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Valuing Deferral

The Effect of Permanently
Reinvested Foreign Earnings
on Stock Prices

Julie H. Collins, John R. M. Hand,
and Douglas A. Shackelford

6.1 Introduction

In this paper we describe the international tax deferral benefits that
firms communicate through their financial statements and investigate the
U.S. capital market’s valuation of these benefits. United States companies
that operate in low—tax rate foreign jurisdictions and reinvest their foreign
earned income abroad can garner large tax savings. If a U.S. MNC faces,
on average, foreign tax rates in excess of the U.S. statutory rate (i.e., the
MNC is in an excess foreign tax credit position), low—tax rate foreign earn-
ings can be selectively repatriated with high-tax foreign earnings and gen-
erate zero repatriation tax liability. If a U.S. multinational faces, on aver-
age, foreign tax rates below the U.S. statutory rate (i.e., the MNC is in an
excess limit position), the imposition of any residual U.S. tax (and of for-
eign withholding taxes) generally is deferred until the low—tax rate foreign
income is repatriated to the United States. The benefit of this residual
U.S. tax (and foreign withholding tax) deferral, however, is recognized in
consolidated financial statement income and retained earnings only if
management represents that the repatriation of the foreign income will be
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postponed indefinitely (Accounting Principles Board [APB] Opinion no.
23, 1972). In such cases, the foreign earnings are designated as perma-
nently reinvested foreign earnings (PRE), and any potential tax expense
associated with repatriation is not recognized.

PRE tax deferral benefits (as a result of the unrecognized, and pre-
viously undisclosed, potential repatriation tax liability) have been recog-
nized in financial statements for almost twenty-five years.! Beginning with
fiscal year 1993, firms also are required to disclose an estimate of the un-
recognized deferred U.S. income and foreign withholding tax liabilities as-
sociated with PRE (an amount denoted as TAX). That is, under SFAS no.
109, U.S. MNCs must in their income tax footnotes provide their undis-
counted estimate of the taxes that would arise if PRE were repatriated, or
else state that it is not practicable to determine such an estimate. The
objectives of this paper are to describe the magnitudes and assess the capi-
tal market’s valuation of disclosed PRE and TAX.

Financial statements are a key vehicle through which management can
choose to inform investors of the firm’s major tax-planning activities.
However, publicly available financial statements may not provide investors
with finely tuned or unambiguous tax-planning signals for at least two
reasons. First, a tension exists between management’s conflicting desires
to provide value-relevant information to investors and to keep competitors
and tax authorities uninformed. Numerous tax directors and professionals
have indicated in private conversations that income tax footnotes required
in public financial statements are often deliberately written to disguise the
firm’s tax-planning strategies. Second, the accounting guidance for re-
flecting international tax deferral savings in financial statement income
is sufficiently open-ended and nebulous as to create an adverse selection
problem. Investors may be unable to distinguish between (1) companies
that designate earnings as PRE because they have substantial tax savings
created by long-term deferral strategies, and (2) companies that designate
earnings as PRE because they wish to report lower income tax expense
and therefore higher financial statement net income.

We examine all publicly traded U.S. companies that disclose PRE in the
income tax footnotes of their fiscal 1993 financial statements. Statement
for Financial Accounting Standard (SFAS) no. 109 mandates that a firm
disclose in its income tax footnote the amount of its PRE if it is material
(i.e., deemed to be substantial enough to affect statement-users’ infer-
ences). We categorize our sample into four tax-liability reporting groups
by what they disclose in the same income tax footnote about the magni-
tudes of TAX, the unrecognized deferred U.S. income and foreign with-
holding tax liabilities associated with PRE. The groups are (1) TAX is

1. Although disclosure was not formally required until 1993 by SFAS no. 109, many firms
disclosed the cumulative amount of PRE (if material) in footnotes in earlier years.
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positive (n = 60); (2) TAX is zero, insignificant, or substantially offset by
foreign tax credits (n = 79); (3) TAX is “not practicable to estimate” (n =
89); and (4) no information is provided about TAX (n = 112).

We find that 340 companies, or 8.9 percent of all companies included in
the National Automated Accounting Retrieval System (NAARS), report
PRE in fiscal 1993. PRE ranges from 0 to $8.1 billion (reported by Exxon).
Median PRE is $40 million, 7.5 percent of the market value of common
equity. Median non-PRE retained earnings (RE) is $90 million, 18.5 per-
cent of the market value of equity. Median proportion of PRE to total
retained earnings is 31 percent.

Of our sample, 18 percent (sixty firms) report a positive unrecognized
deferred tax liability associated with PRE. Presumably, companies with
positive TAX are in excess limit foreign tax credit positions. For those
firms, the median TAX is $13 million and 0.9 percent of the market value
of equity, and the median ratio of TAX to PRE is 23 percent. Consistent
with reporting positive TAX and facing excess foreign tax limits, these
companies appear to have more extensive operations in low-tax foreign
jurisdictions than do the other companies in the sample. Their median
foreign effective tax rate is 28 percent, as compared to their median domes-
tic effective tax rate of 32 percent. Of the four groups, they alone have a
positive mean or median difference between domestic and foreign effective
tax rates.

Our market valuation regressions provide preliminary evidence that the
equity market views managers’ representations of the potential tax liabili-
ties associated with PRE as credible. We find that the market negatively
values the unrecognized deferred tax liability disclosed with PRE. Thus,
while the tax law allows this repatriation tax liability to be deferred, that
liability appears to be capitalized currently in stock prices. These initial
results are consistent with the inability of firms with potentially positive
repatriation taxes to convince investors of the permanence of their tax
savings from investments in low-tax countries. Potentially, this market cap-
italization of repatriation taxes diminishes the attractiveness for firms in
excess limits to invest in and shift income to tax havens. Our results also
are consistent with zero tax capitalization for those firms not reporting a
positive repatriation tax liability associated with PRE. This implies that
these firms credibly signal to the market that they face no repatriation taxes.

6.2 Background

Although the U.S. government taxes U.S. companies on their worldwide
incomes, foreign subsidiaries are not included in the U.S. consolidated tax
return. Active earnings generated by foreign subsidiaries are not taxed in
the United States until cash is repatriated to the U.S. parent. Upon repatri-
ation, foreign source earnings are taxed at the U.S. tax rate (¢,), subject
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to a credit for foreign taxes paid (which is limited to the amount of U.S.
taxes that would have been owed on the income had it been U.S. source).
As a result, a U.S. MNC facing an average foreign tax rate (¢;) less than
t,s delays paying the residual U.S. tax (¢, — f;) until foreign earnings are
repatriated to the United States. On the other hand, when a U.S. MNC
with t. > 1, repatriates foreign earnings, it neither faces a residual U.S.
tax liability nor receives full credit for prior foreign taxes paid.

In contrast to federal tax laws, U.S. accounting standards require com-
panies to file consolidated financial statements in which the total current
earnings of their foreign subsidiaries are recognized, regardless of whether
they have been repatriated to the U.S. parent. In addition, firms must re-
duce current-period foreign earnings by an estimate of the total current
and future foreign and U.S. taxes payable on them.? Consequently, the
income tax expense reported in the income statement includes an esti-
mated charge for future withholding and residual U.S. taxes (after ad-
justing for foreign tax credits) that will arise from the future repatriation
of current earnings of foreign subsidiaries. The charge is not discounted—
that is, it does not reflect the anticipated timing of the estimated future
withholding and residual U.S. taxes.

The first key to our study is that U.S. accounting standards permit one
exception to this comprehensive income tax treatment. If a firm indicates
that its unrepatriated foreign earnings are permanently reinvested abroad,
then no income tax expense for estimated future U.S. and withholding
taxes is required. According to APB no. 23, paragraph 12 (and echoed in
SFAS no. 109, paragraph 31a):

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 indefi-
nitely 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 remit-

2. APB Opinion no. 23, paragraph 10 (1972), indicates that it is generally presumed that
all undistributed earnings of a foreign subsidiary will be transferred to the parent company.
Accordingly, the undistributed current-period earnings of a foreign subsidiary are included
in current-period consolidated accounting income and are accounted for as a timing differ-
ence (i.e., earnings are recognized for accounting and tax purposes at different times). Income
tax expense recognized in the consolidated income statement that is attributable to timing
differences is accrued currently. To quote APB no. 23 directly, “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 undis-
tributed 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 dis-
tributed in the current period and that the parent company received the benefit of all avail-
able tax-planning alternatives and available tax credits and deductions” (paragraph 10).
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Financial statement retained earnings
Digtnestic earnings: Foreign earnings
after U.5. tax I

Repatriated to U.S.; Not repatriated;
after U.S. and foreign taxes after foreign income taxes

after U5, income & before 11.5. Income &
foreign withholding taxes foreign withholding taxes
P

Fig. 6.1 Financial statement retained earnings

Note: A key distinction between U.S. GAAP and U.S. MNC taxation is that GAAP requires
firms to record financial reporting tax expense against current and/or cumulative pretax for-
eign earnings that are not yet repatriated, unless the earnings are deemed to be permanently
reinvested (PRE). However, no U.S. taxes are actually paid until repatriation occurs.

tance of the earnings will be postponed 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.

The results of this accounting guidance are reflected in the partitions of
retained earnings illustrated in figure 6.1. Domestic earnings and repatri-
ated foreign earnings are fully tax-affected. Unrepatriated foreign earnings
are after foreign income taxes, but may be before (i.e., PRE) or after future
repatriation taxes (i.e., foreign withholding and domestic income taxes).?

APB no. 23 anticipates the imprecision in designating foreign earnings
as permanently reinvested by elaborating on the proper accounting treat-
ment for situations in which circumstances change and it becomes appar-
ent that some or all of the undistributed earnings that were previously
considered permanently reinvested now will be remitted in the foreseeable
future. In such cases, companies are instructed to accrue, as an expense of
the current period, income taxes that are attributable to the anticipated
remittance. The reverse accounting treatment is required whenever it be-
comes apparent that unremitted earnings that previously were not classi-
fied as currently reinvested (i.e., estimated taxes were provided) now will

3. An employee of a large U.S. MNC privately indicated to us that “postponed indefi-
nitely” is interpreted by his/her company as “will not be remitted in the foreseeable future,”
where foreseeable future is defined as one year or less. This individual also indicated that a
U.S. MNC anticipating repatriation of foreign earnings at little to no tax cost may designate
such earnings as permanently reinvested to inform investors of a potential future tax liability
that currently is estimated as zero.
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not be remitted in the foreseeable future. Here companies must reduce
their current tax expense by undoing some of the prior accrual.

The imprecision in classifying foreign earnings as PRE, combined with
the potentially large effects on net income arising from changes in classifi-
cation, may create an adverse selection problem for investors. Investors
may be unable to distinguish between (1) companies that designate earn-
ings as PRE because they have substantial tax savings created by long-
term deferral of their residual U.S. and foreign withholding taxes, and
(2) companies that designate earnings as PRE because they wish to report
lower income tax expense and therefore higher financial statement net in-
come. This is because managers may manipulate current net income up
or down by whether they classify unremitted current- and/or prior-period
foreign earnings as PRE. For example, if a company earns $100 abroad
and pays $20 in foreign taxes, it can increase its current net income by $15
($100 X 35% — $20) if it represents that the remittance to the United
States of the cash created by the foreign earnings is indefinitely postponed.
Alternatively, it could decrease current net income by $15 by representing
that $100 of prior-period PRE, on which it had paid $20 in foreign taxes,
is now likely to be remitted in the future.

SFAS no. 109, effective for fiscal years beginning after 15 December
1992, is the most recent guidance regarding accounting for income taxes.
Despite the imprecision in classifying foreign earnings as PRE, SFAS no.
109 justifies retaining the exception to comprehensive recognition of de-
ferred taxes for undistributed earnings of foreign subsidiaries that will be
invested indefinitely because of the complexities involved in determining
the size of the potential deferred tax liability. However, paragraph 44c of
SFAS no. 109 adds a new disclosure requirement that is the second key to
our study. Firms with material amounts of PRE are required to disclose
an estimate of the amount of TAX associated with their PRE or state that
it is not practicable to estimate it.

Firms’ disclosures under this new requirement fall into one of the four
tax-liability reporting groups outlined in the introduction:

1. TAX is positive.

2. TAX is zero, insignificant, or substantially offset by foreign tax
credits.

3. TAX is “not practicable to estimate.”

4. No information is provided about TAX.

Table 6.1 provides an example of the kind of disclosure shown by each
group using actual excerpts from fiscal year 1993 income tax footnotes of
our sample companies. In the tests described in section 6.3, we assign the
value of zero to our measure of the deferred tax liability for every group,
except the first.
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Table 6.1 Examples from 1993 Income Tax Footnotes

Company TAX

Footnote Description

Monsanto Positive

Exxon Zero, insignificant,
or substantially
offset by foreign
tax credits

Deere & Co. Not practicable to
estimate

H. J. Heinz & Co. No information
provided

Income and remittance taxes have not been recorded

on $500 million in undistributed earnings of
subsidiaries, either because any taxes on dividends
would be offset substantially by foreign tax credits
or because Monsanto intends to reinvest those
earnings indefinitely. The estimated U.S. income tax
if such earnings were paid as dividends would be
$82 million.

The corporation had $8.1 billion of indefinitely

reinvested, undistributed earnings from subsidiary
companies outside the United States. Unrecognized
deferred taxes on remittance of these funds are not
expected to be material.

As of 31 October 1993 accumulated earnings in

certain overseas subsidiaries and affiliates totaled
$361 million, for which no provision for U.S. income
taxes or foreign withholding taxes had been made
because it is expected that such earnings will be
reinvested overseas indefinitely. Determination of
the amount of unrecognized deferred tax liability on
these unremitted earnings is not practicable.

Undistributed earnings of foreign subsidiaries

considered to be reinvested permanently amounted
to $1.14 billion as of 27 April 1994.

6.3 Methodology

We describe the characteristics of the firms in 1993 that report PRE in
aggregate and by the type of associated TAX each reports. In addition, we
use market valuation tests to determine the value relevance of PRE and
TAX. We estimate the following regression for all sample firms:

(1) PRICE, = B, + BDNI, + B,FNI + B.CS,

+ B,RE, + B,PRE, + B, TAX, + ¢,

where on a per-share basis,

PRICE = market price of common equity at the end of fiscal 1993,

DNI = after-tax financial statement domestic income for fiscal 1993,
FNI = after-tax financial statement foreign income for fiscal 1993,
CS = total common equity less total retained earnings at the end of

fiscal 1993,

RE = total retained earnings less PRE at the end of fiscal 1993,
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PRE = permanently reinvested foreign earnings at the end of fiscal
1993, and
TAX = unrecognized deferred tax liability associated with PRE at the

end of fiscal 1993 if positive (otherwise zero).

We scale dollar amounts by the number of common shares outstanding
at the end of fiscal 1993 in order to mitigate the effects of heteroskedastic-
ity that are present in the unscaled data. Our model relies on a standard
valuation model in which price is regressed on net book value and net
income (e.g., Ohlson 1995; Barth, Beaver, and Landsman 1998; Francis
and Schipper 1999; Collins, Maydew, and Weiss 1997). This valuation ap-
proach, which relies exclusively on accounting numbers, is isomorphic to
a discounted dividend model under two assumptions (Ohlson 1995). The
first assumption is that there is “clean surplus” between balance sheet
numbers at the beginning and end of a period and net income and divi-
dends over that period. This essentially means that retained earnings at
the end of the period equals retained earnings at the beginning of the
period plus net income earned over the period less dividends declared dur-
ing the period. This clean-surplus assumption permits dividends to be ex-
pressed in terms of accounting numbers. It also implies that price equals
book value plus the discounted sum of future abnormal earnings. The sec-
ond assumption is that future abnormal earnings follow a first-order auto-
regressive process. This implies that the discounted sum of future abnor-
mal earnings can be expressed as a multiple of current net income.*

For our purposes, we decompose net book value into the CS, RE, and
PRE components and include the unrecognized tax liability, TAX, to ex-
amine separately the market valuations of PRE (alone and relative to RE)
and TAX. If the market perceives firms’ disclosures regarding the TAX
associated with PRE as credible and capitalizes this tax liability into cur-
rent prices, then we expect the TAX coefficient will be negative. If the
market does not perceive the tax liability signal as credible or does not
capitalize the expense into current prices, then we expect the TAX coeffi-
cient will not differ from zero. Thus, our tests regarding the TAX coeffi-
cient are analogous to prior accounting studies investigating the market
valuation of disclosed, but unrecognized, nontax liabilities (e.g., Lands-
man 1986 and Barth 1991 examining unrecorded pension liabilities). In
addition, our tests are analogous to prior economics and accounting stud-
ies investigating the capitalization of unrecorded future investor tax liabili-
ties into stock prices (e.g., Harris and Kemsley 1999; Harris, Hubbard,
and Kemsley 2000), although we examine an unrecorded future tax liabil-

4. Models such as the one we express in equation (1) have sparked a resurgence of interest
in “levels-based” valuation research in accounting. See Harris and Kemsley (1999) and Har-
ris, Hubbard, and Kemsley (2000) for recent applications of this type of valuation model to
address capitalization of shareholder taxes.
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ity assessed at the parent-corporation level rather than the external-
investor level.

We decompose after-tax net income into its domestic and foreign com-
ponents to control, at least partially, for possible valuation differences due
to the extent of a company’s foreign operations. Collins, Kemsley, and
Lang (1998) report that foreign earnings are valued differently, and gener-
ally at a higher level, than domestic earnings for their sample of manufac-
turing companies. In addition, Bodnar and Weintrop (1997) provide some
evidence that greater opportunities for growth in foreign operations contri-
butes to higher foreign than domestic earnings valuation.

6.4 Sample and Descriptive Statistics

We constructed our data set through a keyword search of the NAARS
database, which contains the full-text annual reports of approximately
3,800 publicly traded companies.® We searched the file for fiscal 1993, the
most recent year in which full data are available and the first year all firms
were required to disclose PRE and TAX under SFAS no. 109. Fiscal 1993
encompasses fiscal year ends between 1 July 1993 and 30 June 1994. Our
keyword search yielded 576 potential matches. Of these, 350 related to
permanently reinvested foreign earnings, and the amount of PRE was
specified.® A further ten companies were excluded because either the num-
ber of shares or their price per share was reported on Compustat as zero
or negative, or their retained earnings or financial statement net income
was zero. The final sample consists of 340 publicly traded U.S. MNCs that
reported a positive amount of PRE at the end of fiscal 1993.

Our sample is listed by two-digit Standard Industrial Code (SIC) and
tax-liability reporting group in appendix A. Of the sample, some 292 (86
percent) are in the manufacturing industry (one-digit SIC = 2 or 3). This
is consistent with prior research demonstrating that the manufacturing in-
dustry comprises the vast majority of U.S. companies with significant for-
eign operations (Collins, Kemsley, and Lang 1998). The largest number of
sample companies (57, or 17 percent) are in the nonelectrical machinery
industry (SIC = 35). There are 46 companies (14 percent) in the chemicals
industry (SIC = 28), and 34 companies (10 percent) in the electrical ma-
chinery industry (SIC = 36). A casual review detects no relation between
industries and tax-liability reporting groups.

5. Our key-word search terms were “undistributed w/l earnings,” or “permanently w/l
earnings,” or “indefinitely w/1 reinvest!,” or “permanently w/1 reinvest!,” or “unremitted w/1
earnings,” or “retained earnings subsidiaries outside,” or “remit! w/15 ((foreign sub!) or (non-
US sub!) or international).”

6. Potential matches were not included in the final sample for the following reasons: (1)
the match was unrelated to foreign earnings, (2) the firm was not a U.S. multinational, (3)
no Center for Research in Security Prices IPERM was found for the firm, and (4) PRE
was zero.
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Panels A and B of table 6.2 report descriptive statistics for the full
sample. In panel A, we highlight the median statistic because many of the
underlying variables are highly skewed. Total assets of our sample firms
range from $24 million to $185 billion, having a median of $767 million.
Revenues range from $15 million to $98 billion, with a median of $887
million. The range of the market value of common equity is $7 million to
$78 billion, with a median of $768 million. Median after-tax domestic and
foreign financial statement net incomes are $10 million and $3 million,
respectively. The median PRE is $40 million, and the median proportion
of PRE to total retained earnings is 31 percent. Descriptive statistics for
the less skewed per-share variables used in our regression analysis also are
shown in panel B. The mean common stock price per share (PRICE) is
$29.24, while mean PRE and RE per share are $2.66 and $6.28, respec-
tively.

Panel A of table 6.3 provides descriptive statistics by tax-liability re-
porting groups. Companies that disclose no TAX information tend to be
smaller than companies in the other three groups.” Median assets are
$1,230 million (TAX > 0 group), $863 million (TAX = 0 group), $1,002
million (Not Practicable to Estimate group), and $370 (No TAX Informa-
tion group), respectively. Similar patterns exist for revenues and the market
value of equity. In terms of income, the TAX > 0 and Not Practicable
groups both have median after-tax domestic income of $22 million. How-
ever, the TAX > 0 group has a median after-tax foreign income of $11
million, while that of the Not Practicable group is only $3 million. Median
after-tax domestic and foreign income for the TAX = 0 group and the No
TAX Information group are $9 million and $2 million, and $4 million and
$1 million, respectively. Median PRE is $57 million (TAX > 0), $58 mil-
lion (TAX = 0), $54 million (Not Practicable), and $29 million (No TAX
Information). The mean (median) estimated deferred tax liability (TAX)
associated with PRE reported by the TAX > 0 group is $55 million ($13
million). For the firms reporting positive deferred repatriation taxes, the
mean (median) of TAX as a percentage of PRE is 0.23 (0.23).

Descriptive statistics for the regression variables are shown by tax-
liability reporting group in panel B of table 6.3. The means of PRICE are
$34 (TAX > 0), $28 (TAX = 0), $31 (Not Practicable), and $25 (No TAX
Information). The means of PRE are $2.66, $2.67, $2.99, and $2.38, re-
spectively.

We also computed the difference in domestic and foreign effective tax
rates for those firms in each group that reported (1) zero or positive domestic
and foreign tax expense and (2) positive domestic and foreign before-tax
income. Effective tax rates greater than 1 were truncated to 1. On average,

7. Inferences are unaltered if we exclude firms that provide no TAX information from
our tests.
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Table 6.4 Pearson and Spearman Correlation Coefficients

PRICE DNI FNI CS RE PRE TAX
PRICE 0.41 0.31 —0.15 0.61 0.39 0.06
DNI 0.46 0.21 —-0.15 0.29 —-0.03 —0.02
FNI 0.35 0.26 —0.09 0.12 0.30 0.11
CS =0.11 -0.15 -0.12 -0.47 —-0.11 —0.09
RE 0.59 0.49 0.17 —0.45 0.28 0.09
PRE 0.36 0.03 0.31 —-0.09 0.24 0.32
TAX 0.15 0.06 0.11 —0.01 0.07 0.06

Note: Pearson (Spearman) correlations of variables used in the cross-sectional valuation regressions are
above (below) the diagonal. Correlations are for the full sample of 340 publicly traded U.S. MNCs that
reported a positive amount of PRE in fiscal 1993. PRICE is the market price of common equity at the
end of fiscal 1993. DNI is after-tax financial statement domestic income for fiscal 1993. FNI is after-
tax financial statement foreign income for fiscal 1993. CS is total common equity less total retained
earnings at the end of fiscal 1993. RE is total retained earnings less PRE at the end of fiscal 1993. PRE
is permanently reinvested foreign earnings at the end of fiscal 1993. TAX is the unrecognized deferred
tax liability associated with PRE at the end of fiscal 1993. A value of zero is assigned to companies not
reporting a positive TAX. All variables are scaled by common shares outstanding at the end of fiscal
1993. Correlations in excess of 0.11 (0.15) in absolute magnitude are significant at a = 0.05 (0.01).

the domestic effective tax rate exceeds the foreign effective tax rate only for
companies reporting positive repatriation taxes. The mean domestic effec-
tive tax rate and foreign effective tax rate differences are 6.5 percent (TAX
> 0), —18.6 percent (TAX = 0), —14.7 percent (Not Practicable), and
—5.5 percent (No TAX Information). The correlation between the differ-
ence in domestic and foreign effective tax rates and TAX/PRE, where TAX
equals zero for all companies other than TAX > 0, is 0.28 (p < 0.001).
These results are consistent with the TAX > 0 companies’ being in excess
limit and provide some support for prior studies’ use of foreign effective
tax rates to approximate repatriation tax liabilities and foreign tax credit
positions (e.g., Hines 1996; Collins, Kemsley, and Lang 1998).

Pearson and Spearman correlations between the regression variables are
provided in table 6.4. The Pearson (Spearman) correlations between DNI
and PRICE and between FNI and PRICE are 0.41 (0.46) and 0.31 (0.35),
respectively. The Pearson (Spearman) correlations between RE and
PRICE and between PRE and PRICE are 0.61 (0.59) and 0.39 (0.36),
respectively. The Pearson (Spearman) correlations between DNI and FNI
and between RE and PRE are 0.21 (0.26) and 0.28 (0.24), respectively.

6.5 Results

The results of estimating equation (1) are shown in column (1) of table
6.5.8 The TAX coeflicient is —3.19 (z-statistic = —1.75), which is margin-

8. Diagnostic tests indicate that the results reported in table 6.5 are unaffected by outliers,
and the null hypothesis of correct model specification under White’s (1980) test is never
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Table 6.5 Regression Coefficient Estimates
Not Practicable No TAX
Full Sample TAX >0 TAX =0 to Estimate Information
Variable (09 2 3) 4 5)
N 340 60 79 89 112
Intercept 13.28 26.52 13.95 9.58 10.47
(9.81) (6.35) (4.75) (3.69) (4.88)
DNI 2.68 1.93 1.92 4.54 1.79
(6.36) (1.60) (2.25) (5.92) (2.28)
FNI 3.25 3.25 2.16 5.35 3.99
(3.63) (1.46) (1.31) (2.45) (2.28)
CS 0.59 -0.17 0.48 0.68 0.79
(4.20) (—0.43) (1.44) (3.00) 3.17)
RE 1.06 0.81 0.99 1.10 1.14
(12.02) (3.33) (4.47) (5.14) 9.52)
PRE 1.80 —0.23 2.31 1.52 1.80
(5.78) (—0.29) (3.64) 2.71) (3.33)
TAX -3.19
(=1.75)
Adjusted R? 0.54 0.35 0.49 0.63 0.59

Note: Table gives cross-sectional OLS (ordinary least squares) valuation regressions of stock price per
share on disaggregations of the book value of common equity and financial statement net income. The
full sample is the 340 publicly traded U.S. MNCs that reported a positive amount of PRE in fiscal 1993.
Subsets are based on disclosures in income tax footnotes about TAX (the unrecognized deferred U.S.
income and foreign withholding tax liabilities associated with PRE). Regression model: PRICE, = B,
+ B,DNI, + B,FNI, + B,CS, + B,RE, + B,PRE, + B,TAX, + €. PRICE is the market price of common
equity at the end of fiscal 1993. DNI is after-tax financial statement domestic income for fiscal 1993.
FNI is after-tax financial statement foreign income for fiscal 1993. CS is total common equity less total
retained earnings at the end of fiscal 1993. RE is total retained earnings less PRE at the end of fiscal
1993. PRE is permanently reinvested foreign earnings at the end of fiscal 1993. TAX is the unrecognized
deferred tax liability associated with PRE at the end of fiscal 1993. A value of zero is assigned to
companies not reporting a positive TAX. All variables are scaled by common shares outstanding at the
end of fiscal 1993.

ally significant (p < 0.05) using a one-tailed test. These results provide
weak evidence consistent with the market capitalizing the deferred repatri-
ation tax liability into current stock prices. The PRE coefficient is 1.80 and
greater than the RE coefficient of 1.06 at the 0.05 level.” However, the

rejected at conventional levels. The regression coefficient estimates are unaltered materially
if dummy variables depicting one-digit SIC codes are added to the regression; however, the
t-statistic for TAX is reduced to —1.39. If the intercept is scaled by common shares outstand-
ing, inferences are unaltered; however, the PRE coefficient increases to 3.24. No other co-
efficients change materially.

9. If higher levels of PRE signal greater foreign investment and future foreign earnings,
then this finding is consistent with prior evidence of higher foreign (relative to domestic)
earnings valuation (e.g., Bodnar and Weintrop, 1997; Collins, Kemsley, and Lang 1998).
However, we are unable to discern to what extent, if any, RE represents repatriated foreign
earnings or unrepatriated foreign earnings (which have not been, but could be, designated
as PRE in the future) and the effect, if any, of such amounts on the relative magnitudes of



Valuing Deferral 157

foreign earnings multiple of 3.25 is not significantly greater than the do-
mestic earnings multiple of 2.68.!1°

A TAX coefficient of —3.19 implies that each dollar (per share) of re-
ported unrecognized deferred tax liability reduces the per-share price by
$3.19. This seems large on face value. However, TAX represents the unrec-
ognized deferred tax liability associated with both current and prior for-
eign earnings that are designated as PRE, and thus is expected to reflect
some combination of the earnings multiples reflected in the PRE and FNI
coefficients. Thus, we compare the absolute value of the estimated TAX
coefficient to both the PRE and FNI coefficients. Our tests reveal that the
absolute value of the TAX coefficient is not significantly different from
either the PRE or the FNI coefficients. The magnitude of the negative
value that the market assigns per dollar of TAX is not significantly differ-
ent from the magnitude of the positive value the market assigns per dollar
of PRE or FNI. Thus, it appears that the market capitalizes TAX using
earnings multiples similar to those applied to PRE and FNI.

The results of estimating equation (1) separately for each tax-liability
reporting group also are shown in table 6.5, columns (2-5). The TAX > 0
firms’ PRE coefficient in column (2) is —0.23 (¢-statistic = —0.29). This
PRE coefficient is significantly less than each of the other groups’ PRE co-
efficients.!!

The PRE coefficient for the TAX = 0 group is 2.31 (z-statistic = 3.64),
for the Not Practicable group is 1.52 (¢-statistic = 2.71), and for the No
TAX Information group is 1.80 (z-statistic = 3.33). These coefficients are
not significantly different from one another. For these three groups, which
do not report a positive deferred tax liability, the market consistently val-
ues a dollar of PRE from 1.5 to 2 times more than a dollar of other fully

the PRE and RE coeflicients. Nevertheless, we also explore the effect of PRE on parent-
company dividend distributions to external shareholders by regressing dividends per share
on the independent variables in equation (1). The coefficients (z-statistics) are as follows:
Intercept 0.14 (2.92), DNI 0.08 (5.05), FNI 0.00 (0.08), CS —0.00 (—0.92), RE 0.03 (8.43),
PRE 0.08 (6.95), TAX —0.12 (—1.83). To the extent that RE represents domestic retained
earnings, the larger coefficient on PRE relative to RE is consistent with Hines’s (1996) finding
of parent company’s dividend payout rates being three times higher for foreign profits than
for domestic profits. The DNI and FNI coefficients, however, are inconsistent with higher
foreign profit dividend payout rates.

10. We also estimate equation (1) combining PRE and TAX into a single independent
variable, PRE-TAX. The PRE-TAX coefficient is 1.78 (¢-statistic = 5.73). All other coeffi-
cients remain essentially the same as those in column (1) of table 6.5.

11. When TAX is added to the regression shown in column (2), the PRE coefficient is 3.01
(¢-statistic = 1.60) and the TAX coefficient is —11.09 (¢-statistic = —1.89). The remaining
coefficients do not differ materially from those shown in column (2). The TAX coefficient of
—11.09 is larger relative to the PRE and FNI coefficients than we would expect. We attribute
some of the unusual magnitude simply to measurement error. In addition, it may be that the
reporting of an estimated deferred tax liability other than zero causes investors to react as if
the “true” liability is potentially larger.
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tax-affected retained earnings. However, the difference between the PRE
and RE coefficients is not statistically significant in any of the groups. The
similarity across PRE coefficients for the firms not reporting a positive tax
liability suggests that the market infers a zero repatriation tax liability for
firms in all three groups. Consistent with the full sample estimates, the
foreign earnings multiple is not significantly different from the domestic
earnings multiple in any of the four tax-liability reporting groups.

6.6 Conclusion

This study provides initial evidence consistent with the current capital-
ization into stock prices of the unrecognized deferred tax liability associ-
ated with unrepatriated foreign earnings generated in low-tax jurisdictions.
Such evidence implies that firms in excess limit positions receive little to
no market reward for deferring material repatriation tax liabilities. Many
tax directors and advisors have indicated in private conversations that pub-
licly traded companies focus primarily on tax planning strategies that en-
hance stock prices. Thus, our results imply that the incentive for excess
limit companies to structure complex tax planning schemes involving ei-
ther tax havens or shifting income from the United States to low-tax for-
eign jurisdictions is potentially diminished. These results are consistent
with Collins, Kemsley, and Lang’s (1998) failure to detect shifting of in-
come from the United States to low-tax foreign jurisdictions by U.S.
MNC:s in excess limit positions.

Besides documenting a potential disincentive for excess limit firms to
reinvest in low-tax jurisdictions, the findings may provide preliminary in-
put to the long-standing debates in the public finance literature regarding
the capitalization of shareholder taxes. The negative coefficient on TAX is
consistent with the market’s anticipation of eventual remittance of unrec-
ognized deferred repatriation taxes and capitalization of these costs into
current stock prices. This result is also consistent with Hartman (1985),
who indicates that timing is irrelevant for repatriations that generate a tax
liability of $1 today and a tax liability of $1(1 + r)” at time n. The results
are also consistent with zero tax capitalization for firms anticipating no
material future repatriation tax liabilities (all groups, except TAX > 0). In
other words, share prices reflect cross-sectional variation in repatriation
marginal tax rates as captured by the measures of TAX. The market ap-
pears to interpret that firms other than TAX > 0 are able to extract their
foreign affiliate profits through non-costly dividends or some other tax-
planning device, and that firms reporting TAX > 0 have exhausted their
options to extract foreign profits without incurring tax cost and thus must
use costly dividend payments to transfer profits to the United States.

An important distinction between this study and other recent findings
of tax capitalization (e.g., Harris, Hubbard, and Kemsley 2000; Auerbach
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and Hassett 1997) is that this study investigates future intrafirm transfers
(i.e., from subsidiary to parent, rather than from parent to external share-
holders). Because this study evaluates future transfers involving a single
shareholder transferee (the parent), we are able to incorporate more pre-
cise measures of future dividend taxes into our tests than are studies exam-
ining tax capitalization of external shareholder taxes.

Finally, future studies should consider the robustness of these prelimi-
nary findings by, for example, examining years subsequent to 1993 and/or
employing event studies to evaluate the share-price response around the
public announcement of PRE and TAX. Event studies could provide more
powerful tests of the valuations of PRE and TAX and the capitalization
of TAX in share prices. Unfortunately, the release of PRE and TAX in the
annual 10-K filing coincides with the disclosure of voluminous informa-
tion. As a result, structuring expectations models for PRE and TAX and
isolating their respective price effects will be challenging.
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Comment Kevin Hassett

In “Valuing Deferral: The Effect of Permanently Reinvested Foreign Earn-
ings on Stock Prices,” Professors Collins, Hand, and Shackelford have
made a very important positive contribution to both the accounting and
economics literatures. Their careful description of the accounting rules
concerning both permanently reinvested earnings (PRE) and the concomi-
tant taxes avoided provides researchers with valuable new insights into the
behavior of firms. Those who teach graduate public finance will be remiss
if they do not immediately add this paper to their reading lists, as the new
ground broken provides ample opportunity for future research.

Kevin Hassett is a resident scholar at the American Enterprise Institute.
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Although the new facts presented in this paper are an important first
step, the empirical analysis falls a bit short for two reasons. First, valuation
models of the type estimated are really reduced-form regressions that are
virtually impossible to interpret; thus, the evidence concerning the relative
importance of the new variables is difficult to interpret as well. Second, by
keeping the focus that they have, the authors have fallen just short of pro-
viding priceless new evidence concerning one of the most important unre-
solved issues in the economics of the firm. The paper that the authors did
not write (at least not yet) may be an even more important contribution. I
will address each of these points in turn.

What Does Their Reported Regression Mean?

About the only thing that we learn from the regressions reported is that
the PRE distinction is not simply a meaningless ploy—it does seem to
have some effect on value. It would be wrong to conclude more than that,
however, because it is essentially impossible to interpret the coefficients in
table 6.5.

In an important theoretical paper, Ohlson (1995) provides justification
for regressing the market value of the firm on net book value and net
income. While this approach has been widely adopted in the accounting
literature, I believe it is of little value because it does not provide coeffi-
cients that have any meaning when applied to actual data.

It is hard to figure what the book value measures are capturing, because
economic and accounting depreciation are so different, and more impor-
tantly, because the units are all messed up. The market value measure is
in current dollars, but the book value variables are in mish-mash dollars,
depending on the timing of the relevant earnings and transactions. Be-
cause each firm has its own timing, each firm has its own flavor of mish-
mash, and identifying things off the cross-sectional variation in mish-mash
seems overly optimistic.

Ignoring that problem, the net income measures are meant to capture
the present value of profits. If they do, their coefficients should be some-
thing like 1/(r — g), where r is the firm-specific discount rate and g is the
firm-specific profit growth rate. Because these coefficients must vary both
within firms and across firms for different source income depending on
potentially country-specific ’s and g’s, it is hard to interpret what we learn
from pooled regressions. The more likely case, however, is that the relation-
ship between these earnings and future outcomes is nonlinear in an un-
known fashion, and that any other current variable included in the regres-
sion may matter in a linear equation simply because it helps approximate
the firm’s discount rate or future earnings better than do current earnings
all by their lonesome selves. These forces are clearly important in this con-
text, because the flow variable coefficients are only a little larger than the
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coefficients on stocks, when a sensible back-of-the-envelope expectation
might be that the coefficient are ten times as large. Moreover, the difficulty
of interpreting these reduced-form regressions is apparent in the dividend
regression presented in n. 9. Because PRE is a signal that money is not
coming home, higher PRE should lower current dividends. Since the re-
gression shows the opposite, however, one can only conclude that there
is much more going on, and that PRE signals something not elsewhere
controlled for.

Aside from the problem of mixing stocks and flows, the timing of the
variables in these regressions is also unusual, to say the least. As the dis-
cussion of the theory makes clear, announcements are the events that pro-
vide the useful distinguishing characteristics. Because the left-hand side
variable is the end-of-year market price, and the right-hand side variables
are the accounting things for that year, we have the peculiar case that the
information in the explanatory variables postdates the information in the
dependent variable, because the accounting information is released a num-
ber of months after the end of the year.

How Does the Evidence Provided Relate to
Different Views of Dividend Taxation?

The authors mention some implications of their results regarding the
new and old views in their conclusion. This section fleshes this out a little
more, and discusses how the work might be extended to provide poten-
tially priceless new information concerning the effects of dividend tax-
ation.

A Quick Review of the New and Old Views

The alternative views of the impact of dividend taxation on the firm
relate to different assumptions concerning the sources and uses of funds.!
According to the “old view,” firms use equity issues to finance investment
and distribute a fixed fraction of the proceeds as dividends. Under this
view, an extra dollar of retained earnings is worth $1 to the shareholder
because it substitutes for marginal equity funds obtained through a new
share issue. That is, according to the old view, ¢ is always equal to 1.

It is instructive to stop for a minute and think about the equilibrating
mechanisms that keep ¢ at 1 under the old view. Suppose the dividend tax
rate were lowered. Shouldn’t the value of the firm go up? No—according
to the old view, ¢ is always 1, and does not depend on dividend taxes. In
response to lower dividend taxes—which might initially drive up the value
of its shares—the firm issues new shares and spends the proceeds on new
capital, driving down the marginal earnings flow from capital until lower

1. These issues were first treated by King (1977), Auerbach (1979), and Bradford (1981).
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earnings have exactly offset the benefits of the dividend tax decrease. Divi-
dend taxes do not change value because they do change investment.

Under the new view, retained earnings provide the marginal equity
funds, so the opportunity cost to the shareholder of new investment is
reduced by the dividend taxes foregone, net of the increased tax burden
on the capital gains induced by the accrual; ¢ is equal to (1 — 0)/(1 — ¢),
where 6 is the dividend tax rate and c is the accrual equivalent capital
gains tax rate. Thus the market value of the firm will respond to changes
in dividend taxes. On the other hand, the decision to invest, which at the
margin is equivalent to the decision to pay a dividend now as opposed to
paying it at some point in the future, is unaffected by the dividend tax,
because the same present value of dividend taxes will be paid regardless
of the timing of the payment. So long as the tax rates do not change over
time, dividend taxes are capitalized into the value of the firm, but do not
affect investment.

Thus, under the new view, there is no equivalent equilibrating mecha-
nism that responds when the dividend tax changes. The market value of
the firm changes when dividend taxes change precisely because investment
does not.

What Is the Existing Empirical Evidence Concerning the Two Views?

Casual observation suggests that the old view has been adopted by most
researchers as a strong prior, perhaps because the new view at times has
counterintuitive implications. Although the latest evidence provides some
support for the new view, the jury clearly is still out. One of the key differ-
ences between the two theories that has been exploited by empirical re-
searchers has been between the theories’ predictions concerning the im-
pact of dividend taxation on investment. Poterba and Summers (1985)
provide evidence supportive of the old view. One problem with this test,
however, is that it depends on empirical investment equations that have
very poor properties, making the power of such tests questionable. Recent
papers more supportive of the new view include Harris, Hubbard, and
Kemsley (1997) and Auerbach and Hassett (1997).

In the international tax arena, Hartman (1985) restated the new-view
hypothesis as requiring that repatriation taxes do not affect the timing of
repatriations. Altshuler, Newlon, and Randolph (1995) provide evidence
supportive of the Hartman hypothesis.

How Do These Views Inform Our Thinking about PRE and TAX?

The authors have presented us with two new variables to think about:
PRE, which is the proportion of cumulative foreign earnings that is de-
scribed as permanently reinvested abroad, and TAX, which is the com-
pany’s estimate of how much tax it would pay if the money were repatri-
ated immediately.
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How should the market value of the firm respond to PRE and TAX
announcements? It depends crucially on which view holds. Under the new
view, an announcement of higher PRE is equivalent to an announcement
that dividends will be lowered today to finance new investment. Absent
any signaling effects, this is only a dividend-timing announcement, and
should have no effect on market value. In an event study that focuses on
changes, the coefficient on TAX should be zero as well, because the tax
information should already be impounded in price. In regressions such as
those reported in the paper, TAX should be fully capitalized into the value
of the firm, so it should have a coefficient of —1 in a cross-sectional re-
gression.

Under the old view, the effect depends on whether we think old-view
adjustments occur instantaneously or that they take some time. If they
occur instantaneously, then ¢ is always 1, and none of these variables will
have an effect.? Running through the equilibrating mechanism, however,
and allowing for some delayed adjustment, gives a different story. An an-
nouncement that PRE will be higher is the same as an old-view firm’s
declaring that it will lower its dividend payout rate. When this happens,
the shareholder is made better off if dividend taxes are higher than capital
gains taxes. In this case, a lower payout rate has an effect analogous to
that of a lower dividend tax rate: ¢ increases above 1; firms issue shares
and invest and drive it back to 1. So, allowing for adjustment costs (or
some other impediment to instant adjustment), the old view would predict
that an announcement of higher PRE would correspond to an increase in
market value. TAX is a measure of how much the firm is saving sharehold-
ers by its new policy, so the TAX variable should be positively correlated
with value.

Thus, the two views provide opposing predictions, and a well-designed
test could shed significant light on which view is more relevant to U.S.
MNCs. The theory makes it clear that the differential effect of the PRE
and TAX variables should be strongest when firms make announcements
of changes to these variables. In the future, the authors should attempt to
identify the dates of these announcements, and should perform a simple
event-study description of market value changes surrounding these an-
nouncements. This test will likely be biased against the new view because
plausible signaling stories may explain announcement effects that look like
old-view responses. The bias should affect PRE more than TAX, however,
and a clear look at the TAX coefficients controlling for PRE could be the
most powerful test performed to date.

2. This might seem to be an extreme view, but Fischer Black, while discussing an invest-
ment paper I presented at a conference once, stated that he had no idea why anyone would
want to run g-regressions because ¢ is always 1, and any variation in ¢ was clearly the result
of incompetent measurement on the part of the researcher.
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Conclusion

While I question the value of the regressions presented in table 6.5, there
is no question that this paper provides a very important contribution to
the literature. In addition to providing an interesting perspective on the
accounting practices of firms, the authors have provided invaluable new
information that can likely be used in the future to shed light on one of
the more important unresolved issues in empirical public finance.
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