction. This may 

result because larger firms are financially healthy and are retiring debt rather than issuing 

incremental debt. DEBT, the prior year debt ratio, is negatively and significantly related 

to ALTD. The DEBT control variable was included in the model without a sign 
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prediction. This may result because firms that issued more debt in prior years want to 

avoid financial distress costs. All other control variable correlations are insignificant. 

The correlations between the independent variables indicate that TOTFUND is 

positively and significantly correlated with FORFUND (.71). This results because 

FORFUND is estimated as a percentage of TOTFUND. In addition, TOTFUND and 

FORFUND are positively and significantly correlated with FTCLIM (.08). TOTFUND is 

negatively and significantly correlated with DIFFATR, SIZE, NETPPE and DEBT. 

These correlations suggest that firms with a higher foreign after tax return than domestic 

after tax return, larger firms, firms with more tangible assets and firms with higher prior 

year debt ratios have less cash available in the domestic parent. In addition FORFUND is 

positively related to PERM and SPERM. This statistic suggests that firms with foreign 

funds in their subsidiaries are more likely to permanently reinvest earnings, as one would 

expect. FORFUND is negatively and significantly correlated with DIFFATR and DEBT. 

This suggests that firms with a higher foreign after tax return than domestic after tax 

return and firms with a higher prior year debt ratio have less cash available in the foreign 

subsidiary. FTCLIM is negatively and significantly related to NONBIND. This may 

result because FTCLIM is a more detailed examination of foreign tax credit limitation 

position than the dichotomous variable NONBIND. PERM is positively and significantly 

related to SPERM. This result occurs because only firms that indicate that they 

permanently reinvest (PERM) will have a value for SPERM. Since many of the 

independent variables in the model are significantly correlated with one another, I 

examine the variance inflation factors to assess potential multicollinearity issues. A 
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general rule of thumb suggests that a variance inflation factor above 10 indicates 

problematic collinearity. The variance inflation factors in the following regressions are 

all below 10 and thus do not indicate harmful collinearity.^*^ 

5.3 Multivariate Results 

5.3.1 Internal Funds Levels and Location 

Table 6 contains the results of the pooled regression in equation (3) above. I 

estimate equation (3) using OLS estimation. My sample contains repeats of the same 

firms. In addition, the dummy variable indicating whether firms permanently reinvest is 

likely to be the same for each firm-year included in my sample, and the level of 

permanent reinvestment of eamings is unlikely to change significantly from year to year. 

Therefore, I estimate all regressions using the Huber-White correction to adjust standard 

errors for lack of independence. Huber-White robust standard errors are adjusted to 

correct for serial correlation among multiple-year observations per firm. HI predicts that 

change in domestic debt of U.S. multinational enterprises is negatively related to internal 

funds. The full sample of 451 firm-year observations is included in this regression. The 

results in Table 6 are consistent with the prediction. TOTFUND is negatively and 

significantly related to change in domestic debt (t=-1.59). This result suggests that 

Kennedy (1998). 
There are two regressions in which variance inflation factors (vif) exceed 10. In table 

13 the vif on total funds is 12.18, the vif on the industry dummy variable for sic codes 
between 2100 and 2199 is 14.35 and the vif for the industry dummy variable representing 
sic codes between 3500 and 3599 is 10.81. The variance inflation factors in table 14 and 
table 15 for the industry dummy variable representing sic codes between 2800 and 2899 
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incremental debt financing is negatively and significantly related to the level of internal 

funds. 

Hypothesis 2 predicts that after controlling for TOTFUND, the coefficient on 

foreign funds should be positive due to the additional costs associated with using foreign 

funds. However, the coefficient on FORFUND is not significant (t=0.26). 

5.3.2 Foreign Tax Credit Position 

Hypothesis 3 predicts that as FTC limitations impact firms' domestic interest 

deduction on debt, firms are less likely to use debt financing. Table 6 does not provide 

support for hypothesis 3, FTCLIM is negative but not significant. Thus, this table does 

not provide support that FTC limitations impact the tax benefit of interest deductions and 

decrease firms use of debt financing. In addition, results in Table 6 do not provide 

support for hj^othesis 3 a. The coefficient on NONBIND*FORFUND is not significant, 

using a one-tailed test for sign prediction. This finding suggests that firms in non-binding 

FTC positions do not have differential costs associated with using foreign fimds after 

controlling for the difference between the local after-tax rate of return in the foreign 

subsidiary to the after-tax rate of return in the U.S (DIFFATR), size of the firm (SIZE), 

portion of tangible assets (NETFFE) and prior year debt ratio (DEBT). The control 

variables SIZE and DEBT are negatively and significantly related to the change in long-

term debt. This suggests that larger firms and firms with higher prior year debt ratios are 

less likely to use incremental debt financing. 

is 11.27 and 10.96, respectively. The remaining variance inflation factors are all below 
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5.3.3 Financial Reporting 

Table 7 contains the results of the pooled regression in equation (4) above to test 

the financial reporting hypothesis related to whether firms permanently reinvest earnings. 

Hypothesis 4 predicts that the change in domestic debt of U.S. multinationals is 

positively related to permanent reinvestment of foreign earnings (PERM). The results in 

Table 7 indicate a negative and significant coefficient on TOTFUND (t=-2.71). The 

results in Table 7 also show that after controlling for total funds, the coefficient on the 

indicator variable PERM is not significant. This result suggests that firms with costly 

foreign retained earnings are not more likely to use incremental debt financing. The 

findings in Table 7 suggest that the financial reporting designation of permanently 

reinvested earnings are not significant and results suggest that there are not additional 

costs associated with the use of foreign funds. SIZE, NETPPE and DEBT are negatively 

and significantly related to the change in long-term debt. 

Table 8 contains the results for Hypothesis 4a, which predicts that change in 

domestic debt is positively related to the dollar level of permanently reinvested earnings. 

Included in this regression are the 373 firm-year observations for which the tax footnote 

indicated a specific dollar amount of cumulative permanently reinvested earnings. In this 

regression, the coefficient on TOTFUND is negative and significant (t=-l .60). However, 

the coefficient on SPERM is not significant (t=-.37). 

H4b predicts that the magnitude of the relationship between permanent 

reinvestment of foreign earnings and incremental debt financing is greater for firms with 

10 and are not reported (but are available upon request from the author). 
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non-binding FTC than for firms with binding FTC. Table 8 contains results for H4b. 

These results were consistent with my predictions. NONBIND*$PERM is positive and 

significant in determining change in domestic debt financing (t=2.16). This result 

suggests that non-binding FTC limitation firms are more likely to report higher levels of 

permanent reinvestment of foreign earnings. 

5.4 Sensitivity Analyses 

I test the robustness of my results with several sensitivity analyses. First, I re-run 

the previous 3 regressions using an alternative specification for TOTFUND. I define 

TOTFUND as the sum of beginning of the year cash and short-term investments (item 

#1), receivables (item #2) and inventory (item #3) scaled by end of the year assets (item 

#6). Since FORFUND is an estimate based on TOTFUND, my measure of FORFUND 

uses the alternate specification of TOTFUND in the following three tables. Results are 

tabulated in Tables 9-11. TOTFUND is negative and significant in each of the three 

regressions, which provides additional support that firms with more internal funds are 

less likely to use incremental debt financing to fund their current financing needs. 

Consistent with my previous results, I find support for hypothesis H4b in Table 11 with a 

positive and significant coefficient on NONBIND*SPERM (t=2.49). The control 

variables SIZE and DEBT are negative and significant in each of the regressions 

tabulated in tables 9-11. 

In further sensitivity analyses I examine an alternative specification for foreign 

funds in the regression examining the effect of internal funds on the incremental change 
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in long-term debt. I use an alternative specification for foreign funds using an income 

ratio split to estimate the portion of foreign funds represented by total funds. 

FORFUND2=foreign pretax income divided by total pretax income multiplied by the 

original measure of TOTFUND, where TOTFUND=sum of beginning year values of cash 

and short-term investments scaled by the end of year level of assets. Since the variance 

inflation factors were high, which indicates multicollinearity, 1 do not report the results. 

The variance inflation factor on my measure of foreign funds was 1534.80 and the vif on 

the interaction term between N0NBIND*F0RFUND2 is 1534.01. I also examine the 

effect of internal funds on the change in long-term debt using the alternative specification 

(described above) for both TOTFUND and FORFUND. Again, I find that the variance 

inflation factors are high for the F0RFUND2 (vif=334.73) variable and the interaction 

between N0NBIND*F0RFUND2 (vif=334.17). Thus, I do not report the results. 

In Table 12,1 examine equation 3 using an alternate dependent variable. I use the 

level of debt issuance obtained from the SDC database as the dependent variable. Since 

many firms in my sample did not issue debt in the current year, the sample size is small 

(n=76)^'. The coefficient on TOTFUND is not significant. I expect that after controlling 

for TOTFUND, that the coefficient on FORFUND would be incrementally positive, per 

H2. However, results suggest that foreign funds are negative and significant (t=-1.83). 

This result suggests that firms with more foreign funds are less likely to use debt 

financing. This suggests that there are not incremental costs associated with using 

foreign funds. Results also indicate that the coefficient on FTCLIM is positive and 

n=sample size. 
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significant although I predicted a negative coefficient in H3. This suggests that firms 

whose FTCLIM status is determined by identifiable foreign assets to worldwide assets, 

are more likely to use incremental debt financing than firms whose foreign tax credit 

limitation does not have an impact on the marginal tax benefit of a domestic interest 

deduction.^^ The coefficient on N0NB1ND*F0RFUND is not significant. 

I report the results of the regressions in equations 4 and 5 using the alternate 

dependent variable, level of debt issuance from SDC database. The results are tabulated 

in Tables 13 and 14. The variables of interest are not significant. Specifically, 

TOTFUND, PERM (SPERM), FTCLIM and NONBIND*PERM (NONBIND*$PERM) 

are not significant. However, the sample size is quite small. The control variable SIZE is 

negative and significant in Tables 13 and 14. 

My original sample excludes firm-year observations with recent equity offerings 

to allow me to focus on whether tax incentive variables influence firms to utilize internal 

funds or to issue additional debt. However, this screen on seasoned equity offerings will 

not entirely eliminate equity as a source of funds since SDC does not always pick up 

private placements. Thus, I also examine the increase in the stock accounts (Compustat 

item #85-#85t-i) to ensure that there are no significant increases in equity funding in the 

current year. No firm-year observation in my sample has an increase greater than 100%. 

As a sensitivity test, I delete firm-year observations with an increase in common stock 

Firms in my sample are coded zero if the foreign tax credit limitation does not have an 
impact on the marginal tax benefit of a domestic interest deduction (i.e. non-binding 
status). For the remaining firms, the ratio of identifiable foreign assets to worldwide 
assets reflects the impact of foreign tax credit limitation on the benefit of a domestic 
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greater than 50% (60%). This screen deletes 27 (5) observations. I re-ran results of the 

regressions contained in tables 6-8. TOTFUND is negatively and significantly related to 

change in debt. The control variables SIZE and DEBT are negative and significant. 

As a sensitivity test, I check that firms who are not issuing incremental debt in the 

current year are not the ones that built up their cash reserves by issuing more debt in prior 

years. Thus, 1 examine the mean debt change for firms with large increases in prior-year 

debt (greater than the median) versus firms with small increases in prior-year debt (less 

than or equal to the median). The mean debt change for firms with debt increases larger 

than the median (median-.04) is 0.16. The mean debt change for firms with debt 

increases less than or equal to the median is -0.01. The difference in the means is 

significant. As a sensitivity test, I test the regressions in models 1-3 for each subsample 

of firms. For the firms with small increases in prior-year debt, TOTFUND is negatively 

and significantly related to change in debt. However, the interaction term, 

NONBIND*$PERM is not significant. The control variables SIZE and DEBT are 

negatively and significantly related to the change in debt. For the firms with large 

increases in prior-year debt, TOTFUND is not significant. The control variables SIZE 

and NETPPE are negative and significant. However, the interaction term 

NONBIND*SPERM is not significant. 

In a sensitivity test, I re-ran the regression in equation 3, contained in model 1, 

without the interaction term, N0NB1ND*F0RFUND. The correlation between 

FORFUND and NONBIND*FORFUND is 0.57. TOTFUND is negative and significant. 

interest deduction. No firm in my sample is coded one, which would indicate that the 



79 

In addition, the control variables SIZE and DEBT are negatively and significantly related 

to change in debt. In a sensitivity test, I re-ran the regression in equation 4, contained in 

model 2, without the interaction term, NONBIND*PERM since the correlation between 

PERM and the interaction term is 0.49, which is significant at the 1% level. TOTFUND 

is negatively and significantly related to change in debt. The control variables SIZE and 

DEBT are negatively and significantly related to change in debt. As a final sensitivity 

test, I re-ran the regression in equation 5, contained in model 3, without the interaction 

term, NONBIND*SPERM. The correlation between SPERM and NONBIND*SPERM is 

0.94, significant at the 1% level. I report the results in Table 15. Results differ from the 

results reported in Table 8 for the variable SPERM. Specifically, the coefficient on 

SPERM is positive and significant at the 5% level (t=1.72). Consistent with H4a, this 

result suggests that the change in debt is positively related to the dollar level of 

permanently reinvested earnings. TOTFUND is negative and significant. In addition, the 

control variables, SIZE and DEBT are negative and significant. 

5.5 Conclusion 

In this chapter, the results of analyses conducted generally support the hypotheses 

on internal funds levels and location. Specifically, total funds are negatively related to 

the change in debt. However, I do not find a differential cost effect on foreign internal 

funds in general. Results do not support hypotheses related to FTC limitations. Results 

do not indicate a relationship between FTC limitations impacting the firms' domestic 

marginal tax benefit of a domestic interest deduction is reduced to zero. 
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interest deduction on debt and firms use of debt financing. In addition, results do not 

indicate that firms' in non-binding FTC positions have differential costs associated with 

using foreign funds. Finally, empirical results partially support hypotheses related to 

financial reporting costs. The change in domestic debt is significantly related to the level 

of permanent reinvestment. In addition, results are consistent with my prediction that the 

magnitude of the relationship between permanent reinvestment of foreign earnings and 

incremental debt financing will be greater for firms with non-binding FTC than for firms 

with binding FTC. 
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CHAPTER 6 - SUMMARY AND CONCLUSION 

Prior capital structure literature does not distinguish between different sources of 

internal funding. I extend the literature by examining the differing costs of internal 

funding. Specifically, I examine how the firm's choice of debt or internal funds as a 

method of financing depends upon the cost of internal funds. I expect that the cost of 

using intemal funds differs across sources. I expect that foreign funds are more costly 

than domestic funds due to differential costs associated with the use of foreign funds. I 

find new evidence that the location of intemal funds in a multinational firm affects 

whether the firm uses debt financing or intemal funds financing. 

The pecking order theory and the static trade-off theory provide explanations for 

how firms use components of capital structure. The static trade-off theory suggests that 

fimis attempt to reach an optimal debt ratio by offsetting benefits of interest deductions 

on debt against potential bankruptcy costs. The pecking order theory suggests that a 

firm's preferred choice of financing is intemal funding, then debt and finally equity 

financing. I contribute to the capital structure literature by providing empirical evidence 

that firms with intemal funds are less likely to use incremental debt financing. Thus, this 

paper suggests that the source of intemal funds makes a difference in firms' use of debt 

financing. 
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I also examine the cost of foreign internal funds. I expect that foreign internal 

funds will be more costly than domestic internal funds due to general transaction costs. I 

do not find that there are substantial non-tax costs preventing the use of foreign funds. 

In addition, I examine whether firms' FTC limitation status affects incremental 

financing decisions and I do not find a relationship between FTC limitations restricting 

the benefit of domestic interest deductions and a firms use of debt financing. I do not 

find results that suggest firms in non-binding FTC positions are more likely to increase 

debt because these firms may incur tax repatriation costs and financial reporting costs if 

internal foreign funds are repatriated. 

In addition, I examine a subset of foreign funds, permanently reinvested earnings. 

I expect that permanently reinvested are more costly than foreign funds due to financial 

reporting costs. I use the designation and magnitude of permanently reinvested earnings 

to proxy for whether a firm has internal funds that are costly due to financial reporting 

costs. My results suggest that if internal funds are too costly, using the level of 

permanent reinvestment as a proxy, then firms utilize debt. I also find results suggesting 

that the magnitude of the relationship between the level of permanent reinvestment of 

foreign earnings and incremental debt financing is greater for firms with non-binding 

FTC limitations than for firms with binding FTC limitations. 

In addition, my results provide valuable information to standard setters. 

Disclosures required by APB Opinion No. 23 and SFAS No. 109 are subjective in nature. 

Mangers have discretion in designating earnings as permanently reinvested earnings as 

required by APB Opinion No. 23. My paper suggests that managers' stated intent 
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regarding cumulative foreign retained earnings has real economic effects. My results 

indicate that there is a relationship between the level of permanently reinvested earnings 

and change in debt. Indirect evidence is provided which suggests that managers do not 

subsequently revoke their intent to repatriate foreign earnings and avoid debt for capital 

structure reasons. 
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TABLE 1 
Sample Selection 

Number of 
Observations 

Number of firm-year observations listed on Compustat 1998 from 1993 to 
1998 with all required compustat information, current financing needs and 
a foreign presence 484 

Firms with recent seasoned equity offerings'' (7) 

Firms with financial statement not available" (261 

Total number of firm-year observations in sample 451 

'Foreign presence is determined by foreign assets on the Compustat geographic segment reporting database 
(Compustat geographic item GAREA1=98). 

'Sample contains only manufacturing firms (SIC 2000-3999). 

^Current financing needs are calculated using a deficit measure. DEFICIT is measured as the sum of net 
increase in working capital, dividend payments, capital expenditures and current portion of long-term debt 
minus operating cash flows (Shyam-Sunder and Myers, 1999). 

''Firms with recent seasoned equity offerings are identified using the SDC database. 

'Financial statements were obtained using Lexis and microfiche copies of Form 10-K's. 
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TABLE 2 
Frequency Distribution by Year for Firm Financing Decisions from 1993-1998 

Full Sample of Firm Financing Decisions N=451 

Year Number of Observations 

1993 64 

1994 S8 

1995 53 

1996 

1997 33 

1998 31 

Total 451 
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TABLE 3 
Frequency Distribution by Industry for Firm Financing Decisions from 1993-1998 

Full Sample of Firm Financing Decisions N=^51 

SIC Code Industry Type Number of Observations 
2000 Food and Kindred Products 13 

2600 Paper and Allied Products 14 

2800 Chemicals and Allied Products 94 

3000 Rubber and Miscellaneous Plastics Products 23 

3200 Stone, Clay, Glass, Concrete Products 10 

3300 Primary Metal Industries 28 

3400 Fabricated Metal 32 

3500 Industrial, Commercial Machinery, 82 
Computer Equipment 

3600 Electrical Equipment 48 

3700 Transportation Equipment 21 

3800 Measurement Instruments 29 

3900 Miscellaneous Manufacturing Industries 13 

Other 44 

Total 451 
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TABLE 4 
Descriptive Statistics on the Deflated Variables for Firm Financing Decisions from 1993-1998 

Full Sample of Firm Financing Decisions N=451 

Variable" N Mean 
Std. 
Dev. Min. Median Max. 

A LTD 446 0.04 0.14 -0.26 0.01 1.35 

TOTFUND 451 0.07 0.07 0.00 0.04 0.41 

FORFUND 451 0.02 0.03 0.00 0.00 0.00 

FTCLIM 451 0.14 0.19 0.00 0.00 0.80 

NONBIND 451 0.59 0.49 0.00 1.00 1.00 

PERM 451 0.76 0.43 0.00 1.00 1.00 

SPERM 384 0.09 0.19 0.00 0.06 3.06 

DIFFATR 443 -0.00 0.11 -0.61 -0.01 0.92 

SIZE 451 6.88 L61 1.50 6.93 10.53 

NETPPE 451 0.34 0.14 0.08 0.32 1.00 

DEBT 451 0.28 0.29 0.00 0.26 5.19 

' The variables are defined as follows: A LTD = increase in long-term debt scaled by the end of year level 
of assets ((Compustat item #9,-item #9,.i) /item #6,.i). TOTFUND = sum of the beginning year values of 
cash and short-term investments scaled by the end of year level of assets (item #l/item#6). FORFUND = 
identifiable foreign assets divided by worldwide assets (Compustat geographic segment database item/item 
#6) multiplied by TOTFUND. FTCLIM= continuous measure of the impact of FTC limitations on the tax 
benefit of interest deduction. A value of zero indicates that foreign tax credit limitations do not have an 
impact on the marginal tax benefit of a domestic interest deduction. A value of one indicates that the 
marginal tax benefit of a domestic interest deduction is reduccd to zero. Otherwise, the ratio of identifiable 
foreign assets to worldwide assets reflects the impact of foreign tax credit limitation on the benefit of a 
domestic interest deduction. This variable is measured with information from the Compustat full, research 
and pst files, Compustat geographic segment tape, and tax and geographic segment footnotes of the 
financial statements. NONBIND= dummy variable coded 1 if U.S. statutory tax rate minus average foreign 
tax rate is greater than zero. Average foreign tax rate= current foreign taxes divided by foreign pretax 
income (item #64)/(item #273). PERM = dummy variable coded 1 if firm permanently reinvests earnings, 
0 otherwise. The PERM measure includes permanently reinvested earnings for all foreign subsidiaries and 
is cumulative over time. SPERM = dollar level of permanently reinvested earnings scaled by end of year 
level of assets (SPERM/item #6). DIFFATR = difference between foreign and domestic after-tax returns. 
Foreign after-tax retum is computed as foreign earnings after tax divided by identifiable foreign assets 
(item#273-item#64)/identifiable foreign assets from geographic segment tape. Domestic after-tax return is 
computed as domestic eamings after tax divided by total assets less identifiable foreign assets (item#272-
item#63)/(item#6-identifiable foreign assets from geographic segment tape). SIZE= natural log of firm 
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assets [log{item#6)]. NETPPE=net property, plant and equipment (item #8)/assets (item #6). DEBT-lotal 
long-term debt (item #9)/total long-term debt + book value of equity (item #9 + item #216). 
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TABLES 
Pearson Correlation Coefficients (p-values) for Variables in Equations 3,4 and 5,"'* 

n 
A 
LTD 

TOT 
FUND 

FOR 
FUND 

FTC 
LIM 

NON 
BIND PERM 

$ 
PERM 

DIFF 
ATR SIZE 

NET 
PPE DEBT 

A LTD 446 1.00 -0.04 
(0.43) 

-0.04 
(0.35) 

-0.01 
(0.79) 

0.02 
(0.73) 

0.01 
(0.84) 

0.05 
(0.32) 

-0.03 
(0.47) 

-0.10 
(0.04) 

-0,05 
(0.28) 

-0.13 
(0.00) 

TOT 
FUND 451 

1.00 0.71 
(0.00) 

0.08 
(0.09) 

0.02 
(0.66) 

0.00 
(0.99) 

0.05 
(0.30) 

-0.10 
(0.03) 

-0.15 
(0.00) 

-0.15 
(0.00) 

-0.26 
(0.00) 

FOR 
FUND 451 

1.00 0.29 
(0.00) 

-0.05 
(0.26) 

0.09 
(0.07) 

0.16 
(0.00) 

-0.11 
(0.02) 

-0.04 
(0,45) 

-0.04 
(0.40) 

-0.22 
(0.00) 

FTC 
LIM 451 

1.00 -026 
(0.00) 

0.06 
(0.21) 

0.04 
(0.44) 

-0.12 
(0.01) 

-0.00 
(0.92) 

0.10 
(0.03) 

-0.03 
(0.54) 

NON 
BIND 451 

1.00 -0.04 
0.35 

0.05 
(0.34) 

0.14 
(0.00) 

0.05 
(0.27) 

0.05 
(0.25) 

-0.04 
(0.37) 

PERM 451 1.00 0.30 
(0.00) 

-0.04 
(0.36) 

0.17 
(0.00) 

-0.08 
(0.11) 

-0.05 
(0.30) 

$ 
PERM 384 

1.00 0,02 
(0.67) 

-0.00 
(0.98) 

-0.08 
(0,12) 

-0,06 
(0.22) 

DIFF 
ATR 443 

1.00 0,12 
(0.02) 

-0,10 
(0.03) 

0,42 
(0.00) 

SIZE 451 1.00 0.10 
(0.03) 

0.08 
(0.11) 

NET 
PPE 451 

i.OO -0.02 
(0.73) 

DEBT 451 1.00 

' p-values are indicated in parentheses. Significant correlations at the .01, .05 and .10 level are indicated in 
bold. 

*"1116 variables are defined as follows: A LTD = increase in long-term debt scaled by the end of year level 
of assets (Compustat item #9t—item #9t.i /item #6,.)). TOTFUND = sum of the beginning year values of 
cash and short-term investments scaled by the end of year level of assets (item #l/item#6). FORFUND = 
identifiable foreign assets divided by worldwide assets (Compustat geographic segment database item/item 
#6) multiplied by TOTFUND. FTCLIM= continuous measure of the impact of FTC limitations on the tax 
benefit of interest deduction. A value of zero indicates that foreign tax credit limitations do not have an 
impact on the marginal tax benefit of a domestic interest deduction. A value of one indicates that the 
marginal tax benefit of a domestic interest deduction is reduced to zero. Otherwise, the ratio of identifiable 
foreign assets to worldwide assets reflects the impact of foreign tax credit limitation on the benefit of a 
domestic interest deduction. This variable is measured with information from the Compustat full, research 
and pst files, Compustat geographic segment tape, and tax and geographic segment footnotes of the 
financial statements. NONBIND= dummy variable coded 1 if U.S. statutory tax rate minus average foreign 
tax rate is greater than zero. Average foreign tax rate= current foreign taxes divided by foreign pretax 
income (item #64)/(item #273). PERM = dummy variable coded 1 if firm permanently reinvests earnings, 
0 otherwise. The PERM measure includes permanently reinvested earnings for all foreign subsidiaries and 
is cumulative over time. SPERM = dollar level of permanently reinvested earnings scaled by end of year 
level of assets (SPERM/item #6). DIFFATR = difference between foreign and domestic after-tax returns. 
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Foreign after-tax return is computed as foreign earnings after tax divided by identifiable foreign assets 
(item#273-item#64)/identifiable foreign assets from geographic segment tape. Domestic after-tax return is 
computed as domestic earnings after tax divided by total assets less identifiable foreign assets (item#272-
item#63)/(item#6-identifiable foreign assets from geographic segment tape). SIZE= natural log of firm 
assets [log{item#6)]. NETPPE=net property, plant and equipment (item #8)/assets (item #6). DEBT=total 
long-term debt (item #9)/total long-term debt + book value of equity (item #9 + item #216). 
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TABLE 6 
Pooled Time-Series Cross-Sectional Multivariate Regression Results Estimating the Effect of Internal 

Funds on the Incremental Changes in Long-Term Debf 
Dependent Variable Equals the Change in Long-Term Debt Scaled by Assets 

A LTD=A + PITOTFUND + p,FORFUND + pjFTCLIM + p4NONBIND»FORFUND + P5DIFFATR+ 

pfiSIZE + P7NETPPE + PaDEBT 

Variable*" Predicted Sign Coefficient'^ 

INTERCEPT 0.19 
(3.47)*** 

TOTFUND - -0.02 
(-1.59)* 

FORFUND 0.00 
(0.26) 

FTCLIM - -0.00 
(-0.10) 

NONBIND*FORFUND + -0.31" 
(-0.37) 

DIFFATR + 0.07 
(0.57) 

SIZE ? -0.01 
(-2.10)** 

NETPFE ? -0.07 
(-1.27) 

DEBT ? -0.09 
(-4.30)*** 

Observations 437 

Adjusted R^ 0.02 

't-values are indicated in parentheses. Huber-White robust standard errors correct for serial correlation 
among multiple-year observations per finn and are robust to heteroskedasticity and serial correlation 
(White, 1980). 

The variables are defined as follows; A LTD = increase in long-term debt scaled by the end of year level 
of assets ((Conipustat item #9,-item #9t-i) /item #6,.i). TOTFUND = sum of the beginning year values of 
cash and short-term investments scaled by the end of year level of assets (item #l/item#6). FORFUND = 
identifiable foreign assets divided by worldwide assets (Conipustat geographic segment database item/item 
#6) multiplied by TOTFUND. FTCLIM= continuous measure of the impact of FTC limitations on the tax 
benefit of interest deduction. A value of zero indicates that foreign tax credit limitations do not have an 
impact on the marginal tax benefit of a domestic interest deduction. A value of one indicates that the 
marginal tax benefit of a domestic interest deduction is reduced to zero. Otherwise, the ratio of identifiable 
foreign assets to worldwide assets reflects the impact of foreign tax credit limitation on the benefit of a 
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domestic interest deduction. This variable is measured with information from the Compustat full, research 
and pst files, Compustat geographic segment tape, and tax and geographic segment footnotes of the 
financial statements. NONBINI)= dummy variable coded 1 if U.S. statutory tax rate minus average foreign 
tax rate is greater than zero. Average foreign tax rate= current foreign taxes divided by foreign pretax 
income (item #64)/(item #273). DIFFATR = difference between foreign and domestic after-tax returns. 
Foreign after-tax return is computed as foreign earnings after tax divided by identifiable foreign assets 
(item#273-item#64)/identifiable foreign assets from geographic segment tape. Domestic after-tax return is 
computed as domestic earnings after ta divided by total assets less identifiable foreign assets (item#272-
itcm#63)/(item#6-identifiable foreign assets from geographic segment tape). SIZE= natural log of firm 
assets [log{item#6)]. NETPPE=net property, plant and equipment (item #8)/assets (item #6). DEBT=total 
long-term debt (item #9)/total long-term debt + book value of equity (item #9 + item #216). 

•^Year and industry dummies (not reported) are insignificant, with the exception of 1993,1994,1995 which 
are negative and significant. 

''This variable is insignificant using a one-tailed test. Use of a one-tailed test is appropriate for this variable 
since it is a sign prediction. 

*,**,*** significant at the .10, .05 and .01 level respectively. 
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TABLE 7 

Pooled Time-Series Cross-Sectional Multivariate Regression Results Estimating the Effect of Financial 
Reporting Costs Associated with Permanently Reinvested Earnings on the Incremental Changes in 

Long-Term Debf 
Dependent Variable Equals the Change in Long-Term Debt Scaled by Assets 

A LTD=a + piTOTFUND + pjPERM + pjFTCLIM + P4N0NBIND*PERM + PjDIFFATR + pgSIZE + 
PjNETPPE + pgDEBT 

Variable" Predicted Sign Coefficient"^ 

INTERCEPT 

TOTFUND 

PERM 

FTCLIM 

NONBIND*PERM 

DIFFATR 

SIZE 

NETPPE 

DEBT 

Observations 

0.16 
(3.64)*** 

-0.21 

(-2.71)*** 

0.01 
(0.32) 

0.00 
(0.00) 

0.00"* 
(0.24) 

0.04 
(0.52) 

-0.01 
(-2.14)** 

-0.06 
(-1.33)* 

-0.08 
(-4.26)** 

437 

Adjusted R 0.02 

lvalues are indicated in parentheses. Huber-White robust standard errors correct for serial correlation 
among multiple-year observations per firm and are robust to heteroskedasticity and serial correlation 
(White, 1980). 

^ The variables are defined as follows; A LTD = increase in long-term debt scaled by the end of year level 
of assets ((Compustat item #9,-item #9,.i /item #6t.i). TOTFUND = sum of the beginning year values of 
cash and short-term investments scaled by the end of year level of assets (item #l/item#6). PERM = 
dummy variable coded 1 if firm permanently reinvests earnings, 0 otherwise. The PERM measure includes 
permanently reinvested earnings for all foreign subsidiaries and is cumulative over time. FTCLIM= 
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continuous measure of the impact of FTC limitations on the tax benefit of interest deduction. A value of 
zero indicates that foreign tax credit limitations do not have an impact on the marginal tax benefit of a 
domestic interest deduction. A value of one indicates that the marginal tax benefit of a domestic interest 
deduction is reduced to zero. Otherwise, the ratio of identifiable foreign assets to worldwide assets reflects 
the impact of foreign tax credit limitation on the benefit of a domestic interest deduction. This variable is 
measured with information from the Compustat full, research, and pst files, Compustat geographic segment 
tape, and tax and geographic segment footnotes of the financial statements. NONBIND= dummy variable 
coded 1 if U.S. statutory tax rate minus average foreign tax rate is greater than zero. Average foreign tax 
rate= current foreign taxes divided by foreign pretax income (item #64)/(item #273). DIFFATR = 
difference between foreign and domestic after-tax returns. Foreign after-tax return is computed as foreign 
earnings after tax divided by identifiable foreign assets (item#273-item#64)/identifiable foreign assets from 
geographic segment tape. Domestic after-tax return is computed as domestic earnings after tax divided by 
total assets less identifiable foreign assets (item#272-item#63)/(item#6-identifiable foreign assets from 
geographic segment tape). SIZE= natural log of firm assets [log(item#6)]. NETPPE=net property, plant 
and equipment (item #8)/asscts (item #6). DEBT=total long-term debt (item #9)/total long-term debt + 
book value of equity (item #9 + item #216). 

"^Year and industry dummies (not reported) are insignificant, with the exception of 1993, 1994, 1995 and 
1996 which are negative and significant. 

^This variable is insignificant using a one-tailed test. Use of a one-tailed test is appropriate for this variable 
since it is a sign prediction. 

*, **, *** significant at the .10, .05 and .01 level respectively. 
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TABLES 
Pooled Time-Series Cross-Sectional Multivariate Regression Results Estimating the Effect of Financial 

Reporting Costs Associated with the Dollar Level of Permanently Reinvested Earnings on the Incremental 
Changes in Long-Term Debf 

Dependent Variable Equals the Change in Long-Term Debt Scaled by Assets 
A LTD=A + PITOTFUND + P2SPERM+ pjFTCLIM + P4NONBIND • SPERM + P5DIFFATR+ P^SIZE + 

P7NETPPE + pgDEBT 

Variable'' Predicted Sign Coefficient"' 

INTERCEPT 0I2 
(2.84)*** 

TOTFUND - -0.13 
(-1.60)* 

SPERM + -0.00 
(-0.37) 

FTCLIM - 0.02 
(0.49) 

NONBIND*SPERM + 0.03' 
(2.16)*** 

DIFFATR + 0.04 
(0.48) 

SIZE ? -0.01 
(-L41) 

NETPPE ? -0.04 
(0.71) 

DEBT ? -0.06 
(-3.91)*** 

Observations 

Adjusted R^ 

373 

0.01 

®t-values are indicated in parentheses. Huber-White robust standard errors correct for serial correlation 
among multiple-year observations per firm and are robust to heteroskedasticity and serial correlation 
(White, 1980). 

'' The variables are defined as follows: A LTD = increase in long-term debt scaled by the end of year level 
of assets ((Compustat item #9t—item #9t.i /item #6t,i). TOTFUND = sum of the beginning year values of 
cash and short-term investments scaled by the end of year level of assets (item #l/item#6). SPERM = 
dollar level of permanently reinvested eamings scaled by end of year level of assets (SPERM'item #6). 
FTCLIM= continuous measure of the impact of FTC limitations on the tax benefit of interest deduction. A 
value of zero indicates that foreign tax credit limitations do not have an impact on the margiinal tax benefit 
of a domestic interest deduction. A value of one indicates that the marginal tax benefit of a domestic 
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interest deduction is reduced to zero. Otherwise, the ratio of identifiable foreign assets to worldwide assets 
reflects the impact of foreign tax credit limitation on the benefit of a domestic interest deduction. This 
variable is measured with information from the Compustat Ml, research, and pst files, Compustat 
geographic segment tape, and tax and geographic segment footnotes of the financial statements. 
NONBIND= dummy variable coded 1 if U.S. statutory tax rate minus average foreign tax rate is greater 
than zero. Average foreign tax rate= current foreign taxes divided by foreign pretax income (item 
#64)/(item #273). DIFFATR = difference between foreign and domestic after-tax returns. Foreign after
tax return is computed as foreign earnings after tax divided by identifiable foreign assets (item#273-
item#64)/identifiable foreign assets from geographic segment tape. Domestic after-tax return is computed 
as domestic earnings after tax divided by total assets less identifiable foreign assets (item#272-
item#63)/(item#6-identif5able foreign assets from geographic segment tape). SIZE= natural log of firm 
assets [log(item#6)]. NETPPE=net property, plant and equipment (item #8)/assets (item #6). DEBT=total 
long-term debt (item #9)/total long-term debt + book value of equity (item #9 + item #216). 

'Year and industry dummies (not reported) are insignificant. 

''The number of observations in the model including the dollar level of permanently reinvested earnings is 
lower than the model which includes a dummy variable indicating whether or not firms permanently 
reinvest earnings. This is because a portion of firms indicating that they permanently reinvest do not 
disclose the dollar amount of foreign earnings designated as permanently reinvested. This model includes 
only those firms that do indicate the specific dollar amount of permanent reinvestment. 

'This variable is significant using a one-tailed test. Use of a one-tailed test is appropriate for this variable 
since it is a sign prediction. 

*, **, *** significant at the .10, .05 and .01 level respectively. 
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TABLE 9 
Pooled Time-Series Cross-Sectional Multivariate Regression Results Estimating the Effect of Internal 
Funds on the Incremental Changes in Long-Term Debt using a Sensitivity Measure for Total Funds" 

Dependent Variable Equals the Change in Long-Term Debt Scaled by Assets 
A LTD=a + PiTOTFUNDl + P^FORFUNDl + P3FTCLIM + P4N0NBIND*F0RFUND1 + P5DIFFATR+ 

PfiSIZE + P7NETPPE + PsDEBT 

Variable Predicted Sign Coefficient® 

INTERCEPT 

TOTFUNDl 

FORFUNDl 

FTCLIM 

NONBIND*FORFUND 1 

DIFFATR 

SIZE 

NETPPE 

DEBT 

Observations 

0.29 
(2.81)*** 

-0.18 
(0.05)** 

-0.02 
(-0.26) 

0.01 
(0.24) 

0.02" 
(0.30) 

0.03 
(0.37) 

-0.01 
(-2.39)** 

-0.13 
(-1.76)** 

-0.08 
(-3.96)*** 

437 

0.03 
Adjusted R 

't-values are indicated in parentheses. Huber-White robust standard errors correct for serial correlation 
among multiple-year observations per firm and are robust to heteroskedasticity and serial correlation 
(White, 1980). 

'' The variables are defined as follows: A LTD = increase in long-term debt scaled by the end of year level 
of assets ((Compustat item #9t-item #9t.i) /item #6t.i). TOTFUNDl = sum of the beginning year values of 
cash and short-term investments, receivables and inventory scaled by the end of year level of assets [(item 
#1+ item #2 + item#3)/item#6]. FORFUNDl = identifiable foreign assets divided by worldwide assets 
(Compustat geographic segment database item/item #6) multiplied by TOTFUNDl. FTCLIM= continuous 
measure of the impact of FTC limitations on the tax benefit of interest deduction. A value of zero indicates 
that foreign tax credit limitations do not have an impact on the marginal tax benefit of a domestic interest 
deduction. A value of one indicates that the marginal tax benefit of a domestic interest deduction is 
reduced to zero. Otherwise, the ratio of identifiable foreign assets to worldwide assets reflects the impact 
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of foreign tax credit limitation on the benefit of a domestic interest deduction. This variable is measured 
with information from the Compustat MI, research and pst files, Compustat geographic segment tape, and 
tax and geographic segment footnotes of the financial statements. NONB][ND= dummy variable coded 1 if 
U.S. statutory tax rate minus average foreign tax rate is greater than zero. Average foreign tax rate= current 
foreign taxes divided by foreign pretax income (item #64)/{item #273). DIFFATR = difference between 
foreign and domestic after-tax returns. Foreign after-tax return is computed as foreign eamings after tax 
divided by identifiable foreign assets (item#273-item#64)/identifiable foreign assets from geographic 
segment tape. Domestic after-tax return is computed as domestic eamings after tax divided by total assets 
less identifiable foreign assets (item#272-item#63)/(item#6-identifiable foreign assets from geographic 
segment tape). SIZE= natural log of firm assets [log(item#6)]. NETPPE=net property, plant and 
equipment (item #8)/assets (item #6). DEBT=total long-term debt (item #9)/total long-term debt + book 
value of equity (item #9 + item #216). 

'Year and industry dummies (not reported) are insignificant, with the exception of 1993, 1994, 1995 which 
are negative and significant. 

''This variable is insignificant using a one-tailed test. Use of a one-tailed test is appropriate for this variable 
since it is a sign prediction. 

*, **, *** significant at the .10, .05 and .01 level respectively. 
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TABLE 10 
Pooled Time-Series Cross-Sectional Multivariate Regression Results Estimating the Effect of Financial 

Reporting Costs Associated with Permanently Reinvested Earnings on the Incremental Changes in 
Long-Term Debt using a Sensitivity Measure for Total Funds" 

Dependent Variable Equals the Change in Long-Term Debt Scaled by Assets 
A LTD=a + piTOTFUNDl + P2PERM+ P3FTCLIM + P4N0NBIND*PERM + P5DIFFATR + PgSIZE + 

P7NETPPE + PgDEBT 

Variable'' Predicted Sign Coefficient"^ 

INTERCEPT 0.29 
(2.86)*** 

TOTFUNDl - -0.19 
(-2.16)** 

PERM -f 0.01 
(0.50) 

FTCLIM -

0
 0

 

NONBIND*PERM + O.Ol"* 
(0.33) 

DIFFATR + 0.03 
(0.40) 

SIZE ? -0.02 
(-2.44)*** 

NETPPE ? -0.13 
(-1.80)** 

DEBT ? -0.08 
(-3.90)*** 

Observations 437 

Adjusted R^ 
0.02 

lvalues are indicated in parentheses. Huber-White robust standard errors correct for serial correlation 
among multiple-year observations per firm and are robust to heteroskedasticity and serial correlation 
(White, 1980). 

'' The variables are defined as follows; A LTD = increase in long-term debt scaled by the end of year level 
of assets ((Compustat item #9,-item #9,.i /item #6,.|). TOTFUNDl = sum of the beginning year values of 
cash and short-term investments, receivables and inventory scaled by the end of year level of assets [(item 
#1 + item#2 + item#3)/item#6]. PERM = dummy variable coded 1 if firm permanently reinvests earnings, 
0 otherwise. The PERM measure includes permanently reinvested earnings for all foreign subsidiaries and 
is cumulative over time. FTCLIM= continuous measure of the impact of FTC limitations on the tax benefit 
of interest deduction. A value of zero indicates that foreign tax credit limitations do not have an impact on 
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the marginal tax benefit of a domestic interest deduction. A value of one indicates that the marginal tax 
benefit of a domestic interest deduction is reduced to zero. Otherwise, the ratio of identifiable foreign 
assets to worldwide assets reflects the impact of foreign tax credit limitation on the benefit of a domestic 
interest deduction. This variable is measured with information from the Compustat full, research, and pst 
files, Compustat geographic segment tape, and tax and geographic segment footnotes of the financial 
statements. NONBIND= dummy variable coded 1 if U.S. statutory tax rate minus average foreign tax rate 
is greater than zero. Average foreign tax rate= current foreign taxes divided by foreign pretax income (item 
#64)/(item #273). DIFFATR = difference between foreign and domestic after-tax returns. Foreign after
tax return is computed as foreign eamings after tax divided by identifiable foreign assets (item#273-
item#64)/identifiable foreign assets from geographic segment tape. Domestic after-tax return is computed 
as domestic eamings after tax divided by total assets less identifiable foreign assets (item#272-
item#63)/( item#6-identifiable foreign assets from geographic segment tape). SIZE= natural log of firm 
assets [log(item#6)]. NETPPE=net property, plant and equipment (item #8)/assets (item #6). DEBT=total 
long-term debt (item #9)/total long-term debt + book value of equity (item #9 + item #216). 

'Year and industry dummies (not reported) are insignificant, with the exception of 1993,1994,1995 and 
1996 which are negative and significant. 

''This variable is insignificant using a one-tailed test. Use of a one-tailed test is appropriate for this variable 
since it is a sign prediction. 

*, **, *** significant at the .10, .05 and .01 level respectively. 
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TABLE 11 
Pooled Time-Series Cross-Sectional Multivariate Regression Results Estimating the Effect of Financial 

Reporting Costs Associated with the Dollar Level of Permanently Reinvested Earnings on the Incremental 
Changes in Long-Term Debt using a Sensitivity Measure for Total Funds" 

Dependent Variable Equals the Change in Long-Term Debt Scaled by Assets 
A LTD=a + PiTOTFUNDl + |32$PERM+ P3FTCLIM + P4N0NBIND*$PERM + P5DIFFATR+ p^SIZB + 

P7NETPPE + PGDEBT 

Observations 

Adjusted 

Variable'' Predicted Sign Coefficient"* 

INTERCEPT 024 
(2.38)*** 

TOTFUNDl - -0.16 
(-1.84)** 

SPERM + -0.00 
(0.30) 

FTCLIM - 0.02 
(0.60) 

NONBIND*$PERM + 0.04' 
(2.49)*** 

DIFFATR + 0.03 
(0.37) 

SIZE ? -0.01 
(-1.91)** 

NETPPE ? -0.10 
(-1.39) 

DEBT ? -0.07 
(-3.91)*** 

373 

0.02 

®t-values are indicated in parentheses. Huber-White robust standard errors correct for serial correlation 
among multiple-year observations per firm and are robust to heteroskedasticity and serial correlation 
(White, 1980). 

'' The variables are defined as follows: A LTD = increase in long-term debt scaled by the end of year level 
of assets ((Compustat item #9,-item #9,.i /item #6,.i). TOTFUNDl = sum of the beginning year values of 
cash and short-term investments, receivables and inventory scaled by the end of year level of assets [(item 
#1 + item#2 + item#3)/item#6]. SPERM = dollar level of permanently reinvested earnings scaled by end of 
year level of assets ($PERM/item #6). FTCLIM= continuous measure of the impact of FTC limitations on 
the tax benefit of interest deduction. A value of zero indicates that foreign tax credit limitations do not 
have an impact on the marginal tax benefit of a domestic interest deduction. A value of one indicates that 
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the marginal tax benefit of a domestic interest deduction is reduced to zero. Otherwise, the ratio of 
identifiable foreign assets to worldwide assets reflects the impact of foreign tax credit limitation on the 
benefit of a domestic interest deduction. This variable is measured with information from the Compustat 
full, research, and pst files, Compustat geographic segment tape, and tax and geographic segment footnotes 
of the financial statements. NONBIND- dummy variable coded 1 if U.S. statutory tax rate minus average 
foreign tax rate is greater than zero. Average foreign tax rate= current foreign taxes divided by foreign 
pretax income (item #64)/(item #273). DIFFATR = difference between foreign and domestic after-tax 
returns. Foreign after-tax retum is computed as foreign earnings after tax divided by identifiable foreign 
assets {item#273-item#64)/identifiable foreign assets from geographic segment tape. Domestic after-tax 
return is computed as domestic earnings after tax divided by total assets less identifiable foreign assets 
{item#272-item#63)/(item#6-identifiable foreign assets from geographic segment tape). S1ZE= natural log 
of firm assets [log(item#6)]. NETPPE=net property, plant and equipment (item #8)/assets (item #6). 
DEBT=total long-term debt (item #9)/total long-term debt + book value of equity (item #9 + item #216). 

"^Year and industry dummies (not reported) are insignificant. 

''The number of observations in the model including the dollar level of permanently reinvested earnings is 
lower than the model which includes a dummy variable indicating whether or not firms permanently 
reinvest earnings. This is because a portion of firms indicating that they permanently reinvest do not 
disclose the dollar amount of foreign earnings designated as permanently reinvested. This model includes 
only those firms that do indicate the specific dollar amount of permanent reinvestment. 

'This variable is insignificant using a one-tailed test. Use of a one-tailed test is appropriate for this variable 
since it is a sign prediction. 

*, **, *** significant at the .10, .05 and .01 level respectively. 
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TABLE 12 
Pooled Time-Series Cross-Sectional Multivariate Regression Results Estimating the Effect of Internal 

Funds on the Incremental Changes in Long-Term Debt, using an Alternate Dependent Variable" 
Dependent Variable Equals the Level of Debt Issuance obtained from SDC database 

DEBTISS=a + P,TOTFUND + piFORFUND + P3FTCLIM + P4NONBIND*FORFUND + P5DIFFATR + 

PSSIZE + P7NETPPE + PsDEBT 

Variable'' Predicted Sign Coefficient' 

INTERCEPT 1.70 
(2.48)*** 

TOTFUND - 1.57 
(1.10) 

FORFUND 4- -5.87 
(-1.83)** 

FTCLIM - p
 

00
 

NONBIND*FORFUND + 0.54'' 
(0.32) 

DIFFATR + -0.11 

(-0.46) 

SIZE ? -0.20 
(-2.49)*** 

NETPPE ? 0.12 

(0.36) 

DEBT 7 00 
p
 

0
 

Observations 76 

Adjusted R' 0.23 

^t-values are indicated in parentheses. Huber-White robust standard errors correct for serial correlation 
among multiple-year observations per firm and are robust to heteroskedasticity and serial correlation 
(White, 1980). 

'' The variables are defined as follov^s: DEBTISS = Debt issuance obtained from the SDC database scaled 
by the end of year level of assets ((SDC database debt issuance) /item #6). TOTFUND = sum of the 
beginning year values of cash and short-term investments scaled by the end of year level of assets (item 
#l/item#6). FORFUND = identifiable foreign assets divided by worldwide assets (Compustat geographic 
segment database item/item #6) multiplied by TOTFUND. FTCLIM= coatinuoiis measure of the impact of 
FTC limitations on the tax benefit of interest deduction. A value of zero indicates that foreign tax credit 
limitations do not have an impact on the marginal tax benefit of a domestic interest deduction. A value of 
one indicates that the marginal tax benefit of a domestic interest deduction is reduced to zero. Otherwise, 
the ratio of identifiable foreign assets to worldwide assets reflects the impact of foreign tax credit limitation 
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on the benefit of a domestic interest deduction. This variable is measured with information from the 
Compustat full, research and pst files, Compustat geographic segment tape, and tax and geographic 
segment footnotes of the financial statements. NONBIND= dummy variable coded 1 if U.S. statutory tax 
rate minus average foreign tax rate is greater than zero. Average foreign tax rate= current foreign taxes 
divided by foreign pretax income (item #64)/(item #273). DIFFATR = difference between foreign and 
domestic after-tax returns. Foreign after-tax return is computed as foreign earnings after tax divided by 
identifiable foreign assets (item#273-item#64)/identifiable foreign assets from geographic segment tape. 
Domestic after-tax return is computed as domestic earnings after tax divided by total assets less identifiable 
foreign assets (item#272-item#63)/(item#6-identifiable foreign assets from geographic segment tape). 
SIZE= natural log of firm assets [log(item#6)]. NETPFE=net property, plant and equipment (item 
#8)/assets (item #6). DEBT=total long-term debt (item #9)/total long-teim debt + book value of equity 
(item #9 + item #216). 

•^Year and industry dummies (not reported) are insignificant, with the exception of 1993, 1994,1995 which 
are negative and significant. 

•"This variable is insignificant using a one-tailed test. Use of a one-tailed test is appropriate for this variable 
since it is a sign prediction. 

*, **, *** significant at the .10, ,05 and .01 level respectively. 
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TABLE 13 
Pooled Time-Series Cross-Sectional Multivariate Regression Results Estimating the Effect of Financial 

Reporting Costs Associated with Permanently Reinvested Earnings on the Incremental Changes in 
Long-Term Debt, using an Alternate Dependent Variable 

Dependent Variable Equals the Level of Debt Issuance obtained from SDC database 
DEBTISS=a + !3,TOTFUND + P2PERM+ PjFTCLIM + P4N0NBIND*PERM + P5DIFFATR + PgSIZE + 

PtNETPPE + pgDEBT 

Variable Predicted Sign Coefficient'^ 

INTERCEPT 

TOTFUND 

PERM 

FTCLIM 

NONBIND*PERM 

DIFFATR 

SIZE 

NETPPE 

DEBT 

Observations 

1.76 
(2.52)*** 

-0.65 
(-0.71) 

-0.11 
(-0.51) 

0.29 
(1.19) 

0.00  ̂
(0.00) 

-0.07 
(-0.26) 

-0.19 
(-2.41)*** 

0.14 
(0.49) 

-0.10 
(-0.26) 

76 

Adjusted 0.22 

Vvalues are indicated in parentheses. Huber-White robust standard errors correct for serial correlation 
among multiple-year observations per firm and are robust to heteroskedasticity and serial correlation 
(White, 1980). 

** The variables are defined as follows: DEBTISS = Debt issuance obtained from the SDC database scaled 
by the end of year level of assets ((SDC database debt issuance) /item #6t.i). TOTFUND = sum of the 
beginning year values of cash and short-term investments scaled by the end of year level of assets (item 
#l/item#6). PERM = dummy variable coded 1 if firm permanently reinvests earnings, 0 otherwise. The 
PERM measure includes permanently reinvested earnings for all foreign subsidiaries and is cumulative 
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over time. FTCLIM= continuous measure of the impact of FTC limitations on the tax benefit of interest 
deduction. A value of zero indicates that foreign tax credit limitations do not have an impact on the 
marginal tax benefit of a domestic interest deduction. A value of one indicates that the marginal tax benefit 
of a domestic interest deduction is reduced to zero. Otherwise, the ratio of identifiable foreign assets to 
worldwide assets reflects the impact of foreign tax credit limitation on the benefit of a domestic interest 
deduction. This variable is measured with information from the Compustat full, research, and pst files, 
Compustat geographic segment tape, and tax and geographic segment footnotes of the financial statements. 
NONBIND= dummy variable coded 1 ifU.S. statutory tax rate minus average foreign tax rate is greater 
than zero. Average foreign tax rate= current foreign taxes divided by foreign pretax income (item 
#64)/(item #273). DIFFATR = difference between foreign and domestic after-tax returns. Foreign after
tax return is computed as foreign earnings after tax divided by identifiable foreign assets (item#273-
item#64)/idcntifiable foreign assets from geographic segment tape. Domestic after-tax retum is computed 
as domestic earnings after tax divided by total assets less identifiable foreign assets (item#272-
item#63)/(item#6-identifiable foreign assets from geographic segment tape). SIZE= natural log of firm 
assets [log(item#6)]. NETPPE=nct property, plant and equipment (item #8)/assets (item #6). DEBT=total 
long-term debt (item #9)/total long-term debt + book value of equity (item #9 + item #216). 

'Year and industry dummies (not reported) are insignificant, with the exception of 1993,1994, 1995 and 
1996 which are negative and significant. 

•"This variable is insignificant using a one-tailed test. Use of a one-tailed test is appropriate for this variable 
since it is a sign prediction. 

*, **, *** significant at the .10, .05 and .01 level respectively. 
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TABLE 14 

Pooled Time-Series Cross-Sectional Multivariate Regression Results Estimating the Effect of Financial 
Reporting Costs Associated with the Dollar Level of Permanently Reinvested Earnings on the Incremental 

Changes in Long-Term Debt, using am Alternate Dependent Variable" 
Dependent Variable Equals the Level of Debt Issuance obtaiaed from SDC database scaled by assets 

DEBTISS=a + p,TOTFUND + p2$PERM+ jJjFTCLIM + p^NONBIND^SPERM + P5DIFFATR+ pgSIZE 
+ P7NETPPE + PSDEBT 

Variable" Predicted Sign CoefTicient' .cd 

INTERCEPT 

TOTFUND 

SPERM 

FTCLIM 

NONBESfD*$PERM 

DIFFATR 

SIZE 

NETPPE 

DEBT 

Observations 

Adjusted 

1.86 
(2.47)*** 

-0.55 
(-0.51) 

-0.57 
(-1.02) 

0.31 
(1.18) 

0.16'= 

(0.30) 

-0.15 
(-0.60) 

-0.20 
(-2.41)*** 

0.05 
(0.14) 

-0.24 
(-0.56) 

64 

0.22 

values are indicated in parentheses. Huber-White robust standard errors correct for serial correlation 
among multiple-year observations per firm and are robust to heteroskedasticity and serial correlation 
(White, 1980). 

^ The variables are defined as follows: DEBTISS = Debt issuance obtained from the SDC database scaled 
by the end of year level of assets ((SDC database debt issuance) /item #6,.i). TOTFUND = sum of the 
beginning year values of cash and short-term investments scaled by the end of year level of assets (item 
#l/item#6). SPERM = dollar level of permanently reinvested earnings scaled by end of year level of assets 
(SPERM/item #6). FTCLIM= continuous measure of the impact of FTC limitations on the tax benefit of 
interest deduction. A value of zero indicates that foreign tax credit limitations do not have an impact on the 
marginal tax benefit of a domestic interest deduction. A value of one indicates that the marginal tax benefit 
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of a domestic interest deduction is reduced to zero. Otherwise, the ratio of identifiable foreign assets to 
worldwide assets reflects the impact of foreign tax credit limitation on the benefit of a domestic interest 
deduction. This variable is measured with information from the Compustat full, research, and pst files, 
Compustat geographic segment tape, and tax and geographic segment footnotes of the financial statements. 
NONBIND= dummy variable coded 1 if U.S. statutory tax rate minus average foreign tax rate is greater 
than zero. Average foreign tax rate= current foreign taxes divided by foreign pretax income (item 
#64)/(item #273). DIFFATR = difference between foreign and domestic after-tax returns. Foreign after
tax return is computed as foreign earnings after tax divided by identifiable foreign assets (item#273-
item#64)/identifiable foreign assets from geographic segment tape. Domestic after-tax return is computed 
as domestic earnings after tax divided by total assets less identifiable foreign assets (item#272-
item#63)/(item#6-identifiable foreign assets from geographic segment tape). SIZE= natural log of firm 
assets [log(item#6)]. NETPPE=net property, plant and equipment (item #8)/assets (item #6). DEBT=total 
long-term debt (item #9)/total long-term debt + book value of equity (item #9 + item #216). 

"Year and industry dummies (not reported) are insignificant. 

•"The number of observations in the model including the dollar level of permanently reinvested earnings is 
lower than the model which includes a dummy variable indicating whether or not firms permanently 
reinvest earnings. This is because a portion of firms indicating that they permanently reinvest do not 
disclose the dollar amount of foreign earnings designated as permanently reinvested. This model includes 
only those firms that do indicate the specific dollar amount of permanent reinvestment. 

'This variable is insignificant using a one-tailed test. Use of a one-tailed test is appropriate for this variable 
since it is a sign prediction. 

•, **, *** significant at the .10, .05 and .01 level respectively. 
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TABLE IS 
Pooled Time-Series Cross-Sectional Multivariate Regression Results Estimating the Effect of Financial 

Reporting Costs Associated with the Dollar Level of Permanently Reinvested Earnings on the Incremental 
Changes in Long-Term Debf 

Dependent Variable Equals the Change in Long-Term Debt Scaled by Assets 
A LTD=a + PiTOTFUND + P2$PERM+ P3FTCLIM + P4DIFFATR+ pjSIZE + PsNETPPE + P7DEBT 

Variable'' Predicted Sign Coefficient' 

INTERCEPT 
(3.09)*** 

TOTFUND - -0.01 
(-1.63)* 

SPERM + 0.02 
(1.72)** 

FTCLIM - 0.01 
(0.42) 

DIFFATR + 0.04 
(0.51) 

SIZE ? -0.01 
(-1.76)** 

NETPPE ? -0.06 
(-0.71) 

DEBT ? -0.07 
(-3.91)*** 

Observations 373 

0.02 

.cd 

Adjusted R' 

"t-values are indicated in parentheses. Huber-White robust standard errors correct for serial correlation 
among multiple-year observations per firm and are robust to heteroskedasticity and serial correlation 
(White, 1980). 

^ The variables are defined as follows: A LTD = increase in long-term debt scaled by the end of year level 
of assets ((Compustat item #9t—item #9,.i /item #6^). TOTFUND = sum of the beginning year values of 
cash and short-term investments scaled by the end of year level of assets (item #l/item#6). SPERM = 
dollar level of permanently reinvested earnings scaled by end of year level of assets ($PERM/item #6). 
FTCLIM= continuous measure of the impact of FTC limitations on the tax benefit of interest deduction. A 
value of zero indicates that foreign tax credit limitations do not have an impact on the marginal tax benefit 
of a domestic interest deduction. A value of one indicates that the marginal tax benefit of a domestic 
interest deduction is reduced to zero. Otherwise, the ratio of identifiable foreign assets to worldwide assets 
reflects the impact of foreign tax credit limitation on the benefit of a domestic interest deduction. This 



110 

variable is measured with information from the Compustat full, research, and pst files, Compustat 
geographic segment tape, and tax and geographic segment footnotes of the financial statements. 
NONBIND= dummy variable coded 1 if U.S. statutory tax rate minus average foreign tax rate is greater 
than zero. Average foreign tax rate= current foreign taxes divided by foreign pretax income (item 
#64)/(item #273). DIFFATR = difference between foreign and domestic after-tax returns. Foreign after
tax return is computed as foreign earnings after tax divided by identifiable foreign assets (item#273-
item#64)/identifiable foreign assets from geographic segment tape. Domestic after-tax return is computed 
as domestic earnings after tax divided by total assets less identifiable foreign assets (item#272-
item#63)/{item#6-identifiable foreign assets from geographic segment tape). SIZE= natural log of firm 
assets [log(item#6)]. NETPPE=net property, plant and equipment (item #8)/assets (item #6). DEBT=total 
long-term debt (item #9)/total long-term debt + book value of equity (item #9 + item #216). 

*^Year and industry dummies (not reported) are insignificant. 

•*1110 number of observations in the model including the dollar level of permanently reinvested earnings is 
lower than the model which includes a dummy variable indicating whether or not firms permanently 
reinvest earnings. This is because a portion of firms indicating that they permanently reinvest do not 
disclose the dollar amount of foreign earnings designated as permanently reinvested. This model includes 
only those firms that do indicate the specific dollar amount of permanent reinvestment. 

*, **, *** significant at the .10, .05 and .01 level respectively. 
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