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Abstract

Recent literature documents that lower levels afkbimx conformity (BTC) are associated with
less book reporting aggressiveness but greaterdparting aggressiveness. In this study, we
investigate whether applying a controlling regutgtapproach aimed at restraining the incentives
of firms to avoid paying taxes can complement tiisting approach of retaining a low level of
BTC. Specifically, we test whether increasing taeel of tax enforcement can potentially offset
the primary cost of reducing BTC—increased tax répg aggressivenessihe lIsraeli case
provides an ideal opportunity for a thorough exaatiom ofthis issue, given that after the adoption
of IFRS, Israel underwent a transition from a matketevel of BTC to an extreme nonconformity
position. Furthermore, in concomitance with thengein BTC, the level of tax enforcement in
Israel increasedWe find that after the decrease in BTC and the aomi@nt increase in tax
enforcement, tax avoidance declined significaritlyaddition, the evidence shows that book and
tax reporting aggressiveness were not relatedarmpth-IFRS period, during which time there was
a moderate level of BTC, or in the post-IFRS pendaen BTC was significantly loweOur
results suggest that one of the primary allegedscos reducing BTC—more aggressive tax
reporting—may be avoided. Moreover, the resultgesagthat the two types of manipulations need
to be addressed separately. Rather than onerswigiatory approach (such as book-tax alignment)
to deal with two different types of reporting mauigttions, a combination of trust and control is
shown to be effective.
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1. Introduction

Research on the relationship between the qualitiaofreporting and the level of conformity
between the tax and the accounting rules showgdhaeporting is more aggressive when the level
of book-tax conformity (henceforth, BTC) is lowes.q., Atwoodet al, 2012; Charet al, 2010).
Under a low level of BTC, the tax rules divergendigantly from the accounting rules, allowing
managers to plan complicated tax avoidance ad@svitvith little effect on book earnings. In
contrast to the findings on tax reporting, the nédéerature examining the relationship between
the quality ofbookreporting and the level of BTC indicates that lovexels of BTC are associated
with higher, not lower, quality book earnings (g Atwood et al, 2010; Blaylocket al, 2012;
Chenet al, 2013a; Kvaal and Nobes, 2012). Atwaetdal. (2010) suggest that the flexibility that a
low level of BTC provides managers in conveyingomfiation can actually reduce book reporting
aggressiveness, thus outweighing the potentiasdasturred if some managers did choose to use
their discretion to report opportunistically. Mangipsychological and accounting theori€benet
al. (2013a) suggest that a low level of BTC allows agrs to experience higher levels of control
and ownership over their work, and increases tpenceived sense of choice and autonomy.
According to Cheret al, such an environment is associated with greatesfaetion at work,
feelings of trust and, consequently, a higher ¢yali book reporting, rather than an exploitatidn o
the lenient policy.

Importantly, the relationship between BTC and teparting quality and that between BTC and
book reporting quality seem to be in opposite dioes. While a regulatory approach that allows
reporting flexibility and a sense of autonomy mag éfficient when it comes to managers’
reporting to their shareholders, according to timpiecal evidence it is inefficient when it comes
to their reporting to the tax authorities. Our eesl explores whether applying a controlling

regulatory approach aimed at restraining the incestof firms to avoid paying taxes can
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complement the trusting approach of retaining a lewel of BTC. Specifically, we examine
whether increasing the level of tax enforcement matentially offset the primary cost of reducing
BTC—increased tax reporting aggressiven@ssgnique and rare setting of a decline in the lefel
BTC and a concomitant increasethe level of tax enforcemem a single country allows us to test
our research question.

In 2008, Israeli public companies formally adopl&®RS, though most companies had been
reporting according to IFRS since 2007. Howeveg, ldraeli Tax Authority (ITA) did not accept
the use of IFRS for tax purposeblence, publicly traded companies adopted IFRSéoounting
purposes, but for tax purposes continued to repocbrding to the Israeli Generally Accepted
Accounting Principles (known as Israeli GAAP)he immediate impact has been a significant
decline from a moderate degree of BTC to an extraor@onformity position. In concomitance
with the change in BTC, the level of tax enforcetnarisrael increased when ITA added an “anti-
planning” norm to the Income Tax Ordinaricaiming to improve the scrutiny over aggressive tax
planning. The differences between these two peridlle pre-IFRS versus the post-IFRS adoption
in Israel—provide a rare opportunity to compare agers' behavior under different levels of BTC,
as well as different levels of tax enforcement,hinita single countr§.By focusing on a single
country, we maintain institutional factors (e.gegdl origin, the level of law enforcement, and
accounting disclosure and recognition policiés)each period constant across all firms and avoid

the possibility that BTC and other institutionalachcteristics of the country are determined

' ITA guidance No. 07/2010.
? |sraeli GAAP was mainly influenced by locally déweed rules and practices, and by the accountiimygiptes
generally accepted in the US (US GAAP).
* Section 145a2 of the Income Tax Ordinance, addgrh@of Amendment 147 to the Income Tax Ordinance.
* Atwood et al. (2010) call for research on the impact of charigeBTC within a particular country as opposed to
differences in BTetweencountries. According to Atwooet al, the ideal research design cannot be employeukin t
US because it has not undergone a change in BTC.
® See the discussion about institutional characiesiswhich may be correlated with earnings managgrand with
BTC, in Blaylocket al.(2012).
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endogenously with book and taxable earnings manegém

We perform our tests on a sample of 508 Israeli puddiopanies listed on the Tel Aviv Stock
Exchange that have been fully compliant with IFRS sir@@72 The sample period extends from
2003 to 2010: the four years prior to the adoption d®3F(2003-2006) and the four years
following the adoption of IFRS (2007-2010) proxy for tax reporting aggressiveness, we employ
two tax avoidance measures. The first measure is the ymicbedd total Book-Tax Differences
(BTD; see, e.g., Fran&t al, 2009; Charet al, 2010). The second is the discretionary permanent
differences DTAX) measure recently developed by Franlal. (2009), who demonstrate that the
measure often detects tax shelter activity better than atkesures. In our tests we also use a
measure of book earnings management, Performancéidthiiscretionary Accruals (henceforth,
PMDA) based on Kothaet al. (2005). In additional robustness tests, we repeatmalyses using
alternative measures of book earnings managemehtaanavoidance. By employing different
accepted measures from the literature (e.g., Atvetad, 2012; Blaylock, 2012; De Franet al,
2011), we mitigate the risk of a measure-drawn corarus

Our main results are as follows. We find that the variaxsavoidance measures decreased

significantly, rather than increased, after the declinBTi€ and the concomitant increase in tax
enforcement. The results suggest that to deal withetimptation of firms to reduce the tax burden
when the level of BTC is low, a controlling regulatory eggezh is required. In other words,
maintaining a trusting approach (i.e., a low level of BI&improve the quality of book reporting
requires a controlling approach (i.e., strong tax esfment) to improve the quality of tax reporting.

Indeed, our conclusion is supported by the recent spsiaihology and organizational behavior

® Such endogeneity may potentially bias the resaflthe analyses (see Blayloek al, 2012). Blaylocket al. (2012)

indicate that focusing on a single country may diswe limitations. There is little variation in tmequired BTC
within a country, and this variation is neededest ffor the effects of BTC on earnings managen@ut.setting does
not suffer from such a limitation given that the@dkeof BTC in Israel has changed significantly dgriour sample
period.

4



literature linking behavioral theories to regulatory policiesese recent studies have challenged
the view of trust and control as mutually exclusive,gkistence of one being at the expense of the
other. Rather, it seems that the two may be applied sineoltsty, and may even reinforce each
other, by encouraging moral commitment and a sense iofreisponsibility among regulatees (see,
e.g., Mollering, 2005; Rupp and Williams, 2011; Weibel, 200

In an additional analysisve explore the relationships between book and tax rtiego
aggressiveness under the different levels of BTC. éMidence shows that book and tax reporting
aggressiveness were not related in the pre-IFRS perioghgdwhich time there was a moderate
level of BTC, or in the post-IFRS period when BTC wasisicantly lower. The non-existence of
a relationship between the two types of manipulations pesviddditional support for our
conclusion that the two types of manipulations—for book &or tax purposes—need to be
addressed separately by regulators attempting to redyperate reporting aggressiveness.

The results of this study, supported by prior studiesvstgpdifferent effects of the level of
BTC on book and tax reporting manipulations, as well asebyatioral and policy studies, suggest
that a combination of a trusting regulatory approach in thea fof a low level of BTC with a
controlling regulatory approach in the form of high taxoecement is more effective in deterring
book and tax reporting malfeasance than one strict-tolignment policy.

Our research is of direct relevance to investorguatdants, tax authorities and regulators. All of
these parties are interested in the detection ofitbves that companies have for engaging in
earnings manipulation, and in determining whetheoaeting aggressiveness implies that the firm
also engages in aggressive tax reporting, or vecsav In addition, the authorities (mainly the SEC
and the IRS) need this information to evaluate whegldelitional efforts/costs should be invested
in improving the quality of earnings reports and in prévig the loss of tax revenues, respectively.

In particular, they need this information to evaluate whetii®rms such as changing the level of
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BTC, strengthening tax enforcement and/or adoptindityueccounting standards (e.g., IFRS vs.
US GAAP) are sufficient to override managers’ incerstite engage in earnings manipulations in
their financial and tax reports.

In the next section, we describe the changes tlatried in the level of BTC and in the level of
tax enforcement in Israel. Section 3 reviews prieseaech and develops our hypotheses. Section 4

describes our data, and Section 5 presents our testssart. Section 6 concludes.

2. Changesin the L evels of Book-Tax Confor mity and Tax Enforcement in Israel

2.1. Change in Book-Tax Conformity

Prior to the adoption of IFRS, Israel represented an stiegecase in terms of its tax and
accounting environments. While some countries tend to aligmprafits with book profits and
others seek to make tax profits diverge from book prdétsel combined or fell in between the
two approaches, resulting in a moderate level of BTC (hecdax Ordinance Amendment No.
188, 2012). The starting point for the tax return of snadli firm was the book pre-tax income
extracted from the firm's financial statements, followed byatigistments required by the tax
laws. Furthermore, the Supreme Court in Israel has detedntivat whenever the tax law is silent,
the accounting rules have the upper hand for any issdisagreement with the IRSn practice,
accounting principles were used to determine the taxtpmifIsraeli firms if the tax laws did not
offer a specific treatment for the specific case. Asttieraccounting environment in Israel in the
pre-IFRS period, it also represented a combination efltical, the US and the international
standards. Israeli GAAP was based largely on the atioguprinciples generally accepted in the

US. Unless US GAAP had been used, International AdocoyStandards were applicable.

" Supreme Court Appeal 494/8&ww.takdin.co.il Specifically, in the event of a question arisfrgm an audit, the
Supreme Court ruled that the accounting systemgilezl/over any issue in disagreement with the ITA.

6



In 2008, Israeli public companies formally adopted IFR®ugh most companies had been
reporting according to IFRS since 200From the very outset, the Israeli Tax Authority (IToh)l
not accept the use of IFRS for tax purposes. Hencdicjyutvaded companies adopted IFRS for
accounting purposes, but for tax purposes continuedpirtr according to the Israeli GAARAs
such, the ITA actually gave formal approval for tise of two sets of accounting rules for reporting,
one for book purposes and the other for tax purp@$ésguidance No. 07/2010%. The immediate
impact has been an increase in the book-tax gap eodesponding decline in BTC in Israel, from a
moderate to an extreme nonconformity positib@iven that the ITA does not recognize IFRS for
tax purposes, Israeli managers may be in a far betté@rgmoso plan complicated tax avoidance
activities with little effect on financial reporting following thdoption of IFRS.
2.2. Change in Tax Enforcement
In 2007, the ITA increased its scrutiny of Israeli firlmg adding an “anti-planning” norm as
part of Amendment 147 to the Income Tax Ordinaficehe added section imposes an obligation
to report the practicing of aggressive tax planning. &ganatory note to the Bill clarifies the
need for reporting requirements that would enable the gagssor to deal with aggressive tax
planning:
“Unlike tax planning in the past, current tax plang is global, highly sophisticated, and

makes use of legal and financial tools as well fa%ax havens," taking advantage of tax

8 Whereas most countries adopting IFRS made regimodifications to accommodate the local businesir@emment
(that is, taking into consideration the differembeomic and political climates; see, e.g., Hatlial, 2010), Israel
adopted IFRS “as is.”

° For a review of the differences between IFRS arakli GAAP, see Markelevicdt al. (2010).

'° The guidance specifically stated that IFRS wasappiicable for tax-reporting purposes, and thetaxebook income
was no longer acceptable as the initial startinigtdor calculating taxable income. It was issuedlune 2010, but was
available for early adoption as early as 2007 aad implemented by public firms for tax-reportingpeses after the
transition to IFRS in 2007.

™ In contrast to the Israeli case, the adoptionFd&®S in the European Union (EU) was originally cdesed as a
common consolidated tax base to be used by all mmmhowever the EU eventually withdrew this plaee( Hanlon
and Heitzman, 2010; Sch’on, 2005). According toyBlek et al. (2012), some members of the EU opposed this
proposal as they “...did not want to secede contfalheir tax base to a foreign entity such as therhrational
Accounting Standards Board.”

2 Section 145a2 of the Income Tax Ordinance, addedaof Amendment 147 to the Income Tax Ordinance.
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treaties. Some of the plans involve abuse of &ati#s or are based on an interpretation

of the provisions of the law that distorts the mitef the legislators. Moreover, in some

cases of tax planning, the taxpayer assumes tleaptbbability that tax planning aimed

at inappropriate tax avoidance or tax reduction \bbe discovered in the course of the

audit of the assessment is low, that the taxpayessessment will become outdated, and

at most, the taxpayer will be required to pay te that he would have had to pay in the

first place. The provisions of this section areeirded to assist in increasing enforcement

and in the struggle against such tax planning bypadsing a duty to report on

transactions prescribed by the Authority.

The list of operations that the legislators defined astitotisg tax planning and must be

reported was published on December 3, 2006 as pé#neakgulations enacted under the Income
Tax Ordinanc¥. Failure to report an operation included in the satddisg criminal offense, even

if the planning itself is eventually found to be legitimate.

3. Prior Research and Hypothesis Development

3.1. Book-Tax Conformity in Various Countries

The degree of BTC indicates the flexibility that a firm hasdporting taxable income that is
different from pre-tax book income (e.g., Atwoetlal, 2010). Recent studies attempting to rank
the level of BTC of various countries (e.g., Atwoetdal, 2010; Blaylocket al, 2012) show that
countries with a relatively low (high) level of BTC inckidinter alia, the US, Canada and
Germany (the UK, France and Spain). Countries follouRS have different levels of BTC. The
evidence shows that while some European countries maway from a conformed system, others

moved toward a conformed system over time (Hanlon anidrdan, 2010). In the US, there is an

13" For example, the list of operations includes afiens involving corporations that are offshore t@mvens and
operations that make abusive use of tax treatiesne Tax Ordinance (Tax Planning Requiring Repg)ti2007.
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ongoing debate in the tax literature and among policymsalegrarding the conformity of income
measures for book and tax purposes. The debate dtkieg off in the late 1990s and early 2000s
when the gap between the pre-tax book income that fiepsrted to shareholders and the taxable
income that firms reported to the IRS increased sigmfiggsee, e.g., Hanloat al, 2005). This
debate has led to calls for corporate tax reform aroun@ BJesai, 2005; Joint Committee on
Taxation (JCT), 2006; Whitaker, 2006). The calls forndetory BTC draw strength from
identifying the dual system of separating the reporting oklamd taxable income as “the province
of much creative decision-making” (Desai, 2006). Takirgggioposal to increase the level of BTC
under consideration, President Bush's Tax Reform Parothree that further study is warranted
(see Hanloret al, 2008).
3.2. Book-Tax Conformity and the Quality of Reported Earnings

Proponents of conformity argue that the quality of actingnearnings will improve if
BTC increases due to reduced compliance costs andcedforade-off that will diminish the
temptation of managers to manipulate the pre-tax bookrmacg.g., Desai, 2003, 2005, 2006;
Rossotti, 2006; Whitaker, 2005)Opponents, on the other hand, contend that increased
conformity might lead to deterioration in the quality afcaunting earnings. Given that the
information required by financial statement users and byakeuthorities differs significantly,
book-tax alignment may result in a significant loss of rimal information (e.g., Hanlon and
Shevlin, 2005; Hanlort al, 2005, 2008; Plesko, 2006; Shackelford, 2d6@h addition, it is
unlikely that book income would be used as the basicdfsulating taxable income because

politicians are unlikely to cede authority to accounting saeshcsetters to determine taxable

4 For example, forcing managers to report earnirg®t on the more rigid set of tax rules would redheir ability
to signal private information to investors. Hanlenal. (2005) find that estimates of taxable income basedJS
financial statements are about 50% less informativénvestors than book income. This finding comaties the
contention that investors would suffer a significéwss of information if tax rules were strictly @ged to book
income.
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income (Hanlon and Shevlin, 2005).

Recent studies support the notion that higher (lower) BT&s®ciated with lower (higher)
quality earnings or with less (more) truthful financiaporting. Atwoodet al. (2010), who
examined this issue across countries, provide evideaténttreasing the required level of BTC is
associated with lower earnings quality, where earngugdity is measured as earnings persistence
and the association between current earnings angefaash flows. Also on an international level,
Blaylock et al. (2012) found that higher BTC is associated with mord, lees, earnings
management. Consistently, Kvaal and Nobes (2012) maith@iralow level of BTC is associated
with higher financial reporting quality because such alle¥ BTC occurs when managers provide
the sort of financial reporting numbers (e.g., fair valt@ marketable securities, impairments of
goodwill and recognized lease liabilities) that are more infau@ahan the numbers used for tax
purposes. Langt al. (2012) suggest that firms in countries with lowerB@&ngage in less income
smoothing. Finally, conducting a within-country analys@hen et al. (2013a) document a
persistent and pervasive reduction in earnings manageioitowing a reduction in BTC that
resulted from the adoption of IFRS in Israel.

In contrast to the negative relationship documented bettheelevel of BTC and the quality
of accounting earnings, studies suggest the opposite fableararnings. In a study of a departure
from a tax-based accounting system in China towardsdihygtian of IFRS, Chaet al. (2010) find
evidence that as BTC decreased, tax noncompliance indred$es finding suggests that
legislative changes such as the adoption of IFRS, whidhiceeBTC, are likely to result in an
increased ability or motivation to engage in aggressivedparting.Atwood et al. (2012) found
that on average, when BTC is high and tax enforcemenérisepped as being strong, there is
generally less avoidance of paying tax@sir setting is unique in that, while adoption of IFRS

reduced the level of BTC in Israel, the leveltak enforcemenincreased in the very same year
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(2007). Given that these two events are expected to tygpesite effects on the motivation or
ability of managers to manipulate taxable earnings, weaatomake a prediction regarding the
direction of the change in tax reporting aggressivenessaioipthe decline in BTC. Hence, we
form a two-tailed hypothesis as follows:

H1: Ceteris paribus, tax reporting aggressivenebanges following a decrease (increase) in

book-tax conformity (tax enforcement).

3.3. The Relationship between Book and Tax Reporting Aggressiveness under Different
Levelsof BTC

The literature provides mixed evidence with respect to adfiatility or motivation to engage
in aggressive tax (book) reporting concomitantly with aggresbook (tax) reporting (e.g.,
Badertscheret al, 2009; Franket al, 2009; Hanlon, 2005; Hanloat al, 2009; McGill and
Outslay, 2004; Plesko, 2007). The general notion is thaicardormity between financial
accounting and tax rules enables firms: (1) to managk bamingsand taxable earnings in the
same reporting period (Frark al, 2009), (2) to manage taxable earnings (downward) witho
impacting book earnings (e.g., McGill and Outslay, 200&isbach, 2002), and (3) to manage
book earnings without affecting taxable earnings (e.gnldta 2005; Phillipset al, 2003).
Conversely, when there is a high degree of BTC, arattp taxes are calculated based on book
earnings. Such a practice could, in effect, create in@nfr managing earnings downwards to
reduce tax payments (e.g., Batlal, 2003) or result in increased tax payments if the finmoses

to inflate earnings reported to its shareholders (Ergcksonet al, 2004).

Shackelford and Shevlin (2001) review studies documenitiag firms generally choose
between reporting either lower taxable earnings to the tdbkoaties or higher earnings to

shareholders, given the trade-offs they face in their degsabout financial and tax reporting.
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Prior research also suggests that firms with large booldifi@rences are subject to greater
scrutiny from regulators (e.g., Badertsclral, 2009; Cloyd, 1995; Mills, 1998) and external
auditors (e.g., Hanloat al, 2009). Thus, firms may choose to avoid being aggresn both book

and tax reporting even under book-teorconformity, particularly if the level of scrutiny increase

In the case of a moderate level of BTC, Cle¢ral. (2013b) found that the manipulation of
taxable earnings was not related to the manipulatiorook learnings in Israeli firms that the tax
authorities determined had understated their earnings to @axas (prior to the adoption of IFRS).
Based on the discussion above, we expect that a laadsotiation between book and tax reporting
aggressiveness existed for all public firms Israel, not justtfose caught by the authorities.
Furthermore, the discussion above leads us to infer thetr@ase in BTC, particularly if combined
with increased scrutiny, does not necessarily lead teatermotivation and/or ability to engage in
the manipulation of both book and taxable earnings in time saporting period. Hence, we predict
that the relationship between book and tax reporting agjgezess will not be stronger, or more
positive, following a decrease in BTC if the level of sicry (e.g., tax enforcement) increases. Our

second and third hypotheses are thus:

H2: Ceteris paribus, book and tax reporting aggressess are not related under a high or a

moderate level of book-tax conformity.

H3: Ceteris paribus, the relationship between baokl tax reporting aggressivenedses not

change following a decrease in book-tax conforniiitthe level of scrutiny increases.

4, Data

Our sample selection procedure begins with all 623 Ispablic companies listed on the Tel
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Aviv Stock Exchange (TASE) during the sample perio@®3 to 2010: the four years prior to
adoption of IFRS (2003-2006) and the four years follovitmgy adoption of IFRS (2007-2018).
Consistent with prior research, we eliminated regulated indsisitieh as utilities and financial
institutions, which have different reporting incentives, aotiog requirements and regulatory
scrutiny from other industrié$ (e.g., Burgstahler and Eames, 2003; Hanlon, 200%yeMer,
financial institutions in Israel were not required to @tdld-RS. This elimination results in a loss of
29 of the 623 companies. We also omitted 45 companieh#tatdopted IFRS in 2006, prior to
the massive adoption of IFRS in 2007. Finally, a furéfecompanies were excluded because they
were dually listed on the TASE as well as on the US stackanges. Given that these companies
were fully compliant with US GAAP, they were not requitedadopt IFRS. In all, our sample
includes a total of 508 companies that underwent a tranditom Israeli GAAP to IFRS in 2007.
The final number of firm-year observations with suffitienformation required for our various
analyses is 3,816 firm-years.

In our analyses, we deal with outliers by winsorizingeaxe values (top and bottom 1%) of
continuous variables. We winsorize rather than cut tireme values to conserve data. The results
of all of the analyses remain similar when extreme vadmesut from the dataset. We obtained the
financial information for our sample from tBoomberg Professionalatabase. We supplemented
this data with information collected manually (e.g., currartexpenses, taxes for previous years,
changes in deferred taxes and losses carryforwéns)the tax notes in the companies’ financial
statements. Table firovides the descriptive statistics for selected finanama aon-financial
information on our sample firms.

[INSERT TABLE 1 ABOUT HERE]

 As indicated above, adoption of IFRS in Israeldmee mandatory for public companies in 2008. Howermst
companies had already started reporting accordingRS in the previous year (2007).

'® The industrial affiliations of our sample firmsclade technology, communications, basic mater@ssumer, real
estate, and investment and holding companies. tnduslassification is as péloomberg Professional.
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5. Testsand results
5.1. Measuring Book and Tax Reporting Aggressiveness
5.1.1. Book Earnings Management Measure

To proxy for book reporting aggressiveness we estimaenmidely used measure of book
earnings management, performance-matched abnormalabcd®?MDA) as per Kothariet al.
(2005). We start by estimating the cross-sectional versidhe modified Jones (1991) model for

each industry and year, usiBtpombergdata:
(1) TA,t = ai +ﬂli * (ARE\(,t _AAR,I)+ﬂ2i * GPPEI +gi

where TA is total accruals, calculated as the difference betweeraypreearnings before
extraordinary items and discontinued operations and prefarating cash flows4REV is the
change in revenues from the previous y ARRis the change in accounts receivable, GRIPEIis
gross fixed assets. Consistent with Fratlal. (2009), we compute the total accruals on a pre-tax
basis to ensure that the proxies for earnings manageanentax avoidance are not spuriously
correlated. Specifically, we reverse the deduction of ttdal expense from earnings before
extraordinary items and add back income taxes paid évatipg cash flows’ Each variable,
including the intercept, is deflated by beginning-of-yetaltassets. The residual in this moce) (

is the measure of unexpected — discretionary — accriibks.industry-year-specific coefficient

estimates from equation (1) are then used to estimate edpmtauals as a percentage of lagged

1 Franket al.(2009) compute total accruals based on data fhenstatement of cash flows. We repeat our calamati
of the PMDA measure using data from the statement of cashsflsvper Frankt al. The results obtained in our
various analyses are qualitatively similar for bafiproaches for calculatifgMDA.
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total assets for each firm in our sample. Unexpected dscava accruals (scaled by lagged total

assets) less expected accruals.

In order to calculate performance-matched abnormal alsc@@MDA), following Kothariet al.
(2005), we obtain the closest pre-tax return on asB&RQA-matching firm in the same industry
and year for each of our firm-year observations. Wantcalculate unexpected accruals for the
matched firms in the manner described above. AM®A for the sample firms is the difference
between the unexpected accruals of each sample firmthahaf its respectiv® TROAmatched

firm.
5.1.2. Tax Avoidance Measures

To proxy for tax reporting aggressiveness, we employ tax avoidance measures. Tax
avoidance takes place across a wide spectrum of taxiptastrategiesor our purposes in this
study, the generic term, “tax avoidance,” relates to aleetspof the spectrum, making no
distinction between legal and illegal activities. As summsistent with prior studies, we define
tax avoidance as the reduction of explicit taxes (e.gvoAd et al, 2012; Dyrenget al, 2008;
Hanlon and Heitzman, 2010). This definition reflects alhgections that influence the firm’'s
explicit tax liability and includes tax avoidance stratediest create temporary or permanent
book-tax difference¥® We acknowledge that some transactions or strategies ndne neflected
in, nor create, book-tax differences.

For our first measure of tax avoidance, we use the totat-bax differencesBTD). BTD has
been widely used in prior research as a measutaxakeporting aggressiveness (e.g., Céaal,

2010; Cheret al, 2013b; Franlet al, 2009; Lisowsky, 2010; Wilson, 2009). We calculBfED as

¥ According to Atwoodet al. (2012), this broad definition is preferable ovecudsing on specific actions taken to
avoid taxes, as the latter are often not detected.
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the discrepancy between the pre-tax book income andxhbléaincome, deflated by lagged total

assets? We follow Hanloret al.(2005) and calculate taxable incorié) (s follows:
(2)Tl;=(CTE ;/ SRatg) — (NOL;{ — NOL; +1)

whereCTEIis current income tax expenstRateis the Israeli statutory tax rate for yeandNOL

is net operating loss carryforward$.

Given that companies with lar@geTDs are suspected of being involved in manipulating either
book or tax income, or both, we employ an additional oreathat is more directly related to tax
manipulations and does not reflect book income manipulati®pscifically, for our second
measure of tax avoidance, we use Fratkal's (2009) discretionary permanent differences
(DTAX) measuré! Franket al. (2009) advocate the use of a measure that is baspdroranent
book-tax differences, rather than total or temporary diffees. Their discussion of the advantages
of a permanent differences measure indicatggr alia, that temporary book-tax differences
reflect earnings management via pre-tax accruals (ged;l@nlon, 2005; Phillipst al, 2003) and
thus can be spuriously correlated with measures of earniagagement. In addition, Fraetkal
echo anecdotal evidence showing that most tax shelter estigénerate permanent, rather than
temporary, book-tax differences (e.g., Graham anddini006; Weisbach, 2002; Wilson, 2009).

To estimate th®TAX measure, consistent with Fraekal. we estimate the following regression

model by industry and year:

19 The deflation by lagged total assets is consistétht prior studies (e.g., Frargt al, 2009) and with the deflation of
the other tax avoidance and earnings managemerstunesain the study. An alternative deflation far BTD measure

is by sales (Chaet al, 2010). We repeat our analyses WBMD deflated by sales revenues. The results remain
qualitatively similar.

% |n a tax review paper, Hanlon and Heitzman (20d@icate that, “Subtracting the change in the N®lintended to
capture changes in taxable income that are notipby the current tax expense because the fiantas-loss firm
and current tax expense is thus reported as zerfegative if they have NOL carrybacks)” (p. 14Qur results are
qualitatively similar when the changeMNOL is not subtracted in the calculationTof

*! Franket al.tested the validity of theDTAX measure using a sample firms identified by Grahaoh Tucker (2006)

as engaging in tax shelter activity and found ibéoa significant predictor of tax shelter activiBompared with other
measures of tax avoidance, thBifFAX measure is at least as good as tBfED, and statistically better than other
measures from prior research (the widely used #ffedax rates ETRs) measure and the tax shelter measure
computed by Desai and Dharmapala, 2006).
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(3) PermDiff; = ap + a1 Intang; + a; UNCON; + a3 My + a4 CTE; + as NOLi+ as LagPerm + &

PermDiff; are total book-tax differences less temporary baakelifferences for firm in yeart.

PermDiff; = {Blijt — [(TCTEt) / SRatg]} — (DTEj; / SRatg) whereBlI;; is pre-tax book income;

TCTE is total (state and foreign) current tax exper3€E; is deferred tax expens&Rateis

statutory tax rate. The regression controls for nondisor@tyopermanent differences unrelated to

tax planning by including goodwill and other intangibleégdngt), income (loss) reported under

the equity methodUNCON;) andincome (loss) attributable to minority interg¢stl;). Franket al.

further control for statutory adjustments and other bemthat are unlikely to be related to tax

planning activities: current tax expenseTg:), the change in net operating loss carryforwards

(NOL;t) and one-year laggedPermDiff (LagPerm).??> Each variable including the intercept is
scaled by beginning-of-year total assetds the discretionary permanent differen8& AX;t) for

firm i in yeart.”
5.2. Changes in Tax Reporting Aggressiveness Following a Decrease in Book-Tax

Conformity and an Increase in Tax Enforcement

Table2 reports the descriptive statistics and univariate tests oimeasures of tax reporting
aggressiveness in the pre-IFRS versus the post-IFR&peilhe results show that tax avoidance
significantly decreased in the post-IFRS period accortingothBTD andDTAX (both the mean
and median at the 1 and 5 percent levels). Note that, @albelag equal, the ITA’s refusal to accept

IFRS should have resulted in an increase in book-tagrdiites (either temporary or permanent).

%2 See the comprehensive discussion in Framnél. (2009) on the role of each variable in the@rmDiffregression
model.

> Following Franket al. (2009), if minority interests, income from uncolidated entities, or currenstate tax
expenses are missing either Btoomberg'sdatabase or in the financial statements, weMietUNCON or CTE,
respectively, to zero. If goodwill and other intélgs are missing ilBloomberg’'sdatabase, we set the value for
Intangto zero.

17



The reduction in botBTD andDTAXthus implies a change in the reporting behavior ofagars
after the adoption of IFRS and the resulting decrease in BTi@ay be that the impact of the
increased tax enforcement outweighed the impact afettheced BTC on the motivation and ability
to engage in more aggressive tax planning. We furtherthatehe decline in tax avoidance cannot
be attributed to the reduction in the statutory tax ratesraellsluring the sample periétias our
measures already control for the level of the statutorydtes in each year. In the multivariate
analyses presented below, we control for the level o$téeitory tax rates in the regressions of tax
avoidance (among other controls for incentives to ayaing taxes). We includ8Rateas a
“second pass” control variable, in case the tax averlaneasures do not perfectly control for the
effects of the statutory tax rates on tax reporting agyresess. We also do so to check the
robustness of our inferences from the univariate aealythat the reduction in tax avoidance

measures does not reflect the reduction in tax rates.
[INSERT TABLE 2 ABOUT HERE]

We supplement the univariate analysis with the following maitate regression model to
control for tax planning incentives:
(4) TaxAvoidMeasure = a, + a1 IFRS+ a, SRatet o3 Size+ a4 SalesGrowtht as PTROA

+ ag Leveraget a; R&D + ag NumAnalyst ag NOL + a30 Forinc
+ 011 PMDA +¢

The regression is run once witBTD and once withDTAX as the dependent variable

(TaxAvoidMeasure IFRS is an indicator variable that equals one for the post-IFRS g¢heand

** During the sample period the statutory tax ratésiael gradually decreased. Statutory tax ratemled 36% for
2004 and prior tax years, 34% for 2005, 31% for&@®% for 2007, 27% for 2008, 26% for 2009 and Z6#2010.
We control for this decrease throughout our analyse

 We estimate Equation (4) with robust standardrsrro
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zero otherwiseSRates the statutory corporate tax ragzeis the log of total assetSalesGrowth

is the percentage change in annual s&@&ROAis pre-tax incomelivided by lagged total assets.
Leverageis the ratio of total debt divided by total assé&&D is research and development
expenditures divided by lagged total assdtenAnalysts the number of analysts covering the firm
divided by lagged total ass&tsNOL is an indicator variable that equalsif net operating loss
carryforwards is greater than zero, and O othenfisénc is an indicator variable that equadlsf
foreign income is not equal to zero, and 0 otherw@d¢DA is performance-matched discretionary

accruals, our proxy for book earnings management.

We includePMDA in equation (4) to account for a possible relationship éetmbook and tax
reporting aggressiveness. Size, profitability, growth ancerége are used as controls for
incentives for tax planning (e.g., Atwoad al, 2012; Franket al, 2009; Graham and Tucker,
2006). Additional controls for incentives to tax plan include phesence of net operating loss
carryforwards and the existence of foreign operati@g., Atwoodet al, 2012; Franket al,
2009). We also add a measure of intangible intensiyi@d by investment ilR&D consistent
with Atwood et al. (2012f" and a measure of analyst following consistent with Fremkl,
(2009).

As discussed above, we include the statutory corporateata (SRat¢ in the tax avoidance
regressions as a “second pass” control variable. GhantheDTAX measure is the residual in a
regression that already controls for the level of the tiatdax rate (through th€TE variable in
regression model (3)), the impact of the inclusio®Bateon DTAXin regression (4) is potentially

eliminated. We also acknowledge that given that the constfeleeBTD also includesSRate(i.e.,

% |Information on the number of analysts coveringfie was extracted from thBloomberg Professionalatabase.
Scaling by lagged total assets is consistent widmlket al. (2009).
" See also, e.g., Che al. (2010), Dyrencet al. (2008), Hanloret al. (2007), Lisowsky (2010), and McGuig al.
(2012).
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SRates included in the calculation &TD), the association betwe&RateandBTD in regression

model (4) may be at least partially mechanical (seeAtisoodet al, 2012).

In the regression we also control for industry fixetk@k. o, represents the direct effect of
the changes that occurred after the adoption of IFRS, ingutie decrease in BTC and the
increase in tax enforcement, on tax avoidance, after dlomgréor various variables that create
incentives or are otherwise related to tax planning.

Table 3 Panel A presents the results of BIED and the DTAX regressions. In both
regressions, the coefficient dFRS is highly significantly negative (-0.091 and -0.025,
respectively, p- 0.000), implying that the level of tsoidance in the post-IFRS period is lower
than the level that existed prior to the adoption ofSFRhis result is consistent with the findings
from the univariate analysis. The results for the othetrobwariables indicate thaBTD and
DTAX are significantly positively related to firm siz8i£g, profitability (PTROA, and growth
(SalesGrowthy and significantly negatively related to the numberiodlysts following the firm
(NumAnalyst The relationship between tax avoidance &w®ID is insignificantly negative,
consistent with Atwooct al. (2012). Contrary to Fran&t al. (2009), who found evidence for a
positive relationship betweeNOLs and tax avoidance, we find an (in)significantly ateg
relationship betweeNOLs andBTD (DTAX). A possible explanation for the negative relationship
with NOL is that the presence dfOLs may reduce the need or motivation for tax avoidance, as
these losses are deducted from the annual pre-tax inookne when calculating the taxable
income. For a sample of Israeli firms selected by the taoaties for a tax audit, Chest al.
(2013b) documented a negative relationship between teerme oNOL carryforwards an@TD,
and a positive relationship betweBI®OL carryforwards and the actual additional taxable income
determined by the tax authorities for these tax-auditedsfi@henet al. suggest that whereas

larger offset losses reduce the need or motivation foavadance, firms may offset losses that
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are not allowed to be offset as per the tax rules; htrecpositive relationship with the additional
taxable income determined by the tax authorities.

[INSERT TABLE 3 ABOUT HERE]

The relationship betweeBTD (DTAX) and the statutory tax rat§Rate is, as expected,
(in)significantly positive. As stated above, the impactS&ateis already controlled for in the
construct ofDTAX As for the relationship with leverage, for both tax avoggameasures it is
insignificant. Prior studies provide inconsistent evidernoeuathe relationship between leverage
and tax avoidanceWhile some studies provide evidence suggesting a negedlagonship
between the two (e.g., Chen al, 2013b; Graham and Tucker, 2006; Lisowsky, 2010; Wjlson
2009Y%, others document that leverage is positively assatiaith tax avoidance (e.g., Atwoed
al., 2012; Dyrenget al, 2008; Franket al, 2009). In addition, in our sample, foreign income
(ForInc) does not have a significant impact on tax avoiddhce.

Finally, the results indicate that tax reporting aggressasei® not directly related to book
reporting aggressiveness, as evidenced by an insignifiaaegiative coefficient oRMDA (-0.082
in the BTD regression and -0.016 in ti¥rAX regression). We explore the relationship between
book and tax reporting aggressiveness further in ¢tesection.

5.3. The Relationship between Book and Tax Reporting Aggressiveness prior to and after a

Decrease in Book-Tax Conformity and an Increasein Tax Enforcement

As Franket al. (2009) suggested, the direction of the causality betweek and tax reporting

aggressiveness is not obvious. As such, we also gresgons with book earnings management

8 A possible explanation for the negative relatigpdietween leverage and tax avoidance is that vaidance and
debt have a substitution effect, as both vehiassilt in lower taxable income.

? Franket al. (2009) also do not find a significant relationshigtween the existence of foreign income and either
earnings management or tax avoidance as measur@iTA)X On the other hand, they document a significantly
negative relationship between the firm’'s havingefgn income an®&TD.

21



(PMDA) as the dependent variable and a tax avoidance nee@mwre withBTD and once with
DTAX) as the independent variable:
(5PMDA = 0, + 01 TaxAvoidMeasure a, IFRS+ o3 Sizet+ a4 SalesGrowth

+ a5 PTROA+ og Leveraget a; R&D + +ag NumAnalyst
+ ag NOL + a0 Forinc +¢.

Table 3 Panel B shows the results of Equation (5). Inettdright) column,BTD (DTAX) is
included as an explanatory tax avoidance variable. In ilegfessions, the coefficient on the tax
avoidance measure is insignificant (0.002B3rD and -0.005 o TAX) indicating, again, the lack
of a direct relationship between book and tax reportinggemgiveness. Another important result
from regression (5) is that the coefficient on our indicatriablelFRSis significantly negative (-
0.013 and -0.012, respectively, p-0.000). This findggonsistent with Cheat al. (2013a) who
showed that the pervasiveness of book earnings managémisrael decreased after IFRS was
adopted and BTC was reduced.

As for the other control variables, we find that book eey: management is positively related
to growth opportunitiesSalesGrowthR&D) and profitability PTROA, and is negatively related
to firm size Gizg and to analyst followingNumAnalyst In addition, we find no evidence for a
relationship between book earnings management and |levefagossible explanation for the
insignificant impact of leverage may be in the contradictdfgcts of leverage-created incentives
for earnings management on one hand and the extermatoniog of creditors, reducing the ability
to manage earnings, on the other. Finally, the reldtiprisetween the existence of net operating
loss carryforward¢NOLs) and book earnings management is positive (see as@ éral, 2009),

but for our sample of Israeli firms, this positive relasibip is insignificant.

We conduct three additional analyses of the refatip between book and tax reporting
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aggressiveness. The tests are conducted separatéhe fpre-IFRS and the post-IFRS periods. In
keeping with Franlet al. (2009), we first examine the correlations amongst thasures of book

earnings management and tax avoidance. Second, wenexthe median values of book earnings
management (tax avoidance) by quintile of our tax avmea(book earnings management)
measures. Third, we examine the frequency of firmessceach quintile combination of book

earnings management and tax avoidance measures.

In Table 4 we show the correlations amongst the meastitasok earnings management and
tax avoidance. The Pearson correlations (below the dijgmaicate thatPMDA is positively
correlated with botBBTD andDTAX (0.059 and 0.043, respectively; p-values < 0.05),redeethe
corresponding Spearman correlations (above the difgare insignificant (-0.089 and 0.006,
respectivelyy For comparison, using similar measures for a sampleSfirms, Franket al.
(2009) find higher correlations—and significantly positmees (p-values < 0.01)—between the
book earnings management and the tax avoidance measwgeEsding to both Pearson and
Spearmamnps ! As for the correlation betweeBiTD andDTAX, we find that both measures of tax
avoidance are significantly positively correlated (Paeagse 0.194; Spearman= 0.267; p-values
< 0.01). Moreover, these correlations betwBdi andDTAX are similar to those found in Frank
et al. (2009). We repeat the correlations analysis seglgréor the pre-IFRS and the post-IFRS
periods. We are interested in whether the relaligndetween book and taxable earnings
management has changed between the two sub-peRadsl| B of Table 4 shows the results for
the pre-IFRS period, and Panel C shows the resoitshe post-IFRS period. In the pre-IFRS

period, we find significant positive Pearson caatielns betweerPMDA and the two tax

*® The insignificant Spearman correlation betw®&tDA andBTD relaxes our concern that the measure of ®T4D
may be spuriously correlated witPiMDA (given thatBTD can include pre-tax accrual management; see hbso t
discussion in Frankt al. 2009).

*! Franket al. (2009) find Pearson correlations betwddvDA andBTD (DTAX) of 0.068 (0.101) and corresponding
Spearman correlations of 0.103 (0.070).
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avoidance measures, but insignificant Spearman latiops. In the post-IFRS period, we find a
significant positive Pearson correlation only beew®MDA andBTD. The Pearson correlation
betweerPMDA andDTAX s insignificant, as are the Spearman correlatlwetsveerPMDA and
both tax avoidance measures. Thus, in both petivelgvidence of a relationship between book
and tax reporting aggressiveness is not robustjsaeden weaker in the post-IFRS perfad.

[INSERT TABLE 4 ABOUT HERE]

Table 5 shows the median values for ®MDA measure of book earnings management by
quintile of each of our tax avoidance measuBdd) andDTAX and the median values for each of
our tax avoidance measures by quintildPMDA. Panel A (B) of Table 5 shows the values in the
pre (post)-IFRS period. In the pre- as well as inpbst-IFRS periods, we do not find evidence of
a consistent pattern in the behavior of tax avoidance memadwy quintile of book earnings
management, nor do we find a consistent pattern in thevioeltd book earnings management by
quintile of tax avoidance measures. Finally and conglgteexamining the frequency of firms
across each quintile combination BMDA&BTD and PMDA&DTAX we do not identify any
pattern that could indicate a relationship between bookaneporting aggressiveness in the pre-

or post-IFRS periods (untabulated).
[INSERT TABLE 5 ABOUT HERE]

In all, the various univariate analyses, together with th#ivariate analyses, imply that the
two types of earnings manipulation—for book and for tasppses—were not materially related
prior to the adoption of IFRS and remained unrelatedr dARRS adoption and the resulting

decrease in BTC. This finding is consistent with Bi2 and H3.

¥As stated, for a sample of Israeli firms that tae authorities determined had understated theitirgs to avoid
taxes prior to the adoption of IFRS, Chenal. (2013b) present evidence showing that book andbilaxearnings
management were not materially related in eithiape or public firms.
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5.4. Robustness Tests

As the actual amounts of book earnings management an@voidance are not publicly
available, studies (including ours) compensate for thk t#cessential information by using
financial statement information such as accounting accrizadsxpenses and/or differed taxes to
estimate or project earnings management and tax avoidbleree, the research in this field
usually uses proxies rather than the real figures fok lrarnings management and tax avoidance, a
compromise that may have a substantial effect on the reswltthe inferred conclusions (see, e.g.,
McGill and Outslay, 2004; Plesko, 2007). Moreover, they\ahoice of a measurement for this
proxy may affect the conclusions of a study; a study h&ased on one measure may provide
different results from a study that is based on anothersmme®® In our study, the two tax
avoidance measures provide consistent results. Notwithstgnwe conduct various sensitivity
tests to examine the robustness of our results with rdgadifferent specifications (results not
tabulated).

We begin with two sensitivity tests that Fragtkal. (2009) performed on theDTAX measure.
In the first test, lagged permanent differendesgPern), which are controlled for in the construct
of DTAX (to control for the possibility that firms engage in similas pdanning from year to year
(Equation (3)), are extracted from the computatio®AX Franket al. explain that controlling
for LagPerm®...removes some amount of tax aggressiveness frommaasure” (p. 488). Their
results from the removal dfagPermindicate that theiDTAX (which controls folLagPern) is a
conservative measure of tax aggressiveness. When plg thie sensitivity test of removing the
control for lagged permanent differences in the computatiboDTAX our inferences remain
unchanged. Specifically, we find a statistically significaauction in the modifie@ TAX measure

in the post-IFRS period. Furthermore, the relationship betwlee modifiedDTAX measure and

%3 See also Dechoet al. (2010) and Hanlon and Heitzman (2010).
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book earnings management is insignificant.

In the second test, we add controls for the leval/@ change in temporary book-tax
differences to regression models (4) and (5) t@actfor tax avoidance activities that generate
temporary (rather than permanent) differences (Eetral., 2009; Wilson, 2009). Our inferences
remain unchanged.

For our third sensitivity test, we repeat our entinalyses using alternative measures of book
earnings management and tax avoidance from thetlite. By employing different accepted
measures from the literature, we obviate the riSk aneasure-drawn conclusion. Prior studies
(e.g., Geigeret al, 2005; Kothariet al, 2005) advocate the use of a non-empirical meastre
book earnings management in addition to the discraty accruals measure to address empirical
concerns regarding the Jones model. We use twmaliee non-empirical measures: (1) total
accruals on a pre-tax bagiBA) scaled by lagged assets (see also, e.g., De Fedralg 2011;
Joneset al, 2008) and (2) Blayloclkt al's (2012) magnitude-of-accruals measure calculated
the absolute value of the firm’s accruals dividgdhe absolute value of the firm’s cash flow from
operations. While less specific, these parsimonimeasures avoid many of the criticisms
associated with the use of abnormal accruals. Asltamative measure of tax avoidance, we use

Atwood et al’s (2012) measureT@xAvoid:

[Z:_,(PTEBX x SRate),, — %:5_,CTP, ]
Y:_ ,PTEBX,,

TaxAvoid; , =

(6)
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where PTEBXis pre-tax earnings before extraordinary itef8Rateis the statutory corporate
income tax rate an@TP s current taxes paid calculated as current taxeesgminus the change
in deferred taxe¥' Each element in the equation is computed as aosema three-year perica.

Use of these alternative measures of book earmmgsagement and tax avoidance does not
alter our inference that following IFRS adoptica avoidance declined with the decrease in BTC
and the increase in tax enforcement. In additibe, relationship between each book earnings
management and Atwoocet al's (2012) tax avoidance measure is insignificanthbwefore and
after IFRS adoption.

5.5. Discussion

Our results provide evidence that one of the prynadieged costs of decreasing BTC—more
aggressive tax reporting—may be avoided. In oumggtthe scrutiny of the tax authority over tax
planning increased in the same year as the decned3€C. Even with wider areas of book-tax
nonconformity offering managers an opportunity to aase book earnings management as well as
tax avoidance in the same reporting period, theas wo evidence of such behavior in our
companies. On the contrary, managers reducedréprting aggressiveness for both financial and
tax purposes.

The lack of robust evidence of a relationship betwbook and tax reporting aggressiveness,

either before or after the change in BTC, is cdasiswith the contrasting findings in the literaur

* Current tax expenses and the change in deferxed taere collected manually from the firms’ finaactatements.
When current tax expense is missing, we replaogith total tax expense less deferred taxes (wheilame).
Following Atwoodet al. (2012), we delete observations where current tgpemse as well as total tax expense or
deferred taxes are missing.

% Similar to our approach, in their study, Atwoetal. (2012) used a broad definition of tax avoidandeictvis “the
reduction in explicit taxes paid.” Atwoaet al. indicate that their measure is, in effect, in $péit of measuring tax
avoidance using cash ETRs (i.e., taxes actually gwided by pretax income; see Dyregigal, 2008).The measure
requires three years of positive pretax earninderbeextraordinary item@PTEBX. Dyrenget al. (2008) show that
long-term tax avoidance measures (five-year andyeam) are less variable and more predictable twae-year
measures. In accordance with Atwaetcal, we compute a three-year measure because thipéna is adequate for
reducing the effects of items that reverse in s year, but is not as limiting to our sample sizea five-year
window.
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regarding the relationship between BTC and bookntéem aggressiveness on one hand and that
with tax reporting aggressiveness on the othere®as the findings presented in this study, and
supported by findings from the recent literaturee suggest that the two types of reporting
manipulations should be addressed separately. Wfope this notion as an alternative approach to
the view that increasing the level of BTC is theeaemedy for dealing with (or reducingpth
book and tax reporting manipulations. Whereas bagorting aggressiveness seems to decline
under lower—not higher—levels of BTC, tax reportaggressiveness increases under lower levels
of BTC. However, stronger tax enforcement seemeetluce tax reporting aggressiveness even
with low levels of BTC. Thus, rather than takingaalical step such as a transition to book-tax
alignment, increasing the level of scrutiny in #ieg of a low level of BTC may be sufficient for
regulators attempting to reduce corporate reportiafeasance.

In summary, an important practical implication oftiroresearch is that increased tax
enforcement may offset the primary cost of redu@iA@—increased tax reporting aggressiveness.
Thus, a combination of two regulatory approachesisttand control—seems to be complementary
in achieving higher quality earnings in the booksame hand, and in the tax reports on the other.
Our conclusion is supported by the recent litemtlinking behavioral theories to regulatory
policies. These recent studies have challengedvithe of trust and control as substitutes and
suggested the two may be applied simultaneouslyed@r, according to these studies, trust and
control in regulatory policies may even reinforaele other, by encouraging moral commitment
and a sense of civic responsibility among reguiaisee, e.g., Das and Teng, 1998; Mollering,

2005; Rupp and Williams, 2011; Weibel, 2007).

6. Concluding Remarks

This study provides insight into the debate onitipgact of the level of BTC on the incentives
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for and opportunities to manipulate book earnind/antaxable earnings, as well as on the trade-
off between the two. Our investigation takes plat@ unique setting where the level of BTC
declined due to the adoption of IFRS and the ur@ebdity of the new accounting rules by the
tax authorities, whereas the level of tax enforagmecreased. As such, our research should be
useful to tax and accounting policymakers in evihgaproposed tax and accounting reforms. In
particular, it should help them determine whethechsreforms will encourage or deter tax
avoidance and book earnings management. Spegffitalthe US, proposals for reforms include
the substantial transition from book-tax nonconfbymio full alignment between tax and
accounting rules on one hand and the increasexiertborcement laws on the other. We provide
evidence that tax avoidance declined after theedeerin BTC and the concomitant increase in tax
enforcement. We also find that book earnings mamagé and tax avoidance were not related
under the moderate level of BTC that existed iadsduring the pre-IFRS period as well as under
a significantly lower level of BTC that existedefthe adoption of IFRS. An important inference
from our study is that, rather than full book-tdigiament, increased tax enforcement should be the
focus of regulators in low-BTC countries attemptiogreduce corporate reporting malfeasance.
Moreover, rather than choosing one (strict) reguiagpproach to deal with two different types of

reporting manipulations, a combination of trust andtrol is shown to be more effective.

29



References

Atwood, T.J, Drake, M.S., Myers, J., and Myers, L.@®012), “Home country tax system
characteristics and corporate tax avoidance: Iatemal evidence“The Accounting Review
Vol. 87 No. 6, pp. 1831-1860.

Atwood, T.J., Drake, M.S. and Myers, L.A. (2010Bobk-tax conformity, earnings persistence
and the association between earnings and cash”fldasrnal of Accounting and Economijcs
Vol. 50 No. 1, pp. 111-125.

Avi-Yonah, R., 2010Testimony before the House Ways and Means Comilittiye2?2).

Badertscher, B., Phillips, J., Pincus, M., and R&q2009), “Earnings management strategies: To
conform or not to conformThe Accounting Reviewol. 84, pp. 63-98.

Ball, R., Robin, A., and Wu, J. (2003), “Incentivesrsus standards: Properties of accounting
income in four East Asian countriesflpurnal of Accounting and Economjégol. 36, pp. 235-
270.

Blaylock, B., Shevlin, T., and Wilson, R. (2012},dx avoidance, large positive temporary book-
tax differences and earnings persistengéét Accounting Revieviorthcoming.

Burgstahler, D.C,. and Eames, J.E. (2003), Earningeagement to avoid losses and earnings
decreases: Are analysts fooled@ntemporary Accounting Researdfol. 20 No 2, pp. 253-
294.

Chan, K., Lin, K., and Mo, P. (2010), “Will a depare from tax-based accounting encourage tax
noncompliance? Archival evidence from a transitemonomy®, Journal of Accounting and
Economicsyol. 50, pp. 58-73.

Chen, E., Gavious, I., and Haran, U. (20134&e Impact of the Degree of Book-Tax Conformity
on Financial Reporting Aggressiveness: A BehavidParspective.Working Paper, Ben
Gurion University.

Chen, E., Gavious, I., and Yosef, R. (2013bje relationship between the management of book
income and taxable income under a moderate levdbook-tax conformity”,Journal of
Accounting, Auditingnd FinanceVol. 28 No. 4, pp. 323-347.

Chen, S., Chen, X., Cheng, Q., and Shevlin, T. @0%re family firms more tax aggressive than
non-family firms?”Journal of Financial Economi¢¥/ol. 95, pp. 41-61.

Cloyd, B.C. (1995), “The effects of financial acotimg conformity on recommendations of tax
preparers“The Journal of American Taxation Associativiol. 17 No. 2, pp. 50-70.

Das, T. K., and Teng, B.-S. (1998), “Between tiarsdl control: Developing confidence in partner
cooperation in alliancesThe Academy of Management Revigal. 23 No. 3, pp. 491-512.
doi:10.2307/259291

Dechow, P., Ge, W., and Schrand, C. (2010), “UndaBng earnings quality: A review of the
proxies, their determinants and their consequendesairnal of Accounting and Economjcs
Vol. 50, pp. 344-401.

De Franco, G., Gavious, I., Jin, J., and Richard&B. (2011), “Do private company targets that
hire Big4 auditors receive higher proceed€®htemporary Accounting Reseay&fol. 28 No.

30



1, pp. 215-262.

Department of the Treasury (DOT). (201General Explanations of the Administrations Fiscal
Year 2012 Revenue Proposéiebruary).

Desai, M.A. (2003), “The divergence between boo#t tax income”, in J. M. Poterba (ed.ax
Policy and the Economy/ol. 17, MIT Press: Cambridge, MA, pp. 169-206.

Desai, M.A. (2005), “The degradation of reportedpooate profits”, Journal of Economic
Perspectivesyol. 19, pp. 171-192.

Desai, M.A. (2006)Reform alternatives for the corporate t&estimony before the U.S. House of
Representatives Committee on Ways and Means, Subittaa on Select Revenue Measures,
Corporate Tax Reform public hearing, Washington, D@y 9).

Desai, M.A., and Dharmapala, D. (2006), “Corpotateavoidance and high powered incentives”,
Journal of Financial Economic¥ol. 79, pp. 145-179.

Dyreng, S., Hanlon, M., and Maydew, E. (2008), “bemin corporate tax avoidanceThe
AccountingReview Vol. 83, pp. 61-82.

Erickson, M., Hanlon, M., and Maydew, E. (2004) 0t much will firms pay for earnings that do
not exist? Evidence of taxes paid on allegedlydudent earnings”The Accounting Review
Vol. 79 No. 2, pp. 387-408.

Frank, M.M., Lynch, L.J., and Rego, S.0O. (2009)aXTreporting aggressiveness and its relation to
aggressive financial reportingiThe Accounting Reviewol. 84 No. 2, pp. 467-496.

Geiger, M.A., North, D.S., and O'Connell, B.T. (8)0“The auditor-to-client revolving door and
earnings managementournal of Accounting, Auditing and Finandaéol. 20, pp. 1-26.

Graham, J., and Tucker, A. (2006), “Tax shelteid @rporate debt policy'Journal of Financial
EconomicsVol. 81, pp. 563-594.

Hali, L., Leuz, C., and Wysocki, P. (2010), “Glokedcounting convergence and the potential
adoption of IFRS by the U.S.: An analysis of ecommrnd policy factors”,Accounting
Horizon,Vol. 24 No. 3, pp. 567-588.

Hanlon, M. (2005), “The persistence and pricingafnings, accruals, and cash flows when firms
have large book-tax difference§he Accounting Reviewol. 80 No. 1, pp. 137-166.

Hanlon, M., and Heitzman, S. (2010), “A Review ak tresearch“Journal of Accounting and
Economicsyol. 50, pp. 127-178.

Hanlon, M., Krishnan, G., and Mills, L. (2009)p auditors use the information reflected in book-
tax differences®orking paper, MIT.

Hanlon, M., Laplante, S., and Shevlin, T. (2008 yitlence for the possible information loss of
conforming book income and taxable incom&jurnal of Law and Economic¥ol. 48, pp.
407-442.

Hanlon, M., Maydew, E., and Shevlin, T. (2008), “Amintended consequence of book-tax
conformity: A loss of earnings informativenesdturnal of Accounting and Economidgol.
46, pp. 294-311.

31



Hanlon, M., Mills, L., and Slemrod, J. (2007), “Aempirical examination of corporate
noncompliance®, Infaxing Corporate Income in the 21st Centuky J. Auerbach, J. R. Hines,
Jr., and J. Slemrod eds., Chapter 5, pp. 171-210.

Hanlon, M., and Shevlin, T. (2005), “Book-tax comfoty for corporate income: an introduction to
the issues“The National Bureau of Economic Research, Tax Palicd the Economyjol. 19,
pp. 101-134.

Hines, J. (2011)Testimony before the House Ways and Means Comitittige22).
Hulfbauer, G.C. (2011)[estimony before the House Ways and Means Comiiittse22).

Income Tax Ordinance Amendment No. 18Brael Income Tax Authority 2012.
http://oknesset.org/committee/meeting/5428/

ITA guidance No. 07/2010. http://ozar.mof.gov.kéa/docs/hor0710.pdf.

Joint Committee on Taxation (JTC) (200Byesent law and background relating to corporate ta
reform: Issues of conforming book and tax income aapital cost recoveryMay 8),
www.jtc.gov/, Publication JCX-16-06.

Jones, J. (1991), “Earnings management during impelief investigations®, Journal of
AccountingResearchVol. 29, pp. 193-228.

Jones, K., Krishnan, G., and Melendrez, K. (2008} models of discretionary accruals detect
actual cases of fraudulent and restated earnings?erpirical analysis”,Contemporary
Accounting Researciol. 25 No. 2, pp. 499-531.

Keener, B. (2011), Press Release: “Business Lea#nsSen. Levin to Support New Stop Tax
Haven Abuse Act Targeting $100 billion in Lost Reues Each Year From Offshore Tax
Dodges” (July 12). http://businessagainsttaxhawegs.

Kothari, S.P., Leone, A.J., and Wasley, C.E. (200Bgrformance matched discretionary accrual
measures“Journal of Accounting and Economiafol. 39, pp. 163-197.

Kvaal, E., and Nobes, C. 2012n the definition and measurement of book-tax camify,
Working Paper, University of London.

Lang, M., Lins, K.V., and Maffett, M. (2012), “Traparency, liquidity, and valuation:
International evidence'Journal of Accounting Researctiol. 50 No. 3, pp. 729-774.

Lisowsky, P. (2010), “Seeking shelter: empiricaitpdeling tax shelters using financial statement
information”, The Accounting Reviewol. 85 No. 5, pp. 1693-1720.

Manzon, G.B., and Plesko, G.A. (2002), “The relatioetween financial and tax reporting
measures of incomeTax Law Revieywol. 55, pp. 175-214.

Markelevich, A., Shaw, L., and Weihs, H. (2018) Analysis of the Impact of Conversion from
National Accounting Standards to International Ficéal Reporting Standards: The Case
of Israel Working paper, Suffolk University.

McGill, G., and Outslay, E. (2004), “Lost in traagbn: Detecting tax shelter activity in financial
statements“National Tax Journalyol. 57 No. 3, pp. 739-756.

McGuire, S.T., Omer, T.C., and Wang, D. (2012), XTavoidance: Does tax-specific industry
expertise make a differencePhe Accounting Reviewol. 87 No. 3, pp. 975-1003.

32



Mills, L.F. (1998), “Book-tax differences and Intal Revenue Service adjustment3durnal of
Accounting Researc¢iol. 36, pp. 343 - 356.

Mollering, G. (2005), “The trust/control duality: PA integrative perspective on positive
expectations of others” International Sociology Vol. 20 No. 3, pp. 283-305.
doi:10.1177/0268580905055478

Phillips, J., Pincus, M., and Rego, S. (2003), tiiags management: new evidence based on
deferred tax expenserhe Accounting Reviewol. 78, pp. 491-521.

Plesko, G.A. (2000), Evidence and theory on corgotax shelters, iProceedings of the Ninety-
Second Annual Conferenc@Vashington D.C.: National Tax Association — Tlastitute of
America), 367-371.

Plesko, G. (2006)lestimony before the Committee on Finaht&. Senate (June 13).

Plesko, G. (2007)Estimates of the Magnitude of Financial and Tax drepg Conflicts,
University of Connecticut School of Business.

Plesko, G.A., and Shumofsky, N. (2004), “Recongilcorporations’ book and taxable income,
1995 — 2001”,SOI Bulletin, Winter 2004-2005 (Washington DC: US Governmenttitrg
Office), pp. 103-108.

Rossotti, C. (2006)[estimony before the Senate Committee on Fin&egember 20, 2006.

Rupp, D., and Williams, C. (2011), “The efficacyrefgulation as a function of psychological fit:
Reexamining the hard law/soft law continuumheoretical Inquiries in Laywol. 12 No. 2,
pp. 581-602.

Schon, W. (2005), “The odd couple: A common futiarefinancial and tax accountingTax Law
Review Vol. 58 No. 2, pp. 111-148.

Shackelford, A.D., and Shevlin, T. (200Empirical Tax Research in Accountingorking paper,
University of North Carolina and NBER.

Shackelford, D. (2006)Testimony before the Subcommittee on Select ReWaasures of the
House Committee on Ways and Meéviay 9).

Sullivan, M. (1999), “Shelter fallout? Corporateéa down, profits up“Tax Notesyol. 84 No. 5,
(Aug 2), pp. 653-657.

US Department of the Treasury. (1999he problem of corporate tax shelters: discussion,
analysis and legislative proposald.S. Government Press, Washington, D.C.

Weibel, A. (2007), “Formal control and trustwortegs: Shall the twain never mee@ioup and
Organization ManagemenvVol. 32 No. 4, pp. 500-517. doi:10.1177/10596(@BPHB961

Weisbach, D.A. (2002), “Ten truths about tax shisftel'ax Law RevieyWol. 55, pp. 215 - 253.

Whitaker, C. (2005), “How to build a bridge: Elinating the book-tax gapThe Tax Lawyeryol.
59 No. 4, pp981-1020.

Whitaker, L. (2006), “Forecasting the resurgencetled U.S. economy in 2010: An expert
33



judgment approach’Socio-Economic Planning Scienc®®l. 44 No. 3, pp. 114-121.

Wilson, R. (2009), “An examination of corporate &helter participantsThe Accounting Review
Vol. 84, pp. 969-999.

34



TABLE 1: Descriptive statistics

This table provides descriptive statistics for esample of 508 Israeli public companies listed an Tl Aviv Stock
Exchange that have been fully compliant with IFR&e 2007. The sample includes 3,816 firm-year olzdm®ns.
Extreme values (top and bottom 1%) of continuougatbées are winsorized.

*x +* and * denote significance at the 1%, 5%dh0% (two-tailed) levels, respectively.

Variable Mean Median Std.

Dev.
Size 4.,230*** 4,178*** 2.047
Sales Growth 0.255*** 0.080*** 1.21:2
Leverag 0.348*** 0.343** 0.25¢
R&D intensity 0.068*** 0.000° 0.617
PTRO# -0.155*** 0.040** 1.36¢
NOL 0.394*** 0 0.48¢
OwnershipCo 0.643*** 0.716*** 0.24¢

Variable Definitions:

Sizeis the log of total assetSalesGrowths the percentage change in annual salegerageis the ratio of total debt
divided by total asset®R&D intensity is research and development expenditures dividedagged total assets
PTROAIs pre-tax incomeivided by lagged total asseMOL is an indicator variable that equdlsf net operating loss
carryforwards is greater than zero, and 0 otherv@dsenershipCoris the share ownership of managers, directors and

5% or greater beneficial owners.
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TABLE 2: Univariate analysis of the differencein tax reporting aggr essiveness between the pre-
and the post-l FRS periods

This table presents a univariate analysis of tififerdince between the means and the medians ofaguavoidance
measures in the pre- versus the post-IFRS per®B.is the discrepancy between the pre-tax book incantethe
taxable income deflated by lagged total assets.blexacome is calculated as per Hanédral. (2005).DTAXis Frank
et al's (2009) discretionary permanent differences megsstimated by the residuals from model (3) wierek-tax
permanent differences are regressed on nondistagyidtems known to cause permanent differencesefisas other
controls unrelated to tax avoidance activities.

*x +* and * denote significance at the 1%, 5%dh0% (two-tailed) levels, respectively.

BTD DTAX
Pre-IFRS
Mear 0.082 0.023
Mediar 0.00¢ 0.01¢
Std. Dev 0.53C 0.11-
No. of Obs 1,717 1,717
Post-IFRS
Mear -0.08¢ 0.007
Mediar 0.00(¢ 0.01¢
Std. Dev 0.53¢ 0.09¢
No. of Obs 2,09¢ 2,09¢
Difference
Mear -0.171%* -0.020***
Mediar -0.004*** -0.003**
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TABLE 3: Multivariate regression analyses of the impact of change in book-tax conformity
on reporting aggr essiveness

This table presents the results from regressingathébook) reporting aggressiveness measuresvanaexplanatory
variables, including an indicator variable for tHeRS period, and on our book (tax) reporting aggikemness
measures. Panel A presents results of estimatiegjfsgations of:

TaxAvoidMeasure s, + a; IFRS+ o, SRatet a3 Size+ a4 SalesGrowtht as PTROA+ ag Leverage

+ a7 R&D + ag NumAnalyst- ag NOL + a9 Forinc + a1 PMDA +¢

and Panel B presents results of estimating spatiifics of:
PMDA = a, + 05 TaxAvoidMeasure o, IFRS+ o3 Size+ a, SalesGrowtht o5 PTROA

+ ag Leveraget a; R&D + +ag NumAnalyst ag NOL + a3 Forinc + &.

TaxAvoidMeasurés eitherBTD or DTAXas defined in Table 2IFRSis an indicator variable that equals one for the
post-IFRS period, and zero otherwis@rinc is an indicator variable that equdlsf foreign income is not equal to
zero, and 0 otherwis&ize SalesGrowthPTROA Leverage R&D, NumAnalystand NOL are as defined in Table 1.
PMDA is performance-matched modified Jones model discrary accruals. Performance matching is as peha¢o

et al.(2005).”, ™, and” denote significance at the 1%, 5% and 10% (twiedyievels, respectively.

Pand A: Regressions of measur es of tax avoidance on IFRS, PMDA and other controls

Dependent Variable Dependent Variable

BTD DTAX
Intercept 0.044*+* 0.033***
IFRS -0.091*** -0.025***
SRate 0.061* 0.042
Size 0.007** 0.003**
SalesGrowth 0.001*+* 0.001**
PTROA 0.331%+* 0.110%**
Leverage 0.003 0.000
R&D -0.070 -0.057
NumAnalyst -0.195%** -0.136***
NOL -0.098*** -0.011
Forinc -0.005 0.006
PMDA -0.082 -0.016
Adj. R-squared 0.182 0.146
No. of Obs. 3,816 3,816
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TABLE 3: Continued

Pand B: Regressions of PMDA on | FRS, measures of tax avoidance and other controls

Independent Variable Independent Variable
Tax Avoidance=BTD Tax Avoidance=DTAX
Intercept 0.101*** 0.091***
TaxAvoidance 0.002 -0.005
IFRS -0.013*+* -0.012%+*
Size -0.039*** -0.024**
SalesGrowth 0.001*** 0.001*+*
PTROA 0.104*+* 0.124***
Leverage 0.000 0.000
R&D 0.519%+* 0.568***
NumAnalyst -0.106** -0.077**
NOL 0.004 0.006
Forinc 0.001 0.000
Adj. R-squared 0.154 0.157
No. of Obs. 3,816 3,816
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TABLE 4. Correlations between measures of book and tax reporting aggr essiveness

This table presents the Spearman (above the difgomhPearson (below the diagonal) correlationeéen the book
earnings management measurRMPA) and the tax avoidance measur83 D and DTAX. Panel A presents the
correlations for the entire sample period (prewadl as post-IFRS periods). Panel B shows the taiioms for the
pre-IFRS period, and Panel C shows the correlationshe post-IFRS perioBTD and DTAX are as defined in
Table 2.PMDA:is as defined in Tabl&.

*x +* and * denote significance at the 1%, 5%dh0% (two-tailed) levels, respectively.

Panel A: Pre- & post-lFRS periods

PMDA BTD DTAX
PMDA -0.08¢ 0.00¢
BTD 0.059** 0.267***
DTAX 0.043** 0.194***
Pand B: Pre-IFRS period

PMDA BTD DTAX
PMDA -0.08¢ -0.02¢
BTD 0.065** 0.624***
DTAX 0.073** 0.196***
Pand C: Post-IFRS period

PMDA BTD DTAX
PMDA -0.07¢ 0.09t
BTD 0.151*** 0.196**
DTAX 0.03i 0.114%**
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TABLE 5: Distribution of median values of book (tax) reporting aggr essiveness acr 0ss
quintiles of tax (book) reporting aggr essiveness

BTDandDTAXare as defined in Table PMDAIs as defined in Tabl&.

Panel A: Pre-lFRS period

Q1 Q2 Q3 Q4 Q5

PMDA _ BTD 0.011 0.01C -0.00f 0.00/ 0.00F
Quintiles DTAX 0.01f 001 001¢ 001 0.021

Q1 Q2 Q3 Q4 Q5
BTD PMDA 0.100 -0136 0.119 -0.111 -0.046
Quintiles

Q1 Q2 Q3 Q4 Q5
-0.112 0.153 -0.122 0.003 0.200

DTAX PMDA
Quintiles

Panel B: Post-IFRS period

Q1 Q2 Q3 Q4 Q5
PMDA BTD 0.00C -0.00z 0.00C 0.001 0.00(
Quintiles DTAX 0.01: 0.02¢ 0.01¢ 0.01¢ 0.017

Q1 Q2 Q3 Q4 Q5
-0.045 -0.117 0.017 -0.110 0.009

Q1 Q2 Q3 Q4 Q5
-0.040 -0.002 0.011 -0.118 -0.006

BTD PMDA
Quintiles

DTAX PMDA
Quintiles
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