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Abstract: Our research breaks new ground by investigatingnfiral and tax reporting
manipulations in private versus public firms. Usowg access to non-public information,
including the documented tax returaad income tax assessments of Israeli firms that
engaged in tax avoidance activity, we find evidescggesting that taxable income
management is not related to book income managenwhtle our sample firms
understated earnings for tax purposes, theydisdverstate book earnings. Furthermore,
whether a firm is public or private has no effestimok earnings management or on tax
planning.Interestingly, we find thaBig4 auditors do not have a significant impact loa t
quality of reported earnings. Given that Big4 aoditare more identified with public
firms, our finding of no auditor effect may provideleast a partial explanation as to why
private and public firms do not differ in accoumfiand tax reporting manipulations.
Israel represents a unigue setting due to itsr@diate’ level of book-tax conformity—
higher than that in the US but lower than that urdpean countries such as the UK. As
such, the evidence that tax avoiding firms avoidkomcome management when the tax
rules are not fully aligned with the accountingesilimplies that managers do not
necessarily take advantage of the ability to marmagle book income and taxable income
at the same time, even if areas of nonconformityween accounting and tax rules allow
them to do so. Another important practical implicatof our findings is that the call in
the US for a substantial transition from book-taneonformity into full alignment to
reduce managers' opportunistic (reporting) behawiay be radical, as a diminution in
the divergence between the tax and the accountieg may suffice.

Keywords:earnings management; accruals, tax planning; tax shelters; tax avoidance; book-tax
differences; financial reporting manipulations; tax reporting manipulations.



The Relationship between the M anagement of Book I ncome and Taxable I ncome:
An Empirical Analysis of Private versus Public Firms

I. Introduction

In the past decade, revelations of high-profilecacting frauds and aggressive
tax planning involving large US firms such as Enratiowed by the criminal indictment
of Arthur Andersen (a Big 5 accounting firm at thimbhe), led to a drop in investors'
confidence in firms' financial reporting (e.g., Jat al. 2003; Rezaee 2004; Jain and
Rezaee, 2006). While the Securities and Exchangen@ssion (SEC) has focused its
attention on preventing accounting frauds, the Juea Department has focused on
detecting and prosecuting pervasive tax sheltavigc(tax evasion) (e.g., Frank et al.
2009).

Our research investigates financial manipulationfinancial statements, for tax
purposes and the relationship between the twoicBEly, we break new ground by
comparing these manipulations in private firms gmblic firms. Throughout the
analyses, we examine whether and how auditor ch@iigg! vs. Non-Bigd) affects the
manipulations in private firms, in public firms,dm private firms compared with public
firms. Private firms are a critically important asp of the economy. There is, however, a
dearth of knowledge about private firms, in genesad financial fraud in these firms in
particular, mainly due to the lack of access tdisieht information required to study

these firms (i.e., data about private firms isaailable in the pubic domain).

! We use “Big4 auditor” throughout the paper to referthe largest international accounting firms that
existed during our sample period of 1994 to 200iarRo 1998, there were Big 6 accounting firms jaeith
became the Big 5 in 1998 when Price Waterhouse edengith Coopers & Lybrand to form
PricewaterhouseCoopers. In 2002, after revelatimhsnassive accounting frauds conducted by firms
audited by the Arthur Andersen accounting firm (eEnron and Global Crossing), the Big 5 became the
Big4 when Arthur Andersen ceased to exist as aityent



The study takes advantage of a unique data set itlthides non-public
information on private as well as public compantbat the tax authorities have
determined have manipulated taxable income downwarligh tax planning that may
or may not be considered fraudulent tax evaéi®he non-public information includes
the private firms' financial statements, private aablic firms' tax returns as well as the
documented income tax assessments conducted lgxthauthorities for each firm. As
this data is not available to the public or foreash purposes, studies thus far have
compensated for the lack of essential informatigridzusing on public firms and using
the tax expenses and/or the differed taxes predantaheir financial statements to
estimate or project tax planning. Hence, theseietudsed proxies rather than the real
figures for tax planning, a compromise that mayehawsubstantial effect on the results
and the inferences drawn. Plesko (2007) finds exmideconsistent with the possibility
that the use of financial statement data to praxyakctual tax-related information may
bias the resultd McGill and Outslay (2004) detail the limitation§ wsing only financial
statements in detecting tax shelter activity.

Our access to this rare data provides us with gorpnity to conduct a variety of
univariate and multivariate analyses of the diffiees in the management of book
earnings reported to shareholders versus taxabhenga reported to the tax authorities,
in private firms versus public firms. The tests designed to account for differences
between private and public firms, as well as farraal drivers and factors affecting tax

planning. Measures of book earnings managementbased on prior literature and

2 Lisowsky (2010) explains that tax minimization daconceptualized as a continuum, from avoidance to
sheltering. Tax sheltering is the most severe fofrtax aggressiveness as it involves transactibasére
prohibited by the IRS.

3 According to Plesko (2007), "...many important cogiertax attributes cannot be inferred from publicly
available financial reporting information...".



include empirical measures (discretionary accro@asures based on the modified Jones
(1991) model as well as performance-matched abricaotauals based on Kothari et al.
(2005)) and non-empirical measures (non-operatauguals based on Givoly and Hayn
(2000) as well as total accruals). Measures optarning are based on actual data about
(1) book-tax differencesBID) calculated as the discrepancy between the pr&dak
income and the taxable income (before loss camdois) reported in the tax return, and
(2) additional taxable incomé\Tl), which is the discrepancy between the final téxab
income determined by the tax authorities and thealie income (after loss
carryforwards) reported by the firm in the tax ratuwhile in the literature thBTD is
considered to be a better measure of tax planhiag &lternative measures that are based
solely on data drawn from financial statements, oeeds to bear in mind that book-tax
gaps may be due to factors other than tax avoid@ddesai 2003; Desai and Dharmapala
2006, 2009; Plesko 2007). In contrast, #WH is adirect measure of the firm's tax
avoidance as determined by the tax authoritiegerfitm's final tax assessment. We refer
to theBTD and to theATl asex-ante andex-post measures of tax planning, respectively.
Our sample consists of 156 Israeli firms (101 pevand 55 public) that engaged
in tax avoidance activity at least one year dutimg time period of 1994 to 2007The
Israeli case is particularly interesting in the teom of tax reporting manipulations

because during the sample period it did not reptese extreme case of either a high

* Our sample period does not extend beyond 2007 &n2808 the accounting environment in Israel has
changes due to the adoption of IFRS. Prior to ttepton of IFRS, Israeli firms generally used teeakli
GAAP, which was mainly influenced by the accountiminciples generally accepted in the USA (US
GAAP). The Internal Revenue Service (IRS) in Isdidinot accept the use of IFRS for tax purposes@
formal approval to the use of two sets of accogntinies for reporting since 2008, one for book pegs
(IFRS) and the other for tax purposes (Israeli GAAPe immediate impact has been an increase inabk-

tax gap. In future research we seek to take adgantd this unique setting of a change in conformity
between book and tax reporting rules and assessagaesi behavior under different levels of book-tax
conformity in the same country.



degree of book-tax conformity (such as in the UKy a low degree of book-tax
conformity (such as in the US); rather, the IsraaBe combined, or fell between the two
approache$.In practice, accounting principles were employedétermine tax profits of
Israeli firms if the tax laws did not offer a spiecireatment for the specific ca&én the
US, there is an ongoing debate in the tax liteeaturd among policymakers regarding the
conformity between income measures for book andptaposes and its impact on the
quality of reported earnings (e.g., Guenther et197 and Hanlon et al2008. The
general notion is that nonconformity between finalhaccounting and tax rules enables
firms to manage book inconamd taxable income in the same reporting period, wdeere
under book-tax conformity firms make trade-offs vibetn their financial and tax
reporting decisions (e.g., Hanlon 2005; Plesko 2@adertscher et al. 2009; Frank et al.
2009). Over the past decade an increasing disphety developed between the two
systems, leading to calls in the US for mandatagkitax conformity in order to reduce
tax and accounting reporting aggressiveness (@egai, 2006; Frank et al., 2009; Atwood
et al., 2010). Israel, representing an intermediatee of book-tax conformity, offers an
opportunity to examine whether tax avoiding firm®id book income management even
when areas of nonconformity between accounting tardrules allow them to manage
both book income and taxable income at the same (gimce the tax rules are not fully

aligned with the accounting rules). In such a caseall for asubstantial transition from

® European countries in general have historically@aauch higher degree of book-tax conformity tHae t
US (see e.g., Harris et al. 1994).

®In practice, all else being equal, tB€D in Israel would fall between th&TD in the UK and that in the
us.

" The Supreme Court in Israel has determined thahewer the tax law is silent, the accounting rulegeh

the upper hand for any issue in disagreement WeHRS.



nonconformity into full alignment may be radicak a diminution in the divergence
between the tax and the accounting rules may suffic

Our study shows that in both private and publion§y taxable income
management is not related to book income managenwhtle our sample firms
understated earnings for tax purposes, theydidverstate book earnings. Furthermore,
we do not find a direct impact of the firm beingvate versus public (or vice versa) on
book earnings management or on tax planning. Widefind evidence that thBTD is
significantly larger for private firms than for pidbfirms, a multivariate analysis of the
firms' ATl indicates that after controlling for the impactfa€tors such as size, growth,
profitability and the identity of the auditor, tipact of private versus public &l is
insignificant. Hence, ouex-post measure of tax planning indicates that tax repgrti
aggressiveness, in effect, is mibtectly affected by the firm being private versus public,
implying that the differences in tH&TD between private and public firms do not reflect
tax avoidance activity.

The finding that private firms are no differentrigublic firms in tax and book
manipulations is interesting and somewhat surgyisiWhile both private and public
firms have motives for tax planning to reduce thg burden, the motives for book
earnings management are different since, comparguiblic firms, private firms have
significantly less demand for financial statemamfoimation by users in generdtor
example, in contrast to public firms, private firase not obligated to fulfill regulatory
and exchange requirements (e.g., filing prospestums®d financial statements), and
analysts and journalists are less likely to folland/or write reports about these firms.

Hence, on one hand, private firms are seemingly/nestivated to manage book earnings;



however, on the other hand, the accounting systémpsvate firms are more likely to be

primitive and internal controls as well as externabnitoring to be weaker (see De
Franco et al. 2008, 2011) implying that the quatifyearnings could be lower. Due to
opposing effects of factors related to the qualityeported book—as well as taxable—
earnings described in the article, we do not mageediction in the study with respect to
the differences in book earnings management andkaxning of private and public

firms.

Another intriguing finding of our study is with m@sct to the lack of auditor
effect. In our analyses, we do not find evidencat ttihe size or reputation of the
accounting firm has an impact on our book earninggagement and tax planning
measures, except f&Tl. At the outset, larger and more reputable accogrirms are
able to provide their clients with more sophistthtevasive techniques for earnings
management—for book as well as for tax purposessé ltechniques may make it more
difficult for the authorities and other stakehokleto uncover the manipulations.
Alternatively, these reputable auditors may choéseconstrain aggressive and/or
opportunistic financial reporting in order to reduthe risk of litigation and to protect
their brand name reputation (e.g., Becker, DeFdraimbalvo and Subramanyam 1998;
Khurana and Raman 2004). Our results imply that Biggd auditors in our sample
avoided book earnings management. Moreover, weotldimd a direct impact of Big4
auditors onBTD. On the other hand, we find a significant positigationship between
the size of the audit firm anliTl implying either that Big4 auditors were involvedtax
planning or that they were not but the tax assesgoen dealing with the tax reports of a

Big4 auditee, is at the outset, more suspiciousxotheltering activity and this suspicion



affects the assessment, resulting in highBEis. Given that in our sample, 85 percent of
the public firm-years were audited by a Big4 auditompared with 44 percent of the

private firm-years, the finding of no auditor effemay provide at least a partial

explanation as to why the differences in book eaysiquality between private and public
firms were not robust. This may also provide a fbdesexplanation for the counter-

intuitive finding that theBTD is lower for public firms.

Finally, the findings of our study indicate that magers do not necessarily take
advantage of the ability to manage both book incame taxable income at the same
time, even if areas of nonconformity between actiogrand tax rules allow them to do
so. While Frank et al. (2009) show that under btaoknonconformity in the US there is
a significant positive relationship between taxomipg aggressiveness and financial
reporting aggressiveness, our results imply th#t wilower degree of nonconformity—
such as in Israel—managers' behavior changes @abig. It seems that managers
consider the book-tax trade-offs not only when btak alignment compels them to
decide which earnings measure to manage, but etaen vax rules are not fully aligned
with the accounting rules. This conclusion is cstesit with the general expectation that
a 'smart' manager will refrain from biasing taxaibleome downwards and book income
upwards at the same year, as a large gap betwednaoa taxable income is bound to
draw the attention of the tax authority.

The research contributes to the existing literaiar@ number of dimensions.
First, the rare data used in the analyses adds wakee to the information documented in
this empirical paper. To the best of our knowledge pther academic study thus far has

had access to such a data set. Second, this suthe ifirst to extend the analysis to



private firms. As noted earlier, private firms aaecritically important aspect of the
economy representing a fairly similar portion o thusiness activity as do public firms
in the modern capital markets. Our research wilbbeirect relevance to investors and
other users of financial statements, auditors, nitrel analysts, tax authorities and
regulators. All of these parties are interestedhm detection of firms' motives for and
engagement in earnings manipulation. For example mbke informed decisions,
investors in public firms as well as investors rivate firms are presumably interested in
whether accounting aggressiveness implies thatfitimealso engages in aggressive tax
reporting, and vice versa. In addition, the SEC #ma& IRS need this information to
evaluate whether additional costs should be indastémproving the quality of earnings
reports and preventing the loss of tax revenuespectively. Moreover, investors, the
SEC and the IRS are interested in whether, andhtat wxtent, Big4 auditors have an
impact on the degree of financial and/or tax rapgraggressiveness, particularly given
that private (public) firms are less (more) likely be audited by Big4 auditors.
Regulators and accounting standard setters areestéel in the extent to which
nonconformity between accounting and tax rulescégfenanagers' decisions with respect
to managing earnings in both financial and tax rep@oncomitantly. Finally, the
potential improvement in our knowledge about thiféedénces between private firms and
public firms is of importance in general, and wiélspect to issues of earnings quality and
the relationship between financial and tax repgréiggressiveness in particular.

Our paper proceeds as follows. Section 2 revievws pesearch and develops our

hypotheses. Section 3 describes our sample. Segtidiscusses our research methods
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and results for each of the three research queastiwhile Section 5 summarizes and

concludes.

I1. Prior Research and Hypotheses Devel opment

In the first phase of the study we focus on bookiiegs management. We
investigate the existence and extent of book egsnimanagement in private versus
public firms that were found by the tax authoritieshave managed their taxable income
downward. Private firms differ from public firms B number of dimensions. One clear
difference between private and public firms ishe tiquidity of the firms' shares, given
the (in)ability to trade shares of public (privatgjns on an exchange. As private firms
are not listed on an exchange, they are not ol fulfill the regulatory and exchange
requirements of public companies. Furthermore, gbeiv firms undergo minimal
monitoring by outsiders (e.g., analysts and joustg)l Seemingly, as private firms'
financial information is 'private’, they have lessentive to manipulate this information.
However, there are contrasting effects for thisvgmy which potentially reduce the
quality of private firms' earnings. First, privdtams are less likely to face sanctions or
publicly disclosed investigations by exchangesegutatory agencies (e.g., SEC) if they
report incorrect or misleading information. Secomdyate firms’ accounting systems are
more likely to be primitive and internal controtslie weaker (see De Franco et al. 2008).
Third, private firms are less likely than publienfis to be audited by a Big4 auditor. The
auditing literature has documented the role ofdamgdit firms in enhancing the quality
of book earnings (e.g., Francis et al. 1999; Kharand Raman 2004). For example,

Francis et al. (1999) show that firms audited bgea audit firms have smaller amounts
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of estimated abnormal accruéls. main incentive for large audit firms to providigher
quality audits is to reduce the risk of litigatiand to protect their brand name reputation
(DeAngelo 1981; Becker et al. 1998; De Frartoal. 2011)? The one study that
thoroughly examined the question of the effect igdBauditors orprivate firms is that of
De Franco et al. (2011). According to De Fraetal.,.private firms are less likely to
engage a Big4 auditor, so the quality of externahioring will be lower for private
firms. They document that choosing a Big4 auditas  substantial effect on the sale
proceeds of the controlling interests of private filgs. Nonetheless, they find only
modest evidence that Big4 auditors constrain incoraeeasing accruals.

Fourth, in addition to being audited by less rebletauditors, private firms are also
generally less leveraged than public firms. Therditure indicates that financial leverage
can also serve as a proxy for earnings qualityt aaptures creditors’ demand for high-
guality and conservative financial information. @iters may monitor the firm and its
accrual process, reducing information asymmetres laading to firms reporting high-
guality and conservative earnings (e.g., Fama 18&5lin and Loeys 1988; Khan and
Watts 2007). Thus, if private firms have less leger than public firms, the quality of
external monitoring is once again expected to lweetofor private firms. In contrast,
private firms, who sell shares privately througivate placements to avoid the costs of
going public, my have to tolerate large exterr@reholders who monitor them too

closely (e.g., Pagano and Roell, 1998).

8 Consistent with these findings, other studies Hawmd that firms audited by larger audit firms have
lower cost of debt (Mansi, Maxwell, and Miller 2Q@2ittman and Fortin 2004) and higher initial retur
after equity issuances (Willenborg 1999).

® Clarkson and Simunic (1994) argue that large afiiits will avoid companies with higher risk cash
flows (i.e., lower quality earnings). Indeed, Khosaand Raman (2004) show that larger audit firnes ar
associated with a lowex ante cost of equity capital.
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Given the opposing affects of different factorsatetl to the quality of reported
earnings, we do not make a prediction regarding difterences in book earnings
management in private versus public firms. Pardidy)] our sample firms operated in an
environment where the tax and the accounting systeere not fully aligned but nor
diverged strongly. In such a setting, it is difficto predict managers' tax and financial
reporting choices. This studyiter alia, aims to shed light on this issue.

In the second phase of the study, we examine whetheé how tax planning in
private firms differs from that in public firms. Bo private and public firms seek to
reduce their tax burden. However, given the strattdifferences between these firms,
their considerations about tax planning and thiarggies employed to minimize the tax
burden are expected to differ. First, as privatensi do not publish their financial
statements, they face less trade-off in their deessabout financial and tax reporting.
That is, a private firm will be less constrainedmanaging book earnings downward to
minimize taxes (e.g., Ball and Shivakumar 2005)cdntrast, Mills and Newberry (2001)
indicate that private firms will more likely conforbook and tax rules, reducing the size
of the BTD for a given tax position, whereas public firms édgher non-tax costs and
thus report higheBTDs. Second, in comparison to private firms, pullim$ are larger
with structures and transactions that are more t@gnd sophisticated (e.g., using legal
structures outside the country). At the outsetgiteater complexity and sophistication of
public firms is expected to make it harder for the assessor to detect tax manipulations
than the simpler manipulations conducted by priviates. Prior studies have shown that
tax shelter utilization is positively related teetBize and profitability of a company, as

well as the presence of subsidiaries located in haxens, foreign-source income,
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litigation losses, the use of promoters (supplierarketers and financiers of tax shelters)
and inconsistent book-tax treatment (Wilson 2008pwsky 2010)° All of these factors
are more pronounced in public firms than in priviates. Furthermore, public firms are
generally consulted by larger and more reputabtewding firms; however, the impact
of auditors on tax reporting aggressiveness is exglicit. On the one hand, Big4
auditors are able to provide more sophisticatedriiggies for tax evasion and have more
tools and resources to justify the tax reportshefrtauditees to tax and legal authorities.
On the other hand, there is the consideration abmeputable auditors to reduce the risk
of litigation and to protect their brand name repon. What is more, auditors'
considerations may be affected by the degree dt-tepoconformity. Van Tendeloo and
Vanstraelen (2008) indicate that differences initaguaality between Big4 and Non-Big4
auditors exist only in countries with a high degodébook-tax conformity, such as the
case of the UK. According to Van Tendeloo and Via®ten, when the tax law is in
conformity with accounting principles financial ®ments are scrutinized more by the
tax authorities; in this setting Big4 auditors hareincentive to provide higher quality
audits in order to reduce the possibility that aditfailure will be detected,. However,
for private UK firms, Van Tendeloo (2008) found tivafirms audited by a Big4 auditor,
the tax burden was lower, implying that Big4 auditdid assist their clients in reducing
the tax burden more than did smaller audit firms.

The discussion above leads us to believe thatewid expect that both private
and public firms have a motive to reduce the tasdén, the difference in tax planning

between private and public firms is, in effect, tetpctable. Our hypothesis (in alternate

Rego (2003) reports evidence suggesting that thée suf international operations leads to more tax
avoidance opportunities, resulting in lower GAAPHST Lisowsky (2010) further shows that tax shelter
likelihood is negatively related to leverage. Wadfconsistent results.

14



form) is thus,

H1: Ceteris paribus, the book-tax difference (BTD) is positive in private firms as well
asin public firms.

TheBTD is the discrepancy between the pre-tax book incangethe taxable income
(before loss carryforwards) reported in the taxumet A positive BTD implies an
understatement of earnings for tax purposes. Rtimdies have indicated that tB&D
captures elements of tax avoidance. For examplésowi(2009) finds that thBTD is
greater for firms that were caught using tax sheftehan for a matched sample of
firms that were not caught. Lisowsky (2010) findsteong positive relation between tax
shelter usage and tot&TD (see also Wilson 2009), but no significant assamiati
between tax shelter usage and either discretioparynanentBTD or long-run cash
effective tax rates—other proxies for tax avoidansed in prior research. Desai (2003)
indicates the increasir§TD over the 1990s as evidence of aggressive taxtiregor

While studies have shown thBTD is associated with tax avoidance, book-tax gaps
may be due to factors other than tax avoidancst,kir countries where the tax rules are
not fully aligned with the accounting ruléd8TD would be different than zero due to the
fact that, while some aspects of reporting maydaatical under both reporting systems
(e.g., cash sales with no right of return), othems disparate (e.g., non-qualified stock
options; see Plesko 200%7).Furthermore, BTD may also reflect book earnings

management (i.e. overstatement of book incomeDssai and Dharmapala 2009). Desai

1 Tax shelter firms in the studies of Wilson (2008jaham and Tucker (2006) and others generallygefer
to firms that the government has accused of takesfrgg (i.e., firms involved in tax shelter casgainst
the US government) or firms that were served byl with a Notice of Deficiency related to an ghe

tax shelter (see also, Frank et al. 2009).

2Another example olegitimate book-tax gaps is the divergence betviberbook income and the taxable
income that results from tax laws that are aimednaburaging firms to increase their capital innesits
(Capital Investment Encouragement Law), for exanpieugh accelerated depreciation.
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(2003) finds that only half ofBTDs are explained by their known, measurable
determinants (international operations, stock g@iand depreciation accounting) and
suggests that the unexplained portion is thereforesistent with tax sheltering activity.
Thus, in addition t&TD, which we refer to as owax ante measure for tax planning, we
also use arex post measure—the Additional Taxable Incon#eTl) determined for the
firms by the tax authorities. In comparison to thieely usedBTD, ATI is a direct and
substantially more accurate measure of tax plan@isgf captures the final amount of tax
avoidance as determined by the authorities follgném assessment of the firm's tax
reports. Thus farATl has not been used in studies of tax reporting pegations due to
the lack of availability of this information.

Prior research argues that firms with a lagjED will face greater scrutiny from
regulators (e.g., Cloyd 1995; Mills 1998; Badertscht al. 2009). Hence, if tH&ID is
larger, then a stricter audit by the tax authasitigay lead to a high&Tl. As we do not
make a prediction about the differences betweeraiand public firms with regard to
BTD, we refrain from making a prediction about thefediénces inATl based on this
conjecture.

In the third phase of the study, we explore thati@hship between book earnings
management and tax planning in private firms alam@ublic firms alone, and in private
firms versus public firms. The relationship betwestounting principles and tax laws
plays an important role in a firm’s financial arak reporting. On one hand, under a high
degree of book-tax conformity, corporate taxes caieulated based on book earnings.
Such a situation could, in effect, create incerstif@@ managing earnings downwards to

reduce tax payments (e.g., Ball et al. 2003). Stiéwkl and Shevlin (2001) review
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empirical tax research in accounttiglocumenting that, given the trade-offs firms face
in their decisions about financial and tax repgiithey generally choose between
reporting lower taxable income to the tax authesitr higher earnings to shareholders.
For that matter, as stated above, the trade-oféds severe for private firms if they
manage book earnings downward to minimize taxes, (Ball and Shivakumar 2005).
On the other hand, when there is an increasing -teolgap, a firm is able to manage
taxable income (downward) without impacting bookn@as (e.g., Weisbach 2002;
McGill and Outslay 2004). Other studies suggestt tthee discretion available in
accounting principles allows book earnings managenwithout affecting taxable
income (e.g., Phillips et al. 2003; Hanlon 2005ptably, if firms with a largeBTD face
greater scrutiny from regulators (e.g., Cloyd 198H]|s 1998; Badertscher et al. 2009)
and auditors (e.g., Hanlon and Krishnan 2006), thegy choose to avoid being
aggressive in both financial and tax reporting leg same time even under book-tax
nonconformity (see also Frank et al. 2009). Notstehding, Frank et al. (2009)
document a strong positive relationship betweerresgive book earnings management
(manipulating income upward) and aggressive taxontg (manipulating taxable
income downward) for US firms. Frank et al.'s resalre consistent with Desai (2005),
who provides systematic evidence that financialorepg and tax reporting have
degraded in quality due to the dual reporting syste

We point out that our study differs from the recstutdy of Frank et al.' (2009) in
a number of ways. First, Frank et al. use proxias tdx reporting aggressiveness,

whereas we use the actl&Ds as well as the finaTl determined by the tax authority

13 An additional studythat reviews tax research is that of Hanlon andzr®n (2010) who, in addition to
tax research in accounting, also review tax re$ei@reconomics and finance "to the extent that related
to or is affected by research in accounting"”.
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for each firm-year. Second, our analyses use alsaofdirms actually accused by the
tax authorities of having understated earningsd®revasion, while Frank et al.'s analysis
is based on a sample of firms whose measures oéfeiting aggressivenegsedict that
they engaged in tax sheltering activity. Notablyarik et al.'s proxies for tax reporting
aggressiveness were constructed based on an analysirelatively small sample of 25
firms (78 firm-years) identified by Graham and Teck2006) as engaging in tax shelter
transactions? Our sample of firms accused by the authoritiesrfavoidance is larger,
consisting of 313 firm-year observations. Third, wge Israeli firms, whereas Frank et al.
used US firms. Naturally, these firms operate tlifeerent environment, in markets that
differ in size, regulations, business culture, dWoreover, the level of book-tax
conformity during the sample period is higher ira&d compared with the US.

Overall, the literature provides mixed evidence uaba company’s ability or
motivation to engage in aggressive tax (financi@porting in concomitance with
aggressive financial (tax) reporting. Notably, wdh intermediate degree of book-tax
conformity, it is even more difficult to form a phetion with respect to the relationships

between financial and tax reporting manipulations.

I1l. Data

The study takes advantage of rare data obtainedh feample of 156 Israeli
firms—55 publi¢® and 101 private—that the tax authorities deterchined manipulated
their taxable income downwattrough tax planning that may or may not be considle

fraudulent tax evasion. Specifically, for all firpthe final taxable income as per the tax

! Frank et al. (2009) choose their proxies for taporéing aggressiveness based on an analysis thassh
which measures best predict tax shelter activity.
5 The public firms are traded on the Tel Aviv Stdbichange.
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assessor was higher than the taxable income repoytthe firms in their tax returns. We
point out that each public (private) firm in ourngzle remained public (private)
throughout the entire sample period (i.e., firmsmbd "switch" between the two sub-
samples). In all, we obtain a sample of 469 firmrgethat manipulated taxable income
downwardat least one year during the time period of 1992087° We lose 156 firm-
year observations when, consistent with prior gsidive scale our earnings management
measures by lagged total assets, resulting in 838 private and 157 public) firm-years
with sufficient data necessary for our analysesthiemmore, consistent with earnings
management literature, our database does not mdindncial and utility firms that are
"subject to more complex earnings-management in@ntdue to regulation or other
factors" (Burgstahler and Eames 2003). To mitigate effect of extreme values, we
winsorize extreme observations for all variablesp (and bottom 1%)We winsorize
outliers instead of deleting them to conserve dEt. results do not change qualitatively
when outliers are deleted.

We manually collected information from the firmgdncial statements, their tax
returns and the documented income tax assessrhantse obtained from the firms' files
at the tax authorities. Given that the focus of study is on firms that were found by the
authorities to have understated their taxable iregome acknowledge that the results may
not be generalized to the broader population. Wthén point out that a data set for a
study that is based on cases of firms identifiedbagccused of, tax avoidance is, at the
outset, relatively small (for example, the samplé&Sraham and Tucker, 2006 consisted
of 43 public firms,including utilities and financial services firms; the samplietax

shelter firms in Frank et al., 2009 that was basedGraham and Tucker's data set

'8 firms generally manipualted their taxable income downward for two to three consecutive years The.
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consisted of 25 public firms only). Hence, our skemgize is fairly large, particularly
given lIsrael's relatively small market. Finally, stated, Israel represents an interesting
case in terms of its tax and accounting environmfitile some countries tend to align
tax profits with book profits and others seek tokedax profits diverge from book
profits, Israel combines or falls in between the tapproaches. As for the accounting
environment in Israel during the sample periodl$o represents a combination of the
US and the international standards; unless US GA&dbeen employed,International
Accounting Standards were applicable.

Table 1 contains descriptive statistics for our glgnof private and public firms. The
two samples differ in a number of ways. As expectied private firms are much smaller
than the public firms in all financial measuresr E@ample, the median total assets of
private (public) firms is 21 (375.9) million NISeir median sales is 23.6 (234.2) million
NIS and their mediaBBITDA is 1.8 (28.6) million NIS? In comparison to private firms,
public firms have better growth prospects and h@arformed better. The median private
(public) sales growth, measured as the percenthgage in annual sales, is 8 (10)
percent. Private firms' profitability as measurgdpofit Margin, ROA andROE is lower
[9 (12), 8 (9) and 12 (16) percent, respectiveBrjvate firms also generally demonstrate
innate characteristics associated with lower egmiguality and weaker external
monitoring. For example, private firms are smallaye lower financial leverage and are
less likely to be audited by a Big4 auditor. Thediaa private (public) firms’ leverage is
10 (16) percent of total assets. In addition, 48) (Bercent of private (public) firms,

respectively, are audited by a Big4 auditor. Medveorking capital (scaled by total

" During the sample periodsraeli GAAP was mainly influenced by the accougtprinciples generally
accepted in the USA.
18 During the sample period, FX rate was in the rasfg®to 3.8 new Israel shekels (NIS) per $1 US.
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assets) for private (public) firms is 0.10 (0.1®hich suggests that private firms have
less liquidity. The differences between the privéitens and the public firms are

significant at the 1% level.

Insert Table 1 about Here

V. Research M ethods and Results

In the three subsections that follow, we presenttesis followed by a discussion
of the results.
Book Earnings Management

Tests. We seek to establish the existence (or non-exisjewnc differences
between private and public firms with regard to bearnings management. We employ
two empirical and two non-empirical measures usethé literature to proxy for book
earnings management. These measures include (&)ebimary Accruals based on the
modified Jones (1991) modglR) Performance-Matched Abnormal Accruals based on
Kothari et al. (2005); (3) Total Accruals; and (Mpn-Operating Accruals based on
Givoly and Hayn (2000). Hereafter these measuesamed for shoA, PMA, TA and
NOA, respectively.The measures are calculated for the public andpthate firms
separately.

The discretionary accruals component of reportechiegs is proxied by
unexpected accounting accruals identified by theelyi applied modified Jones (1991)
model:

TA, =a; + B *(AREV,, —AAR ) + B, * GPPE;, +¢ (1)
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whereTA is total accruals 4REV is the change in revenues from the previous \4 &R
is the change in accounts receivable, &RPE is gross fixed assets. Each variable,
including the intercept, is deflated by beginnirfgyear total assets. The residual in this
model ¢) is the measure of unexpected — discretionarycruats (ouDA). We estimate
the regression by industry and fiscal yEa@s private firms are not obligated to prepare
a statement of cash flows, and most of our priates chose not to, rather than
calculating total accruals as net income minus dasVs from operations, we employ an
alternative calculation used in prior studies (€bgchow et al. 1995; Raman and Shahrur
2008):

TA= ACA, — ACL, — ACash, + ASTD, — Dep, (2)
where ACA is the change in current assefsCL is the change in current liabilities,
ACash is the change in cash and cash equivalex@8D is the change in debt included
in current liabilities andDep is depreciation.

We estimate our second measure of earnings managePMA, by adding a
proxy for performance — return on assd®A) — as an independent variable in the
modified Jones model. This approach is in keepintp Wothari et al. (2005), and
consistent with other prior studies (e.g., Ramah @nahrur 2008}° Kothari et al. (2005)
explain that earnings management is related tofieniormance and therefore the impact

of performance on accruals should be accounted wben estimating abnormal

19 The sample firms were classified into four indwestribased on the industry classification of thadlsr
Securities Authority: Trading and Services, Redhtes High-Technology Industries, and Low-Technglog
Industries.

% Additional independent variables used in previdusligs to augment the modified Jones model include
book-to market ratio and cash flows from operati¢eg., Larcker and Richardson 2004). Both of these
variables are unavailable for our sample of priVates.
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(discretionary) accruals. The residual in this aegted Jones model is the measure of
abnormal earnings management as per Kothari%t al.

Previous studies (e.g., Geiger et al. 2005; Kotekal. 2005) also advocate the use
of non-empirical measures in addition to the disorary accruals to address empirical
concerns regarding the Jones model. The non-erabirieasures that we employ di&
(see also, e.g., Jones et al. 2008; De Franco 20h1) andNOA (e.g., Geiger et al. 2005;
Gavious 2009). Based on Givoly and Hayn (2008)A are calculated as net income
plus depreciation and amortization, minus cash slés@m operations, minus operating
accruals. Again, given that cash flows from operatiare unavailable for the private
firms in our sample, we use EqQ. (2) to compute inebme minus cash flows from
operations. Operating accruals are definec4%ccounts Receivables 4Inventories +
APrepaid Expenses 4 Accounts Payable 4 Taxes Payable. To control for size effects,
we scaleTA andNOA by beginning-of-year total assets, consistent withscaling of the
modified Jones modelNOA consist primarily of such items as losses and el
provisions, asset write-downs, gains/losses ons#ie of assets, restructuring charges,
accrual and capitalization of expenses, the efiechanges in estimates, and deferrals of
revenue and their subsequent recognition (Givolg Bdayn 2000). Given thalOA
include items that are under the discretion of rgan#ent (in terms of timing and/or
estimation of recorded amounts), they are useddwate whether firms actively engage
in earnings manipulation.

We first examine univariate differences betweengig firms and public firms in

each of our four earnings management measuresufgesnent the univariate analysis

2L According to Kothari et al. (2005), "Firms classifias having abnormally high or low levels of eaggi
management are those that manage more than woeixbleeted given their level of performance”.
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with a multivariate analysis that controls for a@drdrivers such as size, growth and
profitability, given the differences between prizind public firms shown in Table 1.

Specifically, we pool private and public firms amdjress each of the four accrual metrics
on size, ROA (excluded when using the performaneéched accrual measure), sales
growth, leverage, and auditor’s size and reputafion

(3) Accrual Measure = o, + a; Public + o, Sze + 03 SalesGrowth + o, ROA + o5 Leverage
+ o g BigdAuditor+ ¢.
Public is an indicator variable that equals one if thenfis public and zero

otherwise.Sze is the log of total assetS&alesGrowth is the percentage of change in
annual salesROA is EBITDA divided by total assets, anaverage is the ratio of total
liabilities less current liabilities to total assdBig4Auditor equals one if the auditor is a
Big4 audit firm and zero otherwise; represents the direct effect on accrual quality of
the firm being public rather than private, aftentrolling for other accrual drivers.
Insert Table 2 about Here

Results. Panel A of Table 2 presents the univariate diffees between our
private and public firm samples in measures of baaknings management. Both
empirical measures BA and PMA — are not significantly different from zero foreth
private as well as the public firm sampfésA comparison between the two groups of
firms shows no difference between the mean andréeian ofDA and PMA. On the

other hand, both non-empirical measure3A-and NOA — present evidence of less-

22 pdditional variables that create incentives for b@arnings management include: growth opportunities
(proxied by market-to-book ratio), pressure fronii-sile analysts (proxied by the number of analysts
covering the firm), changes in cash flows from @tiens and achieving certain earnings thresholds, (e
that the firm's actual earnings are higher thanntleglian analysts’ forecasts) (see, Frank et al9R0fe

do not control for these earnings management ineenariables because they are not viable for peiva
firms.

% Frank et al. (2009) explain that the empirical nuees of earnings management generally hover near
zero because they are residuals of cross-sectiegiassions.
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negative accruals for private firms than for pubfims?* Specifically, the mean
(median)TA for private and public firms are -1.3 (-1.9) ardd6- (-2.2) percent of total
assets, respectively. The mean (medMOA for private and public firms are -0.7 (-1.3)
and -2.5 (-2.7) percent of total assets, respdygtinotably, TA as well asdNOA for the
private firms is insignificant, but for the publitms, both the mean and the median are
significantly negative. Nonetheless, the differenbetween private and public firms are
statistically significant only for the medidNOA.

The inconsistency between the results obtaineddarempirical measures versus
empirical measures is supported by prior studiest ttaised concerns about the
discretionary accrual measures, advocating theofisen-empirical measures in addition
to the empirical measures (e.g., Geiger et al. 20@b Kothari et al. 2005; Jones et al.
2008). Jones et al. (2008) conduct a comprehersraduation of “"the ability of the
popular discretionary accruals models to deteaeext cases of earnings management”.
They find that discretionary accrual measures havéncremental contribution beyond

total accruals—"a low-cost alternative to discresicy accruals"—in detecting earnings

' De Franco et al. (2011) provide evidence of lesgative accruals (both total and abnormal) foratev
versus public acquisition targets. Erickson and gv&t999) also find that abnormal accruals are not
significantly positive for public targets.
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managemerft Notably, like us, Jones et al. do not use a rangample, but focus
instead on actual cases of fraudulent earningst=fo

Panel B of Table 2 presents the results from thétivauate analysis of the
differences between the private and public firmshi@ four accrual measures (columns
(2) to (4)). The coefficients on the controls facaial drivers are significant, except for
the Big4 auditor indicator, and with the expectéghs consistent with the directions
documented in prior researthFor each one of the four regressions, the coefftcon
Big4Auditor is negative as expected but, as stated, insignificsee also, De Franco et al.
2011). In other words, after controlling for othescrual drivers, the impact of a Big4
auditor on accrual quality is insignificant. Thesuéts also suggest that, after controlling
for other accrual drivers, there is no differenoeabnormal, total and non-operating
accruals across the private and public firms. Toeffrcients on the public dummy of -
0.064, -0.023, -0.078 and -0.013 are not reliabffeeent from zero. This finding that
private and public firms do not differ in earninggenagement may be related to Big4

auditors—who generally audit public firms—not hayia significant impact on earnings

% Jones et al. (2008) find that only accrual estioragrrors, estimated from cross-sectional models of
changes in working capital on past, present andréutash flows (Dechow and Dichev 2002), and the
McNichols (2002) modification of Dechow and Dich€002) have incremental explanatory power over
total accruals for both smaller and larger fraudtilevents. Our sample is comparable to the smaller
fraudulent events in Jones et al.'s study. Duentvailability of information on operating cash flamour
private firm sample, we were unable to employ Declamd Dichev's and McNichols' models of accrual
estimation errorsWe contend that our results are not due to thempeaibility of the Jones (1991) model
with a sample of Israeli firms, as the conclusiohdones et al. (2008) and others were based amals

of US firms.

% Jones et al. (2008) focused on book earnings mamameand hence they used a sample of firms that
were charged by the SEC with having committed frlayidverstating earnings.

27 We do not form expectations with respect to the sigd significance of the coefficient on leverage.
Leverage may have a bi-directional impact on a'§irability or motivation to manage earnings. On one
hand, a leveraged firm may be motivated to manageiregs upwards if it wishes to appear solvent for
current as well as future or potential debtorsoamanage earnings downwards if it is in finandiagtress
and seeks to relax debt constraints. On the otdued,hcreditors may be monitoring the firm and gsraal
process. If the management expects that the creditdl want to transact with firms that have high-
quality, conservative earnings, all else being Edha motivation is to avoid earnings management.
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management. Additional opposing effects of interaald external firm monitoring
described in Section 2 may also explain why, evahtuprivate and public firms do not
differ in the quality of their reported book eargi

In all, we find no evidence of income-increasingnagement (i.e., earnings
overstatement, which is the most common type ohiegs fraud (e.g., Jones et al.,
2008)) in either group of firms. A possible implicen of the findings presented in this
subsection is that earnings manipulation for tasppses is not related to book earnings
manipulation. The tax authorities had determined #tl of our sample firms understated
their earnings for tax purposes. At the same timeyever, and using the same audftdrs
they seem to have reported their book earningedordance with accepted accounting
principles, or even more conservatively (partidyléine public firms). Given that the tax
rules in Israel are not fully aligned with the agnting rules, managers were not
compelled to entirely avoid managing book earningsvards in order to reduce tax
payments. We investigate this issue further infdflewing subsections.
Tax planning

Tests. We explore the differences between private andipdiboms with regard
to BTD andATI using univariate as well as multivariate testsghi multivariate models
we include independent variables that are expeteaffect tax planning. Following
previous studies (e.g., Graham and Tucker 200&cBI2007; Frank et al. 2009), we
control for the effect of profitability, size, thresence of loss carryforwards, leverage

andbook earnings management (the level as well asigmeof the accruals measure) in

2 For all of our sample firms, the auditors of tivafcial statements were also the ones preparmgath
returns. During the sample period, there was dgbamiplementation of SOX in Israel. Implementatioh
the requirement that tax-consulting services beasdpd from auditing services (that is, the firauslitor
cannot provide tax consulting) was first implemelrite 2008.
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the regressions. We addigd4Auditor and SalesGrowth as additional explanatory
variables, and control for industry and year fpbeftects. For theATl regression, we
also addBTD. As prior research argues that firms with laBJ®s face greater scrutiny
from regulatorsATlI may be positively correlated wiBirD.

(4) BTD = a,+ ay Public+ a, Sze + o3 SalesGrowth + a4, ROA + asLeverage + agTA
+ a7 TAsign + ag LossCarryforwards + ag BigdAuditor + ¢.
(5) ATI= @4+ 0y Public +a, Sze + az SalesGrowth + o, ROA + 05 Leverage + agTA
+ a7 TAsign + og LossCarryforwards + 0g BTD + a9 BigdAuditor + ¢.
TAsign is an indicator variable that equals one if t@atruals are positive and zero

otherwise. Our results are robust to the use adratlicrual measures as wéllAll other
variables are as defined in regression model @}hEvariable, including the intercept, is
scaled by lagged total assets.
Insert Table 3 about Here

Results. Panel A of Table3 presents the results from the univariate teBTD is, as
expected, highly significantly positive for bothiate and public firms (mean (median)
11.7 (4.3) percent and 5.1 (4.3) percent of tosslets, respectively). Furthermothe
meanBTD is significantly larger for private firms. We poiout that the proportion of
private firms with a positiv8TD (72%) is similar to that in public firms (73%).

The results from the multivariate analysisBIfD are reported in Panel B of Table
3, column (1). All coefficients are significant et for the coefficients oA and
Big4Auditor. Specifically, the coefficients offize, SalesGrowth, ROA and Leverage

(0.013, 0.012, 0.682 and -0.209 respectively) iai¢chaBTD is positively related to the

firm's size, growth and profitability, and negatiweelated to its financial leverage.

2 We useTA in the model because, based on the results tmusfaell as on prior research, we believe
that total accruals serve a$ least as good a measure for earnings management as etigrical
measures.
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Hanlon (2005), and Lev and Nissim (2004) provideidence thatBTDs are
systematically related to earnings growth and egspersistence. The negative relation
with leverage is also supported by previous findisgowing that tax shelter firms are
less leveraged than their control sample (e.g.h&mand Tucker 2006; Frank et al.
2009; Wilson 2009; Lisowsky 2010). A possible exylion for the negative relation is
that tax sheltering and debt have a substitutidecefas both vehicles result in lower
taxable income. The coefficient drossCarryforwards is negative (-0.065), indicating
that larger offset losses reduce the need or maivédor tax avoidance, as these losses
are deducted from the annual pre-tax book incomenwdalculating the taxable income.
The coefficient on the sign (size) ®A is (in)significantly positive, implying that firms
with positive accruals have largBfDs compared with firms with negative accruals. We
explore the relationship between the two typesashiags manipulations further in the
next subsection. Finally, consistent with the fimgh from the univariate analysis, after
controlling for the other factors affecting tBID, we find thatBTD is significantly
lower for public firms than for private firms (-0/8,p < 0.05). In the previous subsection
we found some evidence for more conservatism inrtb@me statements of public firms,
compared with private firms. If the book earninggoblic firms are more conservative,
then the starting point for calculating taxes imte of pre-tax book earnings is lower.
Therefore, the motivation for aggressive tax malaifion to reduce the tax burden is
reduced. We do not find evidence for a direct eftddBigdAuditor on BTD, which may
provide an additional explanation for the countguitive finding of a loweBTD for
public firms. It may also suggest that the differerbetween private and public firms
with regard toBTD does not necessarily reflect more aggressive lExnmg activity by

private firms. We gain further support for thisarénce in the following analysis Afll.
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We now move to analyzing the differences in eupost measure of tax planning
— ATI. The results from the univariate tests presemtdeanel A of Table 3 indicate that
ATl is larger for private firms than for public firmepnsistent with the findings for our
ex-ante measure of tax plannin@TD. Specifically, the mean (mediaAJl for private
firms is 3.5 (1.5) percent of total assets, whiegublic firms it is 1.9 (0.8) percent. The
differences are significant at the 1% level. Onsgilde explanation for this finding is
that private firms conduct more aggressive tax lamin their tax returns, resulting in
larger additional income required by the tax autles. Another possible explanation is
that private firms conduct less sophisticated tenmping, making it easier for the tax
authorities to uncover evidence of tax evasion. dfleeless, after controlling for other
factors potentially affecting the level &I, the difference between private and public
firms with regard toATl becomes insignificant. The results from the maltiate model,
presented in Panel B of Table 3, also show ATatis negatively related to the firm's size,
and positively related to its growth and profitélil Furthermore, ATl is positively
related toLossCarryforwards andBTD. A possible explanation for the positive relation
with LossCarryforwards is that firms may offset losses that are not aliduo be offset
as per the tax rules. The positive relation VBID is expected given th&TD captures
tax avoidance. It may also be explained by theteigtscrutiny applied by the tax
authorities to largeBTD firms as shown in prior research. Lastly, we fewidence for a
significantly positive relation betweeill andBig4Auditor. In fact, is seems that only
the ATl is affected by the identity of the firm's auditof$is impact of Big4 auditors on

ATI implies that regardless of whether Big4 auditoesennvolved in the tax planning,
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the tax assessor dealing with the tax reports Bigd auditee is, at the outset, more
suspicious of tax sheltering activity. This suspicieads to higheATls.

The results in this subsection indicate that evesugh theBTD is larger for
private firms than for public firms, after contialy for key factors such as size, growth,
profitability, the existence of loss carryforwaraisd the identity of the auditor, tiAg|
that is determined for private firms in their fitak assessment is no different than that of
public firms>® As per theATl, tax reporting aggressiveness is not directlycaéfe by the
firm being private rather than public or vice versaplying that the differences between
private and public firms with regard to tB&D may not reflect tax-avoidance activity.
The Relationship between Book Earnings Management and Tax Planning

Tests. One of the inferences from regression models () ) is that book
earnings management is not significantly relatethxoplanning. The results presented in
Table 3 show that, after controlling for incentivédsr book earnings and tax
manipulations, total accruals are not related tbeeiBTD or ATIl. The results remain
gualitatively similar when we replac€A with the other proxies for book earnings
management. To further validate this finding, welere the relationship between book
earnings management and tax planning in additios@als, consistent with Frank et al.
(2009). Initially, we compute the correlations beém our book earnings management
and tax planning measures. Second, we examine #utam values of book earnings
management (tax planning) by quintile of our taanpling (book earnings management)

measures. Third, we examine the frequency of faer®ss each quintile combination of

30 with respect to the finding thaTl is not directly affected by the firm being privatersus public, note
that the tax authorities in Israel have been dzitid for the way they handle the task of assestrg
reports. Specifically, the tax authorities wereticded for allocating a limited amount of time for
examining a firm’s reports, an amount of time thaés not always take into consideration the conifyiex
of the inspection, or of the specific business igmttansactions (e.g, Yitzhaki and Vakneen 1989).
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a measure of book earnings management and a meafstae planning. The tests are
conducted for private firms and public firms sepeisa
Insert Table 4 about Here

Results. Table 4 shows th&pearman correlations between our book earnings
management and tax planning measufasshown in the table, the correlations between
each of the book earnings management measuresaahdg&the tax planning measures
are statistically insignificant, for private as Wa$ for public firms. We note that the book
earnings management measures are highly positbeghglated amongst themselves (all
pairs are above 0.p,< 1%, for the private as well as for the publimpée). The two tax
planning measure®TD andATI, are also significantly positively correlated @03for
private and 0.179 for public firmp,< 1%).

Insert Table 5 about Here

Table 5 shows the median values for our non-englirmeasures of book
earnings managemefA andNOA) by quintile of tax planning measurd3TD andATl)
and vice versa. The results reported in Panel Aarprivate firms, and those reported in
Panel B are for public firms. We do not find eviderfor a consistent pattern in the
behavior of book earnings management by quintile®fplanning measures, nor do we
find a pattern of the behavior of tax planning byingile of earnings management
measures. Finally and consistently, we examine ftequency of firms across each
quintile combination ofTA&BTD, TA&ATI, NOA&BTD and NOA&ATI and do not
identify any pattern that could indicate a relatioetween book and taxable income
management either for private or for public firmst@bulated). We repeat all of the

analyses usinBA andPMA and obtain consistent inferences.
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We conclude that tax planning is not related tokbearnings management. This
finding is of particular importance given that srdel, areas of book-tax nonconformity
offer an opportunity for managers to easily managek income upward while managing
taxable income downward. Given that they have woedso, the implication is that even
though the tax authorities may have found thantheagement 'played with the numbers'
for one purpose, such as to reduce their tax bum@®s should not automatically suspect
that the company has a tendency to engage in flenidfinancial reporting in general.
Moreover, private firms do not differ from publigrhs in this regard. Finally, another
important practical implication of our finding idat full alignment between tax and
accounting rules is not a compulsory conditionnf@nagers to reduce their opportunistic
(reporting) behavior. A diminution in the divergenbetween the tax and the accounting

rules in countries with large book-tax nonconfognsitich as the US may suffice.

V. Conclusions

This study is motivated by the revelations of massaccounting frauds and
aggressive tax planning during the past decadéhdgrowing book-tax gap, and by the
gap in the literature with respect to the relatiopsbetween financial and tax
manipulations irprivate companies in particular.

The growing gap between the income reported toesladders and the income
reported to the tax authorities may indicate tHatfirms are more aggressive in their
financial reporting or (2) firms are more aggressiv their tax reporting or (3) both. Our
study shows that in Israel, the manipulation ofatd® income during the sample period

was not related to that of book income. Firms tihat tax authorities determined had
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understated their earnings to avoid taxes dad overstate their book earnings.
Furthermore, a comparison between private and @tibins indicates that private firms
do not seem to be significantly different from gabiirms in the quality of reported book
earnings or in tax planning. We find modest evidenoplying a tendency opublic
firms to beless aggressive than private firms in financial and taporting. Another
surprising evidence in this study shows that Bigdi@rs, who are more ‘'identified" with
public firms, in effect do not have a significamhgact on the quality of reported
earnings.

Our research should be useful to legislators, etgtd and investors, as it
presents evidence that managers of private asasedf public firms do not necessarily
take advantage of the ability to manage both bowlome and taxable income in the
same reporting period, even if areas of nonconfgrimeétween accounting and tax rules
allow them to do so. This finding implies that mgees consider the book-tax trade-offs
not just when book-tax conformity compels them tosd. Further, the results are useful
to investors and academics, because it contridatesir knowledge about financial and
tax reporting aggressiveness, using private infaonafrom public and private firms,
which is generally unavailable to investors or aeskers. Our research should also be
useful to financial statement users in general et ag to regulators in assessing auditors'
involvement in financial and tax manipulations. Buan assessment is particularly
essential following the revelations of financiahsdals in large corporations audited by
large accounting firms and the enaction of SOX.

Given our access to information oeal BTDs andATls, in future research we intend

to examine the efficiency of various alternativeaswes of tax avoidance (e.&ETR)
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suggested in the literature to compensate for dlok bf the actuaBTD and ATl data.
Furthermore, in future research we also intend X¥ploge the change occurred in the
degree of book-tax conformity in Israel in 2008ldaling the adoption of IFRS (which
was not accepted by the IRS in Israel) and its chpa manager's reporting behavior. The
growing gap between financial and taxable income lea researchers to call for an
examination of the impact of ehange in book-tax conformity in a particular country
(rather than differences in book-tax conformiigtween countries). In examining what
would happen in the US if book-tax conformity weadopted, Atwood et al. (2010)
indicate that the ideal research design cannot rbplagred because the US has not
switched from a book-tax conformity system to atesysof nonconformity or vice versa.
They suggest that this question can be examinedioml setting in whicltonformity has

changedlsrael meets this criterion.
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Table 1: Descriptive Statistics

Privatefirms Public firms Difference
Variable Std. Std. Std.
Mean Median  Dev. Mean Median Dev. Mean Median Dev.

Unscaled Variables

Cash & Cash Equivalents 335 051  10.69 199.37 3867 58669
Current Assets 3400 1208 5880 627.90 185.00 141001
Long Term Liabilities 17.64 238  62.33 468.04 56.39 1,01865
Total Assets 69.04 20.98 21658 1,678.03 375.90 3,706.65
Book Value Equity 1525 450 2949 427.72 13740 767.38
Total Sales 51.97 23.62 79.30 853.64 23420 1,356.42
Depreciation & Amortization  3.03 0.50 2499 49.04 521 13250 7 b b
Operating Margin 4.94 1.34 1093 107.25 1895 233.00 b x
Pretax Income 3.95 0.99 949  108.76 13.47 42343 7
Reported Taxable Income 244 063 1030 96.61  10.58 420.52
Final Taxable Income 315 094 1065 103.76 12.65 423.96  **
Net Income 3.09 070 717 8464 954 38206 o o
EBITDA 6.49 179 2340 166.00 28.60 48400
Scaled & Indicator

Variables

SalesGrowth% 0.48  0.08 1.96 0.65 0.10 5.90 *
ProfitMargin 0.20 0.09 0.69 0.28 0.2 1.05 * * *
ROA 0.08 0.08 0.16 0.18 0.09 0.47
ROE 0.05  0.12 1.90 0.08 0.16 1.62
WorkingCapital 0.12  0.10 0.80 0.17 0.15 0.31
Leverage 021 010 026 0.23 0.16 0.21
Big4Auditor 0.44 0 050 085 1 0.36 i o e

Notes:

This table provides descriptive statistics for sample of 111 private and 55 public firms for treans

1994-2007, resulting in 313 (156 private and 15@lipy firm-year observations. Extreme values (topl a
bottom 1%) of continuous variables are winsorizAdterisks indicate that the private firms’ value is

significantly different than the corresponding palfirms’ value.
™ Significant at the 0.01 level (two-tailed).
” Significant at the 0.05 level (two-tailed).

" Significant at the 0.1 level (two-tailed).
We use d-test to test for differences in means and the d¥ibn test to test for differences in medians.

Variable Definitions

All financial statement data is measured in millidiS. (During the sample period, FX rate was in the
range of 3 to 3.8 NIS per $1 UJet Income is net income before extraordinary iterBBITDA is earnings
before interest, taxes and depreciation and anatidiz. SalesGrowth% is the percentage change in the
annual salesProfitMargin is EBITDA divided byTotal Sales. ROA is EBITDA divided byTotal Assets.
ROE is income before extraordinary items dividedBmpk Value Equity. Working Capital is current assets
minus current liabilities, divided byotal Assets. Leverage is the ratio of total liabilities less current
liabilities to total asset®ig4Auditor equals one if the auditor is a Big4 audit firm aedo otherwise.
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TABLE 2
Analysis of Book Earnings M anagement

This table presents an analysis of the differerete/éen private and public firms in earnings manaygm
metrics. Panel A compares the mean and mediansafadionary accrualéDA), performance-matched
abnormal accrualsPMA), total accrualsTA), and non-operating accrual@A) for private firms with
those for public firms. Panel B presents the resoiitregressing these four earnings managementunesas
on selected explanatory variables. We estimatewsispecifications of:

Accrual Measure = o, + a4 Public + o, Sze + a3 SalesGrowth% + o4 ROA + os Leverage

+ 0 BigdAuditor+ «.

Kkk kk

,”", and” denote significance at the 1%, 5% and 10% (twledjievels, respectively.

Panel A: Univariate Analysis

DA PMA TA NOA
(1) (2) (3) (4)
Public Firms
Mean -0.001 -0.000 -0.048** -0.025%**
Median 0.020 0.007 -0.022** -0.027***
No. of Obs. 157 157 157 157
Private Firms
Mean 0.000 -0.002 -0.013 -0.007
Median 0.020 0.023 -0.019 -0.013
No. of Obs. 156 156 156 156
Difference
Mean -0.001 0.002 -0.033 -0.018
(t-statistic) (-0.021) (0.061) (-1.407) (-0.932)
Median 0.000 -0.016 -0.003 -0.014**
(z-statistic) (0.232) (0.808) (1.000) (2.185)
No. of Obs. 313 313 313 313
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TABLE 2 (Continued)
Analysis of Book Earnings M anagement

Panel B: Multivariate Analysis

Predicted DA PMA TA NOA
Sign (1) (2) 3) 4
I nter cept 0.344* 0.299* 0.099 0.047
Public - -0.064 -0.023 -0.078 -0.013
Sze - -0.029** -0.018 -0.015* -0.009*
SalesGrowth% + 0.027** 0.026*** 0.014** 0.014**
ROA + 1.072** 0.772%+* 0.138**
Leverage -[+ 0.305*** 0.161* 0.632%* 0.016
Big4 Auditor - -0.025 -0.015 -0.060 -0.021
R-squared 0.403 0.270 0.237 0.153
No. of Obs. 313 313 313 313

Variable Definitions

DA is abnormal accruals derived from the modified edomodel, whilePMA is derived from the
performance-matched modified Jones modlalis total accruals measured as the change in cusesets,
minus the change in current liabilities, minus thenge in cash and cash equivalents, plus the ehang
debt included in current liabilities, minus depegiwn, scaled by lagged total ass&®A is non-operating
accruals based on Givoly and Hayn (200R)blic is an indicator variable that equals one if thenfis
public and zero otherwis&ze is the log of total assetSalesGrowth% is the percentage change in annual
salesROA is EBITDA divided by total assetteverage is the ratio of total liabilities less currentbitities

to total assetBigdAuditor equals one if the auditor is a Big4 audit firm aedo otherwise.
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TABLE 3
Analysisof Tax Planning

This table presents an analysis of the differeratevéen private and public firms in tax planningn&aA
of Table 3 compares the mean and median of the Baakncome DifferenceBTD) and of the Additional
Taxable IncomeATl) in private and public firms, both scaled by lagidetal assets. Panel B presents the
results of regressing these tax planning measureselected explanatory variables. We estimate wario
specifications of:

BTD = 0o+ a; Public + ay, Sze + o3 SalesGrowth% + a4, ROA + asLeverage + agTA

+ a;TAsign + ag LossCarryforwards + ag BigdAuditor + &.
ATl = a, + a4 Public + a, Sze + ag SalesGrowth% + o4 ROA + o5 Leverage + agTA

+ a7 TAsign + og LossCarryforwards + og BTD + a9 Big4Auditor + ¢.

Hkk Kk

,”, and” denote significance at the 1%, 5% and 10% (twledhievels, respectively.

Panel A: Univariate Analysis

BTD ATI
1) (2
Public Firms
Mean 0.05] %** 0.019***
Median 0.043 %% 0.008***
No. of Obs. 157 157
Private Firms
Mean 0.1 17%** 0.035***
Median 0.043 %% 0.015***
No. of Obs. 156 156
Difference
Mean -0.066*** -0.016***
(t-statistic) (-2.67) (-2.68)
Median 0.000 -0.007***
(z-statistic) (1.328) (-12.68)
No. of Obs. 313 313
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TABLE 3 (Continued)
Analysisof Tax Planning

Panel B: Multivariate Analysis

Predicted BTD ATI
Sign 1) (2)
Inter cept -0.206* 0.138***
Public ? -0.074** 0.008
Sze ? 0.013* -0.007***
SalesGrowth% + 0.012%+ 0.002%**
ROA + 0.682%** 0.063**+
Leverage - -0.209*** -0.012
TA + 0.019 0.034
TAsign + 0.046** -0.002
LossCarryforwards - -0.065*** 0.161*
BTD + 0.073*
Big4 Auditor ? 0.012 0.014%
R-squared 0.587 0.406
No. of Obs. 313 313

Variable Definitions

BTD is calculated as the discrepancy between thegxrédok income and the taxable income (before loss
carryforwards) reported in the tax retuATl is the Additional Taxable Income determined farsth firms
by the tax authorities. Public is an indicator variable that equals one if thenfiis public and zero
otherwise.Sze is the log of total assetSalesGrowth% is the percentage change in annual s&€s\ is
EBITDA divided by total assetteverage is the ratio of total liabilities less currentbifities to total assets.
TA is total accruals measured as the change in cueissets, minus the change in current liabilitiegus
the change in cash and cash equivalents, plushaege in debt included in current liabilities, nmsnu
depreciation, scaled by lagged total assBAsign is an indicator variable that equals one if tetetruals
are positive and zero otherwismssCarryforwardsis net operating losses that can be offset agirable
income.Big4Auditor equals one if the auditor is a Big4 audit firm aedo otherwise.
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TABLE 4
Correlations between M easures of Book Ear nings M anagement and Tax Planning

The table presents the Spearman correlations betaugemeasures of book earnings management and tax
planning. The variables are as defined in Tables®3.

*****

Private Firms Public Firms
BTD ATI BTD ATI
DA 0.079 0.081 0.097 -0.014
PMA -0.027 -0.044 0.013 0.005
TA -0.074 -0.049 0.124 -0.082
NOA 0.023 0.031 -0.017 0.030
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TABLES
Distribution of Median Values of Book Earnings M anagement (Tax Planning)
across Quintiles of Tax Planning (Book Ear nings M anagement)

BTD, ATI, TA and NOA are as defined in Tables 2 and

Pandl A: Private Firms

Q1 Q2 Q3 Q4 Q5
BTD TA -0.057 0.023 -0.019 -0.024 0.002
Quintiles | NOA -0.048 -0.006 -0.019 -0.023 0.002
ATI TA -0.034 -0.020 -0.012 0.025 -0.030
Quintiles | NOA -0.014 -0.008 -0.004 -0.019 -0.019
TA BTD 0.048 0.020 0.057 0.026 0.054
Quintiles | ATI 0.018 0.013 0.009 0.014 0.019
NOA BTD 0.035 0.123 0.050 0.039 0.146
Quintiles | ATI 0.015 0.012 0.011 0.008 0.012
Panel B: Public Firms

Q1 Q2 Q3 Q4 Q5
BTD TA -0.040 -.0148 -0.006 -0.049 -0.029
Quintiles | NOA -0.038 -0.024 -0.015 -0.031 -0.028
ATI TA -0.022 -0.045 0.001 -0.061 -0.009
Quintiles | NOA -0.027 -0.032 -0.027 -0.018 -0.028
TA BTD 0.009 0.068 0.034 0.058 0.031
Quintiles | ATI 0.008 0.008 0.006 0.006 0.012
NOA BTD 0.041 0.059 0.056 0.043 0.021
Quintiles | ATI 0.008 0.006 0.013 0.006 0.009
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