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This study Investigates the gap between financial accounting lncome and
taxable ncome (ie.book-tax difference) and the value relevance of corporate
taxable incom e I providing nform ation on the quality of reported eamings
forM alaysian listed firm s during the tax years 2000 t© 2004 . The large gap
between the financial accounting ncom e and taxable ncom e resulting from
tax planning activities is reflected In fivm s’ effective tax rates ETRS), a proxy
for fim s’ actual tax burdens. Thus, lower ETR s indicate high tax planning
activitiesundertaken by the sam ple firm s, and vice-versa for firm sw ith higher
ETRs.This study uses a tax-based eamings quality ndicator, that is, the ratio
ofaftertax taxable lncom e to reported ncome ATTI) to nvestigate the quality
of corporate eamings.

The study provides em pirical evidence that fivm s report higher financial
acoounting ncom e to shareholdersand low er taxable incom e to tax authorities
during the years 2000 t 2004 . The significantand positive relation statistical
results between firm s’ affertax taxable ncome ATTI) and market value of
equity provided Indicate the value relevance of taxable ncome as both an
eamings quality Indicator and a perform ance m easure. Thus, the empirical
results suggest mvestors appear t© fully comprehend the quality-related
form ation I taxable ncom e. This study concludes that first, tax planning
actvities contrdbute to a large gap betw een financial accounting ncom e and
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taxable ncome; and second, axable ncom e contamns usefiil inform ation on
the quality of reported eamings.

K eyw ords: Tax Planning, Accounting ncome, Taxable lncome, Eamings
Quality,M alaysia, E flective Tax Rates

htroduction

The expanding divergence betw een the financial acoounting incom e and taxable
Tnoom e (ie.book-tax difference) has attracted m uch attention In recentyears
M anzon and Plesko, 2002 ;M 1lls,N ew berry and Trautm an, 2002 ;D esai, 2003 ;
Hanlon and Shevln,2005) .These studieshave ndicated a grow ng gap betw een
financialaccounting ncom e and taxable noom e since 1990 . Priorstudieshave
also exam ned gap betw een financialaccounting ncom e and taxable ncom e In
addressing a num berof acocounting issues, such as, tax planning M anzon and
Plesko,2002;D esai, 2003 ;Plesko, 2004 ;R chaya,N orA zam and Barpyai,2008),
the quality of reported eamings Hanlon, 2003) and eamngs m anagem ent
(Phillips, PIncusand R ego, 2003 ;R chaya, N or'A zam and Zanariah,2007).

Literature has also revealed that large gap betw een incom e reported t©
chareholders and ncom e reported t© tax authorites as a sym ptom of the
deterioration of eamingsquality (such asLev andN issin ,2002 ; Frank, Lynch
and Rego, 2004; Desai, 2005; Hanlon and Shevln, 2005). O ther studies
docum ented the in portance of taxable lncom e asa benchm ark of the quality of
reported eamings M illsetal., 2002).This is follow ing the high-profile cagesof
failure of reported eamings to reflecteconom ic reality in cases such asEnron,
Tyco,W orldoom and X erox . Tn these cases, mvestors overlooked the in portant
Indicatorof eamnngs quality, that is, texable ncom e w hen assessing the firm s’
perform ance LevandN issin ,2002;D esai2005) .Forexam ple, Enron did not
pay Incom e taxes for severalyears priorto bankmiptey in 2001, butatthe sam e
tin e reported high eamings H anlon,2005).

Tn addition, financial analysts and tax regulators have docum ented an
ncrease I tax planning activites (Oraggressive tax reporting) , and concurent
ncrease In corpomte accounting scandal (Or aggressive financial reporting)
Frank et al., 2004). The underlying assum ption In preparing the financial
statem ents is that m anagers exercise discretion to m anage the financial
acocounting incom e upw ard w ithout iIncreasing the texable mcome M ills and
N ew berry, 2001) .Thus, these activities w illgenerate large difference betw een
financialaccounting incom e and taxable incom e.Thisstudy isbased MM alaysi,
w here the gap betw een financial accounting lncom e and tax ncom e isdeterm ned
by the divergence of fit g’ effective tax rates ETR s) friom the satutory or
official tax rate — w hich is fixed by the govermm entat28% during the tax years
2000 t© 2004 . Previous studies have m easured ETR s as the 1atio of the firm s’
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Thoom e tax expense (ethercunrentortotaltex expense) to pre-tax ncom e (such
asGuptaand N ew berry, 1997 ;R chaya etal., 2008) .Thus,a low erfim ‘SETR (ie.
ETR below the satutory tax rate 0f 28% ) Indicatesa large gap betw een financial
acocounting ncom e and taxable incom e w hich suggests high tax planning
activitiesundertaken by the firm s.

This study exam ines the extent of divergence of the financial acocounting
Tncom e from the taxable noom e bock-tax differences) during tax years 2000 t©
2004 where firm s’ are subjected to cunentyearand self-assesam enttex system ),
and furtherexam nes the value relevance of taxable haom e as eamings qualityy
Ihdicatorand perform ancem easure. This study usesabook -tax differencem odel
and a price eamings m odel adapted fiom Lev and N issin  2002), to exam ne
w hetherthem arketvalue of equity reflectdifferences n investors’ expectations
on rEported eamings based on the rato of aftertax taxable mcome ATTI) o
eamngs, that is, eamings quality indicator. Thus, a positive r=lation betw een
aftertax taxable ncom e ATTI) and fim s'm arketvalie ofequity ndicatestaxable
Thcom e can provide usefiil nfom ation aboutthe quality of reported eamings.

The curnrent study uses fim -level financial data to m easure the book -tax
difference and the value relevance of taxable Tncom e for294 publicly-traded
firm s 1470 £im “years) from the years2000 t© 2004 .D ue to the confidentiality of
actualtaxable ncom edata, a firm ‘staxable Tnoom e isestin ated using a current
tax expense as reported n a fimm ‘s financial statem ents. The data is analyzed
using a pooled cross-sectional ordinary least squares regressions m odel. For
bustess of the results, the sam ple is also analyzed using a fixed effects
goecification. The study further classifies the sam ple Iito two sub-sam ples,
that is, Jow ETR samples (ie. fim s that practice aggressive tax planning
strategies) and high ETR samples (ie. fim s that practice less-aggressive tax
planning strategies) . The statistical results provide em pirical evidence on the
divergence ofbook-tax differencesw here firm sreporthigher financialacoounting
ncom e to sharcholdersand Jow ertaxable lncom e to tax authorites. Further, the
findings provide evidence that taxable incom e contains useful nform ation on
the quality of reported eamings.

The paper is organized as follow s. Section 2 review s literatures on book -
tax difference and value relevance of taxable lhcom e and developm entof the
hypothesis. Section 3 explains the research m ethodology. Section 4 presents
the results of em pirical analyses. Finally, Section 5 sum m arizes and concludes
the research findings.

Liermture Review and Developm entofHypotheses

Follow Ing recentacoounting scandals, som e have questioned w hethera large
difference betw een financialaccounting ncom e and taxable ncom e (book-tax
AL e eamings Frank etal., 2004 ;Hanlon,
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2005) .Further, this issue hasalso attracted the attention ofpolicym akers O esai
and D hamm apala, 2005) .M ore recent studies have discussed w hether taxable
Tnoom e can be used asan altemative and usefillm easure of corporate eamings,
orat least provide a benchm ark to evaluate the quality of corporate eamings
(Avyers, Jiang and Laplante, 2007) .

Value relevance is defined as the rlevance of accounting eamings to
Twestors In the pricing of fivm s’ equity H anlon and Shevlin,2005).Sin flarto
other accounting m easures w hich have significant association w ith equity
m arket value such as eamings, book values of equity and goodw ill M uhd
Kam i1,2005),a firm ‘staxable lncom e, that is, a proxy fora fim ‘stax planning
effectiveness, is also value relevant if it has a satistical association w ith a
firm ‘sm arketvaluesorretums K elly,2005) .There isextensive lierature on the
value relevance of financial accounting eamings In the United States U S).
H ow ever, there is little research exam Ining the value relevance role of taxable
Thoom e.A tthe sam e tin e, acoounting researchershave used estim ates oflbook -
tax differences to assess the persistence of corporate eamings, as w ell as the
property of taxable Tnoom e o provide nfom ation aboutthe quality of corporate
eamings.

Hanlon and Shevlin 005) have stated that large book-tax differences
Indicate low ereamings quality and a future eamings problem . Further, D esai
and D hamm apala 2006) used anecdotalevidence from m ajorcorporate scandals

Enron, Tyco and X erox) to show thatm anagers exploitthe differencesbetw een
financial reporting and tax reporting opportunistically thereby reducing the
quality of corporate eamings m easures for both financial reporting and tax
reporting purposes. n addition, an ncrease T a deferred tax liability m ightbe
an indication of deteriorating eamings quality. Therefore, book -tax differences
are usefillm easures to evaluate firm s’ performm ances.

T tex planning strategies, firm seffectively utilize the differentmilesbetw een
financial reporting and tax reporting w hich give rise to the gap betw een financial
acocounting ncom e and taxable incom e. The difference betw een financial
accounting incom e and taxable ncom e is reflected In the pemm anent and
tem porary differences w hich are reported 1n the fitm s’ financial statem ents
footmotes. The dual objectives of corporate ncom e have also been reported as
being responsible for the grow Ing gap betw een both ncom es Hanlon and
Shevlin, 2005). First, corporate ncom e is prepared for financial reporting
pumposes and it is calculated based on the G enerally A coepted A coounting
Principles GAAP). Second, comporate ncom e is prepared for tax reporting
pumposes, that is, to determ Tne the corporate tax liabilites; therefore, it is
calculated In accordance w ith the tax Jaw sand other hland R evenue rmuiles and
guidelines. Since corporate ncom e is prepared for tw o different objectives,
m anagersm anipulateboth lncom esto satisfy both users: ahigh reported financial
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tax paym ents and reported eamings due t© low er tax expense Hanlon and
Shevlin,2005).

Ayersetal. 2007) have also suggested thatthe difference betw een financial
accounting ncom e and taxable naom e can be used as an indication of low
eamngsquality. Further, Levand N issin (2004 ) axgued thatcorporate eamings
are of high quality w hen they are expected to recur In the future. The authors
associated eamings quality w ith eamings persistence, and suggested that
taxable hoom e provides Infomm ation on eamings quality because the tax mules
do not allow m any of the estin ates allow ed under the G enerally A coepted
A cocounting Principles GAAP).LevandN issin (2004) found thatthe ratio of
texable-to-reported ncom e @higherratio ndicateshigherbook-tax confom ity)
is positively conrelated w ith eamings quality. Their findings also suggested
that the ratio of taxable-to-reported oom e predicts future eamingsup to five
yearsahead, and the Inform ation I the taxable incom e is increm entalto thatin
accruals and cash flow .

From a tax perspective, taxable lncom e should provide useful nform ation
and can be used as a valid benchm ark to determ ine the quality of corporate
eamings. First, the m easurem ent of taxable noom e is not as flexble as for
accounting incom e because tax law s lim it the deductibility of certain
expenditures, such as depreciation, entertainm ent expenses and provision for
doubtfuldebts Landry and Chlala,2005) .Thus, taxable incom e is less kely to
be subjected to falsification com pared to financial accounting ncom e.
addition,LevandN issin (2004 ) have also suggested thatusing taxable incom e
asa reference to ensure the reliability and consistency of financialaccounting
Thaom e.H ence, taxable noom e should reflectthe firm ‘seconom icperform ance
forisdecisionm akings.Second, the taxable hcom e figure reflectsm anagem ent’s
optim ism because it is low er than financial accounting incom e. That is,
m anagem enthesiates to artificially nflate taxable ncom e, unlke eamngsand
cash flow (Landry and Chlala,2005).Therefore, taxable incom e should provide
Tnform ation about the quality of reported eamings and should be used by
sharehoderstom easure a firm ‘sperform ance.H anlon, K elley and Shevlin ©005)
defined mform ation contentas the ability of financial accounting nocom e and
estin ated taxable Incom e to sum m arize inform ation thataffects stock retums.

H ence, the cunrent study Ivestigates the gap betw een incom e reported to
shareholders and ncom e reported to tax authorites (usihg book -tax difference
model); and further exam mnes the value relevance of taxable lncom e as an
hdicatorofeamings quality and an altemative m easure of perform ance using
price eamings m odel) . Tw o hypotheses are developed w hich are sated n
altemative form asfollow s:

H,: There isagap betw een ncom e reported to sharcholders hiigher) and ncom e

reported to tax authorities (ow er) .
H_: A fim ‘schareprice ispositively related to aftertax taxable ncom e (eamings
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Research M ethodology

Sam ple Selection

The sam ple used In this study w as extracted from Thom son data steam and
Thom son O ne-bankerdatabase @sof21 Septem ber2005) A softhisdate, there
were 757 listed firm s on the first and second board of Bursa M alaysia. The
collection of data was based on the respective sectors as defined by Bursa
M alaysia Industry classification, of w hich fiim sw ere categorized according t©
theirm ain activitdes. The sam ple consisted of firm s from  ten sectorsas follow s:
1) industral products; 2) trading and services; 3) consum er products; 4)
propertes; 5) plantation; 6) construction; 7) technology; 8) mfrastucture; 9)
hotel;and 10) m ning .0 thersectors such asB anksand otherfinancial nsttutions,
trustand nsurancew ere excluded fiom the finalsam plebecause they are subject
o differentregulations and face a different setof accounting niles and reporting
sandards @yers, et al., 2007). Furthem ore, these ndustries are subjct to
differenttax treatm ent.

The statistical analysis of the study w as based on a balanced panel data
w here the sam e firm sw ere observed overa num berofyears. The use of panel
dataw as In portant n this study, as itallow ed forsin ultaneous conditioning of
the observed and unocbserved firm s’ characteristics w hich also affected the
variations in corporate ETR s Feeny, H arrisand G ilim an, 2002 ;Ahm ed, 2003).
Exam ples of fim s’ unobserved characteristics w ere m anagem ent strategy, tax
gpecific effects and corporate culture. Therefore, t© create the 20002004 s
balanced paneldata, fitm sm usthave non-m issing financial mform ation forthe
five-yearof the nvestigation periods.Fim sw ith negative pre-tax lncom ew ere
deleted and negative cunentitax expense w as recoded t zero A frerthe process
of checking, filtering and recoding of data, the balanced panel sam ple used in
thisstudy com prised 294 fim s (1470 fim “years) forthe period 2000-2004 ,w hich
represented 64%  of the totalm arketcapialization (oased on firm s’ m arketvalue
asof 2004 ) of publicly-traded firm s atBursa M alaysia asof 2004 (excluding
non-industrialtem plate) . Table 1 sum m arizes the sam ple selection procedures.

Tn the additional analysis, the full balanced panel sam ple was further
partitioned into tw o sub-sam plesbasad on firm s’ level of ETR s.The firstgroup
com prised fim -yearsw ith low ETR (consistsof 728 firm -years) ie.firm sthat
had ETR fiom 0% to 204% (the Industry average ETR). The second group
com prised fim yearsw thhighETR (consistsof 742 firm <years) ie. firm sthat
had ETR above the Industry average ETR ie.from 20 5% and above.

Estin ating Taxable hicom e and Book-Tax D ifference

Sincea fim ‘sactual tax retum data isnotpublicly available, this sudy used tax
statem entsto estin ate a firm ‘staxable
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Table1:Sam ple Selection Process forYear2000-2004

Note Fim s

1 Fim savailble in the data-stream asof 21 Septem ber2005 757
([excluding financial nsthitions, msurance and trust)

2 Less: Fim sw ith m issing data forone orm ore of the panel 183
years

3 Less: Fim sw ith net operating losses forone orm ore of 280
the panelyears

4 Balanced PanelSam plke 294

5 Fim -years 1470

Note:

1. Totalfim s fwholepopulation) available 1 the Thom son data stream and Thom son
One-banker (excluding financialand nsurance) asof 21 Septem ber2005 . These
are listed firm satthe firstand second board of BursaM alaysiaasof21 Septem ber
2005.

2. Fim sforwhich data w ere notavailable for five consecutive years ie. from 2000
t© 2004.

3. Fim shaving negative lncom e ie.negative eamingsbefore nterestand tax EBIT).

4. Fialsample ie.balanced panel sam ple of fim s having positive incom e EB IT)
and non-m issing nform ation for five consecutive years ie. from 2000 to 2004 .

5. Fim -yearsare derived from 294 firm s for5 years cbservation (ie.2000-2004).

Tncom e.Thus, as mform ed by the literature, the estim ate of taxable ncom ew as
baged on the currentportion of incom e tax expense divided by the satutory tax
rate,ie.nthiscase is28% M anzon and Plesko,2002;LevandN issin ,2004 ;
Frank etal., 2004 ;Plesko,2004 ;H anlon, 2005 ;H anlon and Shevlin, 2005;H anlon
and K righnan, 2006 ;D esaiand D ham apala, 2006 ;Ayersetal., 2007) .R essarchers
have argued thatthe estim ated taxable lnoom ebased on the financial satem ents
data is ‘noisy’ because it contains m easurem ent error. H ow ever, H anlon and
Shevlin (2005) comm ented that using estim ated taxable ncom e was m ore
appropriate than actual texable lncom e because the m arket can only use the
publicly available mform ation to assess the share price .R ecently, Plesko 2000
and 2006) cied In Ayers etal. 2007, p. 11) provided evidence that taxable
Tnoom e calculated fiom financial statem ents ishighly and significantly conelated
w ith fitm s’ actualtaxable incom e.Thus itprovides som e assurance thattaxable
Tncom e estim ated from  financial statem ents is a reasonable proxy fora fim ‘s
actual taxable ncom e. Therefore, n this study a firm ‘s taxable ncom e can be
estim ated from  the financial satem entsas follow s:

Taxable Tncom e = Cunenttax expense /0 28 (B}

Tn this study, the book -tax difference ism easured as the difference betw een
the estim ated taxable ncom e and a fim ‘s pre-tax ncom e. First, the taxable
stated n equation (1) above.Then,
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the estim ated taxable Tnoom e is subtracted from a firm ‘spre-tax ncom e to derdve
at the book-tax differences. Thus, the difference betw een pre-tax noom e and
estim ated taxable ncom e (w hethera large positive or large negative) provides
an Indication on the pervasiveness of tax planning activites and further the
quality of corporate eamings w hich is stated as follow s:

BTD = PTIlessTI @)

where, BTD isbook-tax differences, that is the difference betw een financial
accounting noom e and taxable incom e, PT T is the pre-tax incom e as reported n
the fimm ‘s financial satem ents, and T T isestin ated taxable ncom e derived from
equation (1) above.

Price Eamgs M odel

N ext, to Tmvestigate the quality of corporate eamings resulting from book-tax
differences, and to exam ine furtherthe valie relevance of taxable ilncom e, this
study uses price eamngsm odel adapted from Lev and N issin ‘s 2002) study
which is sated as follow s:

MV =p0+ PISECTORSDUMM Y + B2BV + P3EARNS + B4ATTL+ B, G)

whereM V isthem arketvalue of com m on equity atthe financialyearend scaled
by toalassets; B0 isthe interoept; BISECTORSDUM M Y issectordumm y for
ten sectors (ndustrial products, trading and services, consum ers products,
properties, construction, hfrastucture, plantation, hotel and m ining), w here
the hotel sector is used as a reference sectorbecause of the least num ber of
firm s1n this sector; 2BV isbock value of com m on equity atthe fnancialyear-
end scaled by totalassets; B3EARN S is reported eamings et incom e before
extraordinary item ) scaled by totalassets; f4AT T I isestin ated aftertax taxable
ncom e (ie. the difference betw een estim ated taxable lncom e and the cunent
porton of ncom e taxes) scaled by totalassets; and fnally § isan enortem .
Sectordum m ies are Included n the regression m odel to m itigate the effectof
corelated om itted variables.A 1l variables are deflated by total assets so as to
m itgate the effect of heteroscedasticity M uhd Kam i1, 2005) . Finally, the
price eamings m odel is tested using a pooled cross-sectional regression
m ethod.

Follow Ing Lev and N issin  (2002), the price eamings m odel specified in
equation (3) above isbased on the available evidence thata firm ‘seamingsand
book value pintly explain cross-sectional variation In its share prices. The
Tndependent variable ie. eamings EARNS) sewves as a proxy for eamings
quality estim ate, w hich Th tum determ nesthe fim ‘sshareprice M V) .Therefore,
ifthe taxable nocom e provides nform ation aboutthe quality of reported eamings,
the coefficient that relates eamings to share price, B3EARNS should be
jom e ratio B4ATTI Eamings quality
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ndicator) . Thus, aftertax taxable mcome ATTI) is included the multple
regression m odel to capture this relationship.

Em piricalResuls
Descriptive Statstics

Table 2 presents descriptive statistics of 294 fim s (1470 fim -years) forthe
period 2000 to 2004 . The descriptive results show that the m ean form arket
valieofcomm onequity M V :0.7548) ishigherthan the book valie of com m on
equity BV :06157). Twas also found that the m ean for reported eamings
EARNS:0.0554) isconsiderably largerthan them ean foraftertax taxable ncom e
ATTI:0.0392).Thus, the resultis consistentw ith the extant literature w hich
argue that the gap betw een financial accounting ncom e and taxable Tncom e is
positive and larger M anzon and Plesko, 2002 ; Lev and N issin , 2002 ;D esai,
2003).Them ean forcunrentbased fim s’ effective tex mtes W hich iscalculated
as the ratio of cunenttax expense overeamingsbefore nterestand tax) for294
firm s 1470 f£im “years) is20 4% fortheperiod 20002004 .M eanw hile, them ean
forpre-ax nocom e PTI) is0.0750 forthe conegponding years2000-2004 , thatis
higherthan them ean fortaxable incom e (T'I) which is0.0541.

Furthermm ore, Table 2 also provides descriptive statistics forthe sub-sam ples,
thatis, low ETR andhighETR sam ples.The results reveal several characteristics
of the sub-sam ples. The dependent variable, ie. the m arket value M V) of
com m on equity, and the explanatory variables, ie.book value of com m on equity
BV ) and aftertax taxable mcom e AT T I) forhigh ETR sam plesarehigherthan
Iow ETR sam ples.Them atketvalue M V) forlow ETR andhighETR sam plesare
06493 and 0 8584 respectively. Thebock value BV ) forlow ETR and high ETR
are 0 5792 and 0 6516 respectively W hereas, aftertax taxable hcome ATTI) for
Iow ETR and high ETR are 0.0090 and 0 0689 respectively.H ow ever, the results
Indicate thatthe m ean forreported eamings forboth sam ples are very closed,
thatis, 0.0517 forlow ETR sam plesand 0 0589 forhigh ETR sam ples.M eanw hile,
the average ETR forlow ETR and high ETR samplesare 8 44% and 32 14%
respectively.

H ence, the results Indicate a large gap of lncom e tax burden experienced by
the two sub-sam ples, even though the m ean for reported eamings is alnm ost
sin ilar.M eanw hile, othervariables such as taxable incom e (T'I) and pre-tax
Thcom e PT I) exhibitahigherm ean forhigh ETR sam plesthan ow ETR sam ples.
The taxable ncom e (T'I) and pretax ncome PTI) forhigh ETR sam plesare
0.0961 and 0 0859 respectively A 10, the taxable haom e (T I) and pre-tax hcom e
(PTI) forlow ETR sam plesare 0.0113 and 0.0638 respectively.
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Table 2 :D escriptive Statistics forthe Year2000-2004

PanelA :FullSample (1470 Fim -“years)

ETR MV BV EARNS ATTI TI PTI
M EAN 2040 0.7548 06157 0.0554 00392 00541 0.0750
M EDIAN 20.71 05728 06209 0.0481 00350 0.0481 0.0665
STD DEV 1635 07979 03341 0.0490 00540 00752 0.0587
MINIM UM 0.00 0.00 -0.04 -0.09 032 044 -0.06
MAXIMUM 100 1333 6.02 045 043 059 060

PanelB :Low ETR Sample (728 Fim -years)

ETR MV BV EARNS ATTI TI PTI
M EAN 844 06493 05792 0.0517 00090 00113 0.0638
M EDIAN 813 05136 05776 0.0450 00119 00157 0.0566
STD DEV 703 05880 023284 00441 00422 00581 0.0474
MINIM UM 0.00 0.00 0.00 -0.07 032 044 -0.04
MAXIMUM 2049 637 6.02 044 012 016 025

PanelC :High ETR Sample (742 Fim -years)

ETR MV BV EARNS ATTI TI PTI
M EAN 3214 08584 06516 0.0589 00689 0.091 0.0859
M EDIAN 2828 06377 06572 0.0529 00617 00862 0.0788
STD DEV 14 24 09493 03360 00531 00474 00658 0.0661
MINIM UM 2050 0.00 -0.04 -0.09 013 018 -0.06
MAXIMUM 100 1333 519 045 043 059 060

Variable D efinitions:

ETR is cunent tax expense divided by eamings before nterest and tax, M V is m arket value
of comm on equity at financial year-end scaled by total assets, BV is book value of comm on
equity at financial yearend scaled by total assets, EARNS is eamings et ncom e before
extraordinary item s) scaled by total assets, ATTI is estim ated aftertax taxable incom e
calculated as curmrent tax expense grossed up by sttutory tax rate 28% less cunent tax
expense scaled by total assets, T1I is taxable incom e calculated as cunent tax expense
grossed up by satutory tax rate 28% scaled by total assets, and PTI is pre-tax incom e
scaled by total assets.

Univariate Analyses

Table 3 provides Pearson (low er trdangle) and Speamm an (upper trangle)
ocorrelations coefficients forallvariables forthe full sam ple 0£ 1470 firm -years
for the year 2000 to 2004 . O verall, the Pearson conelation results produce
considerable conrelations betw een all variables. M ost of the variables are
significantand positively conelated at1% -level 2-tailed), exceptforreported
eamings EARN S),w hich is significantand negatively conelatedw th ETR at-
0.09.Thehighestcornelation isreported betw eenm arketvalue M V') and reported
eamings EARNS)at0 611 M eanw hik, the Jow estconelation isreported betw een
ome ATTI)at0147.
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Sim flarly, Spearmm an conelation also reveals significant and positive
conelationsbetw een variables, except forETR and reported eamings EARNS),
w hich are not significant. The highest conrelation is observed betw een ETR
and aftertax taxable mcome ATTI) at0.710, w hile the Jow est conrelation is
cbserved betw een ETR andm arketvalue M V) at0 127 A dditonally, the Pearson
corelation results forthe sub-sam ples, ie.Jow ETR and highETR sam plesare
also reported In Table 3.A llvariables 1 the sub-sam ple dicate positive and
sionificantconrelation at1% -level 2-ailed).The results show thatforthe low
ETR sam ples, the highest conelation is reported betw een m arketvalie M V)
and reported eamings EARN S) at0 631, and the Jow estconelation is reported

Table 3 :Pearson (Low erTriangle) and Spearm an (U pperTriangle)
Conelhtions fortheYear2000-2004

PanelA :FullSample (1470 fim -years)

ETR MV BV EARNS ATTI

ETR 0127** 0168** 0.017 0.710%**
MV 0.048 0464** 0643** 0431**
BV 0.072** 0379%* 0375*%* 0228*%*
EARNS -0.090** 0611** 0403** 0 544**
ATTI 0 466** 0432%* 0147** 0 539*%*

PanelB :Low ETR Sample (728 fim <years)

ETR MV BV EARNS ATTI

ETR 0.093** 0136*** 0115%** 0.829%**
MV 0.074** 0467*** 0.648*** 0288***
BV 0102%** 0 561*** 0428*** 0164***
EARNS 0109*** 0631*** 0 528*** 0 A23***
ATTI 0633*** 0176%** 0.091** 0282%*%*

PanelC :H gh ETR Sample (742 fim -years)

ETR1 MV BV EARNS ATTI
ETR 0111 *** -0.017 -0 313*** -0.003
MV -0113*** 0 A424*** 0633*** 0 569%**
BV -0.064 0271*** 0294 *** 0136***
EARNS -0 345%** 0606*** 0298*** 0.830***
ATTI -0108*** 0 586*** 0117%** 0.834***
Note:

*%* Significant at the 1% -level 2-tailed), **Significant at the 5% -level 2-tailed).

Variable D efinitions:

ETR is cunent tax expense divided by eamings before nterest and tax, M V is m arket value
of comm on equity at financial yearend scaled by total assets, BV is book value of comm on
equity at financial yearend scaled by total assets, EARNS is eamings et ncom e before
@cteordmaxy item s) scaled by total assets, ATTI is estim ated aftertax taxable incom e
ppby satutory tax mte 28% less current tax
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betw eenbook value BV ) and aftertax texable ncom e AT T I) w hich issignificant
at0.091 .M eanw hile, high ETR sam plesreported the highestconelation betw een
reported eamings EARN S) and afftertax taxable ncom e AT T I) at0 834 ,and
Tow estoonelation betw eenbook value BV ) and aftertax texable income ATTI)
w hich issignificantat0117.

Book-Tax D ifferences

The study exam nes the gap betw een pre-tax naom e PT I) and taxable ncom e

(T' 1), aproxy forbook-tax difference forthe year2000 t© 2004 .First, analysisw as
perform ed based on the fisll sam ple 0£1470 firm “years.Further, the ssm plew as
reclassified nto low ETR sam ple ie.com prisesof 728 fim -years,and high ETR
sam ple ie.com prised 0f 742 fim -years.A sm entioned earlier; ow ETR refersto
firm sw here theirETR s fall Into the range of 0% t© ndustry average 20 4% .
M eanw hile, high ETR refers to firm s thathave ETR s ranging from 20 5% t©
100% .

TheAnova testresultspresented in Table 4, show thatthere are significant
differencesofm ean forallvariablesbetw een low ETR and high ETR sam ples.
The results are supported by the bar chart results as depicted In Figure 1.
Overall, the results mdicate thatn a fullsam ple, the pretax ncom e PTI) ie.the
proxy forfinancialaccounting orbook ncom e ishigherthan the taxable nocom e

(T I) .A dditonally, Figure 1 also provides evidence fora large gap betw een pre-
tex ncom e PT I) and taxable ncom e (I'I) forlow ETR sam ples.On the contrary,
thehighETR sam plesreporthighertaxable ncom e (T I) than the pre-tax incom e
(PT I).The finding providesevidence on the aggressive financial reporting and
aggressive tax reporting forlow ETR sam ples, thatis, by reporting higherincom e
o the shareholders, and atthe sam e tim e 1eporting low erincom e to tax authorities.
Thus, the statistical results supportH ypothesis 1 that there isa gap between
ncome reported to shareholders (higher) and income reported t tax
authorities (lower).

Hence the finding is consistent w ith previous studies, such as M anzon
and Plesko 2002),LevandN issin 002),Desai 003),LevandN issin 004),
Hanlnetal. 2005),Hanlonand K rishnan 2006),0 num a, SuzukiandYam ashia

2007) and Ayersetal. 2007) . additon, the findings ndicate that financial
reporting incom e has ncreased relative to taxable moom e and thatthe ncrease
is Indicative ofan ncrease In tax planning activites. Thus the findings confim
earlierfindingsw here, In the tax planning strategies firm sutilize perm anentand
tem porary differencesw hich cause theirETR sto diverge from the satutory tax
mteof28% .
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Table4 :AnovaTestR esults -M ean Com parison forthe Year2000-2004
Low ETR versusH hETR

Variable F-value Pvalue
Effective TaxRate ETR) 1627 830 0.000***
M arketValue 25669 0.000***
Book Value 17456 0.000***
Eamings 7991 0.005***
A fterTax Taxable Thcom e 653 953 0.000***
Taxable Thcom e 686273 0.000***
Pre-tax Incom e 54 257 0.000***
Note:

*x*% Significant at the 1% -level 2-tailed),
**Significant at the 5% -level Q-tailed).

012
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0.0859

0.08] 0.075
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Figure 1 :Pre-tax Tncom e versusTaxable Thoom e forthe Year2000-2004

Multvariate Analyses

Table 5 presents the sum m ary statistics of a pooled cross-sectional regression
fora filllsam pleasw ellassub-sam pks, ie.Jow ETR andhigh ETR .The statistical
results reportthe coefficientestim ates foreach explanatory variable .M eanw hile,
the associated tatatistics (the ratio of them ean of the cross-sectional coefficients
to its stendard error) is reported In the parentheses. The study interprets the
estim ated regression coefficientson eamings EARN S), aproxy forthe quality

i ich i i e eamnings, and consequently affect
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the firm s’ m arket value of equity. livestors use cunenteamings to detemm e
firm s’ perform ancew hich isreflected In the fimm s’ equity m arketvalue.Thus, a
high eamings coefficient from a price eamngs regression indicates mvestors’
strong belief in the quality of those eamings.

The study then exam ined the relation betw een the earmingsquality indicator
1e.ATTI (ax-t-book rato) and the em pirical quality proxy ie. estin ated
regression coefficientson eamings EARN S) . Theaftertax taxablke hcome ATTI)
captures the Inform ation 1 the taxable ncom e aboutthe quality ofeamings, ie.
the sensitivity of earmnings coefficient amingsquality estim ate) to the changes
T the aftertax taxable ncom e AT T I).Thus, apositive coefficientof aftertax
taxable mocome ATTI) suggests the value elevance of taxable income M
Indicating the quality of reported eamings w hich consequently w ould have a
positive in pacton a firm ‘sm arketvalue ofequity.

The regression results reported In Table 5 provides significantresults fora
fullssm plew ith an adjusted R -squared 0f44% atl% -level. The coefficientfor
allof the explanatory variables is significantly and positively related to price.
Eamings EARN S) provide the highestooefficientof 6 904, follow ed by after-
tEx taxable haom e AT T I) ie.eamingsquality ndicatorat? 64 ,and finally book
value BV ) explains 0 43 to the changes n them arketvalue of equity.

Th addition, the results of the sub-sam ples provide significantresultsw ith
anadjusedR -squared of 53 .7% forlow ETR sam ples, and an adjusted R -squared
forhigh ETR sam plesis45% .The statisticalresults too, indicate thatthe after-
tax taxable moom e AT T I) coefficient ispositive and highly significant forthe
high ETR sam ples, butnot significant forthe Iow ETR sam ples. The satistical
results provide additional evidence w here the aftertax taxable ncome ATTI)
coefficient for the high ETR sam ple is higher than its eaming coefficient.A s
discussed earlier; the aftertax taxable ncome ATT I) coefficient captures the
relationship betw een eamings coefficient eamngsquality) and aftertax texable
Thcom e ATT I) eamingsqualiy indicator. Thus, the positive coefficientof after-
tax taxable ncom e AT T I) suggests the quality of reported eamings, as reflected
T the firm s'm arketvalue of equity, increasesw ith aftertax taxable haome ATTI).

Therefore, from the price eamings analysis, this study concludes that the
value relevance of taxable ncom e In assessing the quality of eamings, as
ndicated In the regression results for the fiall sam ple and high ETR sam ples.
The statistical tests provide evidences that the aftertax taxable ncom e AT T I)
coefficient is largerthan eamings coefficient EARN S) mthehigh ETR sam ples,
butnotsignificantin the low ETR sam ples.Thus, the finding confim saw idely
held belief that the quality of eamings deteriorates for firm s having large
differencesbetw een financialaccounting and taxable ncom e.Thism akestaxable
Thoom e Increasingly relevantasan indicatorof eamngsquality. Th addition, the
results ndicate that nvestors appear to fully com prehend the quality related
nform ation In taxable ncom e, thus suggesting that the value rlevance of
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Table 5 : Price EamingsR egression R esults forthe Year2000-2004

M odel:
MV,= PBO+PLSECTORSDUMM Y + B2BV_+ B3EARNS_+ B4ATTI + P,
FullSample Low ETR HighETR
Coefficient Coefficient Coefficient
[t-stats] [t-stats] [t-stats]
Variable:
CONSTANT 1.052 0166 2135
[5 468]*** [-0.913] [6 542]***
BV 043 0687 0356
[8.189]*** [12 257]*** [ 191]***
EARNS 6904 4 999 5031
[16 353]*** [11.608]*** [5170]***
ATTI 264 0207 6 689
[7441]%%* [0 548] [6 430]***
SECTORSDUMMY Thcluded Thcluded Tncluded
R? 0445 0545 0459
AdjusedR 2 0440 0537 0450
F-Statistic 9729 7123 51589
P-Value 0.000%** 0.000%** 0.000%**
DutbinW atson OW ) 1876 1825 2.004
Fim -years 1470 728 742
Note:

***Significant at the 1% -level, **Significant at the 5% -level, *Significant at the 10% -
level.

Variable D efinitions:

M V is market value of common equity at financial yearend scaled by total assets, B0 is
the intercept, BISECTORSDUM M Y is sector dummy for ten sectors, B2BV is book
value of common equity at financial yearend scaled by total assets, B3EARN is eamings
fhet incom e before extraordnary item s) scaled by total assets, B4ATTI is estim ated after

tax taxable ncom e calculated as cunent tax expense grossed up by the statutory tax mte
of 28% Iless cument tax expense scaled by total assets and € is an eror tem .

AddidonalAnalyses

To provide additional evidences on the value relevance of taxable ncom e n
assessing eamings quality and as an altemative perform ance m easure, this
study further analysed the sam ple on an annual cross-sectional basis. The
statistical results for annual cross-sectional analysis are presented n Table 6
and 7 respectively A nova testresults as reported In Table 6 indicates thatthere
are significantdifferencesofm ean form arketvalue, bock value, aftertax taxable
Tncom e and taxable ncom eatlessthan 5% -level R-ailked) .H ow ever, the A nova
eamings and pre-tax incom e, w hich
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Table 6 :Anova TestR esults -M ean Com parison forthe

Year2000-2004 Yearly A nalysis
Variable A bbreviation F-value P-valuie
Effective Tax Rate ETR) ETR1 1505 0198
M arketValie MV 3556 0.007***
Book Value BV 2 455 0.044**
Eamings EARN 0239 0916
A flterTax Taxable Tncom e ATTI 5814 0.000%**
Taxable Thcom e TI 5774 0.000%**
Pre-tax Tncom e PTI 0296 0880

Note:
***Significant at the 1% -level,
**Significant at the 5% -level.

Indicate that there is no significant difference for ETR , eamings and pre-tax
Thoom e reported during the five years ie. from 2000 t02004 .

The price eamings regression analysis reported in Table 7 provides
significantresults forallthe five years from 2000 to 2004 .The highestsignificant
result is observed for the year 2004 w ith an adjusted R -squared of 60 5% ,
follow edby 2002:58 4% ,2003:58 3% ,2001:55 8% and2000:19 8% .Theafter-
tax taxable ncom e AT T I) coefficient ispositive and highly significantforall
yearsexceptfor2002 . The results also reveal thatthe year2000 has the highest
coefficient foraftertax taxable ncome ATTI) and eamings EARNS) w ith
coefficientestin atesof 6 371 and 4 .719 respectively. Therefore, the significant
and positive coefficientof aftertax taxable ncom e ATTI) ie.eamingsquality
hdicatorsuggest that the value relevance of taxable noom e and hence, should
e used by shareholder to benchm ark against reported eamings.

To furtherevaluate the robusmessof the em pirical results, the price eamings
regression m odel w as tested by using a fixed effects specification. A fixed
effects specification requires a balanced panel data and the m ethod considers
firm s’ unobserved heterogeneity w hich w asnotm easured in them odel.H ow ever,
the 1im iation of the fixed effectm ethod is that the results produced by this
m ethod cannotbe generalized outside the sam ple Gujprat], 2003).Columnl of
Table 8 presents the statistcal results from a fixed-effects specification. The
regression results indicate a highly significant adjusted R -squared of 81 5% ,
thus, supporting the prim ary results.A dditionally, the aftertax taxable nocom e

ATTI) coefficient (1 529) is significantly positive and higherthan itseaming
coefficient 1 182).

Thadditon, Colum n 2 ofTable 8 presents the statistical results foraltermative
m easurem entofeamings EARN S) and aftertax taxable mcome ATTI).The
aftertax approach used 1 the prin ary regression isreplaced by pre-tax approach

i i (= ncom e (T'I), Instead of eamings EARNS)
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Table 7 :Price EamTgsR egression R esults for
theYear2000-2004 Yearly A nalysis

M odel:

MV, =PB0+PLSECTORSDUMM Y + B2BV_+ B3EARNS_+ B4ATTI + B,

Year 2000 2001 2002 2003 2004
Coeff Coeff Coeff Coeff Coeff
[cs@ats] [s@ats] [stats] [s@ats] [tstats]

Variabl:

CONSTANT 1304 0304 1127 1569 1119
[1.941]* [0.980] [3281]*** [4508]*** [3209]***

BV -0.038 0603 0615 02388 0285
[0.160] [BAL1]*** [7438]*** [3827]*** [2550]**

EARN 4719 5331 7361 9416 8232

B.067]*** [7248]*** [g855]*** [12.083]***
[11.010]***
ATTI 6371 2684 1267 1261 2918
[4 669]*** [3540]*** [1521] R 662]***  [4 350]***

SectorsDummy Thcluded Thcluided Thcluded  Thcluded Thcluded

R?2 0231 0577 0601 0600 0621
AdjustedR 2 0198 0558 0584 0583 0605
F-Statdstic 7.02 3188 35292 35145 38437
PValue 0.000*** 0.000*** 0.000%** (Q.000*%** 0.000%***
DW 1891 2148 2171 2123 2117
Fim -years 294 294 294 294 294
Note:

***Significant at the 1% -level,
**Significant at the 5% -level,
*Significant at the 10% -level.

Variable D efinitions:

M V is market value of common equity at financial yearend scaled by total assets, f0 is
the intercept, BISECTORSDUM M Y is sector dummy for ten sectors, f2BV is book
value of comm on equity at financial yearend scaled by total assets, B3EARN is eamings
et ncom e before extraordnary item s) scaled by total assets, B4ATT I is estim ated after-
tax taxable ncom e calculated as cunent tax expense grossed up by the sttutory tax mte
of 28% less cument tax expense scaled by total assets and € is an enor tem .

and aftertax taxable ncom e AT T I).The satistcal results indicate significant
results w ith an adjusted R -squared of 44 7% and the coefficient for taxable
Tnoom e (I'I) ie.proxy foraftertax taxable mocome ATTI) is significantand
positive at 1.056, and the coefficient forpretax ncome PTI) ie. proxy for
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Finally, the analysesalso produce sin ilarresultsw hen firm sw ith negative
eamingsand negative aftertax texable ncom ew eredeleted fiom the finalsam ple.
The results are tbulated In comn 3 of Table 8. The statistical tests provide
sionificant results w ith an adjusted R -squared of 46 2% .A dditonal testalso
show s significantand positive coefficient foraftertax taxable mcome ATTI) at
5 058, w hile the coefficientforeamings EARN S) isalso positive and significant
ate6 035.

Based on above analyses, the findings supporthypothesis 2 thata firm s
share price is positively related to aftertax taxable ncome (€amings quality

Table 8 : Price EamingsR egressionsR esults for
theYear2000-2004 A dditionalA nalyses
M odel:

MV =P0+PBLSECTORSDUMM Y + B2BV + B3EARNS + B4ATTI + B,

1 2 3

M ethod Fixed E ffects Pooled O LS PooledOLS

C oefficient C oefficient C oefficient
Variable: [tstats] [t-stats] [t-stats]
CONSTANT 0895 0982 1192

4 931 ]*** [EA31]*** [5398]***
BV 0431 0605 0469

[£7 227]*** [12 341 ]*** [B 238]***
EARNS 1182 6184 6035

B106]*** [l6 883]*** [11 371 ]%**
ATTI 1529 1.056 5.058

[5640]*** B.763]*** [0 388]***
SectorsDummy Tncluded Tncluded
R2 0853 0452 0468
Adjust=dR 2 0815 0447 0462
F-Statdstic 22 626 99 96 90821
PVale 0.000*** *%*%0.000 0.000***
DutrbinW atson 1502 1193 1931
Fim -years 1470 1470 1254

Note:

*%xGignificant at the 1% -level,
**Significant at the 5% -level,
*Significant at the 10% -level.

Variable D efinitions:

M V is market value of common equity at financial yearend scaled by total assets, B0 is
the intercept, PISECTORSDUM M Y is sector dummy for ten sectors, 2BV is book
value of common equity at financial year-end scaled by total assets, B3EARN is eamings
et ncom e before extraordinary item s) scaled by total assets, B4ATT I is estin ated after-
tax taxable incom e calculated as current tax expense grossed up by the smtutory tax mte
assets and € is an enor tem .



Book-Tax D ifference and Value Relevance of Taxable Tncom e

hdicator) . Therefore, the findings suggestthata fim ‘s taxable incom e w hich
isestin ated fiom a firm ‘scunenttax expense) conta value relevance nfom ation
on the quality of corporate eamings and should be used by mvestors and
financialanalysts to benchm ark againstcorporate eamings in assessing a firm ‘s
valie.

Summ ary and Conclusions

This study investigated the gap betw een financial accounting ncom e and
taxable ncom e ofM alaysian listed firm sduring the tax years2000 t© 2004 . This
study also exam ned the value relevance of taxable Incom e as an eamings
quality Indicatorand altemative perform ance m easure.A cadem ic researchers
acknow ledge that firm s are subjected to separate rules for financial reporting
and tax reporting, thus, resulting in different am ounts of incom e reported to
Tnvestorsand tax authorities. T tax planning strategies, firm s opportunistically
utdlize the differentmilesbetw een financial reporting and tax reportng to report
higher ncom e t shareholders and sim ultaneously lower ncome t© tax
authorities.

The flexibility of financial accounting milesas com pared to tax milesenhances
the relisbility of taxable ncom e asan altemativem easure of a firm ‘sperfom ance

H anlon etal., 2005 ;Ayersetal., 2007) .A stong anti-tax avoidance provision n
theM alaysian tax system supportthatthe taxable incom e should reflectthe real
econom ic income Roubi and R ichardson, 1998). The cunrent study used
estin ated taxable Tnoom e and price eamngsm odelto exam ne the pervasiveness
ofbock-ax differencesand the value relevance of taxable ncom e asan altemative
perfom ancem easure.

This study provides em pirical evidence on a significant gap betw een
financial accounting and taxable incom es and value relevance of the taxable
ncom e as an altemative m easure of a fim ‘s perform ance. The finding further
confim saw idely held belief that the quality of eamings has deteriorated for
fitm shaving significantdifferencesbetw een financial accounting and taxable
Tnoom es (1e.fim sthatface Iow erETR s) .H ence, the findingsprovidesevidence
thattaxable incom e iselevantasan ndicatorofeamingsquality A significant
and positive coefficient for aftertax taxable mcome ATTI) suggests that
Tnvestorsappearto filly com prehend the quality related mfom ation n taxable
Tnocom e.The statistcal resu s provides additional evidence thata firm ‘sm arket
value of equity is positively related to its aftertax taxable moom e (Eamings
quality Indicator) forhigh ETR firm sw hich have lessbook-tax differences.

The am allsam ple size and the use of curentitax expense to estim ate fim g’
taxable incom e, nstead of firm s’ actualtaxable ncom e, could Iim itthe resultsof
this study. How ever, the evidence from this study could be a valuable
contribution toraccounting researchrand to the capitalm arket n respectof the

37
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value relevance of taxable hoom e In assessing corporate eamings and firm s’
perfom ance. Future research should investigate factors that contribute to the
gap betw een financialaccounting ncom e and texable hcom e T oxderto provide
evidence of the in pactof tax planning and breamingsm anagem entactivitdes
which could be usefiil forpolicym akers n designing future ax system s and
accounting standards to nanow the gap.
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