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O iOverview
We investigate whether firms treat temporaryWe investigate whether firms treat temporary 
(or timing) book-tax differences and 
permanent book-tax differences as p
complements or substitutes in their tax 
planning

We investigate whether firms facing capital 
k t h diff t dil timarket pressure have a different predilection 

towards permanent book-tax differences as 
compared to private companiescompared to private companies



B k T DiffBook-Tax Differences
Temporary DifferencesTemporary Differences

Depreciation, bad debt expense
Affects taxable income and book income in the same 

t b t t diff t i t i tiamount but at different points in time
Does not affect the effective tax rate

Permanent Differences
Municipal bond interest, meals and entertainment 
disallowancedisallowance
Never affects either taxable income or book income
Affects the effective tax rate



P t TPermanent v. Temporary

This designation stems from FAS 109 whichThis designation stems from FAS 109, which 
governs the financial reporting of firms’ tax 
accrualsaccruals
Firms without public debt or equity, have little 
incentive to care about the character of theirincentive to care about the character of their 
book-tax difference
Permanent and temporary book taxPermanent and temporary book-tax 
differences both reduce cash outflows for 
taxestaxes



Eff ti T R tEffective Tax Rate
Temporary Difference Permanent Difference
$100 of bonus depreciation for tax 
purposes (will reduce financial stmt 
income over 10 yrs)

$100 municipal bond interest

Pre-Tax GAAP Income $1000

T bl I $900

Pre-Tax GAAP Income $1000

Taxable Income $900Taxable Income $900

GAAP Tax Expense $350

Current   $315

Taxable Income $900

GAAP Tax Expense $315

Current   $315$

Deferred     35

Net income $650

Deferred     0

Net income $685

Effective Tax Rate                 35%

($350/$1000)

Effective Tax Rate                 31.5%

($315/$1000)



C l t S b tit tComplements v. Substitutes
If firms aggressively pursue all income decreasingIf firms aggressively pursue all income-decreasing 
book-tax differences, then we expect a positive 
association between temporary and permanent p y p
book-tax differences

However, if firms undertake a finite amount of tax 
planning to manage their tax obligation to some 
“optional” amount then we expect that firms chooseoptional  amount, then we expect that firms choose 
between pursuing permanent versus temporary 
book-tax differences



O hi St tOwnership Structure
Public FirmsPublic Firms

Equity is publicly traded
Face earnings pressure potentially from debt and equity market

Private Firms
Equity is privately owned, Debt is private
Relatively low capital market pressureRelatively low capital market pressure

Quasi-Public Firms
E it if i t l d D bt i bli l dEquity if privately owned, Debt is publicly owned
Greater capital market pressure than Private firms but less than 
Public firms



C f i N C f iConforming v. Non-Conforming

If a firm undertakes a tax planningIf a firm undertakes a tax planning 
opportunity, then firm faces a choice as to 
how to treat the item for GAAP reportingp g

Conforming
Reduce GAAP income
No book-tax difference created  
Less likely for public companies

Non-ConformingNon Conforming
Do not reduce GAAP income
Book-tax difference created



Fi i l St t t Ri kFinancial Statement Risk
If public companies are aggressive taxIf public companies are aggressive tax 
planners, then they must record a loss 
contingency for the amount they anticipate g y y p
owing upon audit by the tax authorities

Creates financial statement risk because firms 
l th fi i l t t t b fit fmay lose the financial statement benefit of 

permanent differences and induce volatility into 
earningsg
Creates financial statement risk because firms 
must disclose the extent of its tax planning to the 
capital markets (FIN 48)capital markets (FIN 48)



P i Lit tPrior Literature
Mills (1998)Mills (1998)

Finds that with larger book-tax differences have greater audit 
adjustments
Not much evidence that the informativeness of book-taxNot much evidence that the informativeness of book tax 
differences varies by public v. private equity ownership 

Cloyd, Pratt and Stock (1996)
Firms were more likely to undergo conforming tax planning when y g g p g
conformity increased the likelihood of prevailing upon audit
Public firms were less likely to conform than private firms

Badertscher, Katz and Rego (2010), g ( )
Find that private-equity backed quasi-public firms are relatively 
more aggressive tax planners undertaking conforming and non-
conforming tax planning



R h Q tiResearch Questions

Do public firms have relatively more book taxDo public firms have relatively more book-tax 
differences than private firms?
D fi t t t d ti iDo firms treat permanent and timing 
differences as substitutes or complements?
D th b tit ti / l t itDoes the substitution/complementarity 
between permanent and temporary 
differences vary by ownership structure?differences vary by ownership structure?



S lSample
Firms Firm-yearsFirms Firm years

In IRS data 135,406 304,806

Less:  non C-Corporations 65,772 146,851

Less:  total assets less than $10 million 34,463 77,446

Less:  no M-3 Attached 977 2,805

Less: large foreign operations 2,140 7,271

Less: negative book income 7,681 20,300

Total in Sample 24,373 50,133

Public Quasi-Public Private

Firms 2,799 23 21,445

Firm Years 6,255 40 43,838



S l D i ti St ti tiSample Descriptive Statistics



Univariate Book-Tax 
Diff St ti tiDifference Statistics



More book-tax differences for 
bli fi ?public firms?



Multivariate Substitution v. 
C l tComplements



Multivariate Substitution v. 
C l tComplements



C l i (P li i )Conclusions (Preliminary)

Public firms have more temporary andPublic firms have more temporary and 
permanent book-tax differences, suggesting 
that they undergo less conforming taxthat they undergo less conforming tax 
planning
Firms treat temporary and permanentFirms treat temporary and permanent 
differences as substitutes
Weak evidence that capital market’s pressureWeak evidence that capital market s pressure 
alters the substitution between temporary and 
permanent differencespermanent differences



F t W kFuture Work

Consider the direction of the temporary andConsider the direction of the temporary and 
permanent book-tax differences
C id i ti i th b tit tiConsider variation in the substitution across 
relative aggressiveness of the book-tax 
differencesdifferences
Did FIN48 alter the proportion of permanent 
and temporary book tax differencesand temporary book-tax differences 
undertaken by public firms?
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During the break, please visit 
the SOI Booth in the Hubthe SOI Booth in the Hub 
Room. 
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