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ARSTRACT
-.Dstam:lmnts of Carparats Tax Avoidance Strategy: An Empirical Analysis
Bruce Alan Leauby
Or. Gordian Ndubizu

The Econamic Recovery Tax Act of 1981 liberalized the tax code allow=
ing a significant mmber of U.S. firms to systematically avoid federal
incame taxes whil other firms paid their fair share during the 1982-1985
time period. The cbjective of this study is to document the determinants of
corporate tax aveidance behavior.

This study developed hypotheses fram the accounting choice literature
to try to explain managerial decisions to avoid federal income tax. Seven
firm specific variables were chosen either on the basis of their econamic
implications for tax avoidance behavicr or because they proxy for the
hypotheses developed in this study.

The statistical results support the debt covenant, borms plan, and
political action camittes hypotheses. Support is not provided for the
political cost, ownership control, and capital intensity hypotheses.

Based on these findings, the profile of a tax avoiding firm is a
large firm, with a high debt to equity ratio, a boms plan based on
after-tax accounting earnings which gives a larger share of earnings to
political action camittees that are specifically established to contribute
funds to members of the tax writing camittees of Congress. The ownership
percentage of voting stock held by directors and officers shows no relation-
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ship to tax avoidance behavior providing empirical evidence to support
Fama's labor market efficiency theory. Finally, capital intensity does not
explain tax avoidance. This result failed to support the thecry behind
the investment tax credit.

Implications for changes in the naticnal tax policy are provided in
the thesis alang with potential rew accounting issues worth explering.
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Almost cne-third of the gross naticnal product is represented by federal,
state, and local goverrment receipts. These receipts are camprised of taxes,
fees, charges, and other miscellanecus sources. The taxes collected represent
not only income taxes but also payroll, estate ard gift, property, and other
selective consumption taxes.

The 11.S. tax system places great weight on individual and corporate in-
camne taxes. For example, in 1985 Federal incame taxes accounted for 55
percent of the total receipts, with corporate income taxes representing 18
percent of the total income taxes. Corporate incame taxes totaled 73.6 bil-
lion dollars in 1585, according to the U.S. Department of Comerce.  Hovever,
the trend in sharing the federal incame tax burden has been shifting from the
corporats sector to the individual taxpayer in the last several decades (see
Baiibit Gie). The early 1980's shows the most dramztic change between
individual and corporate sharing of the tax burden, which was largely
attributed to the Economic Recovery Tax Act of 1981 (ERTA).

Since ERTA enhanced tax preferences, many U.S. corporations have
shed their tax burden or experienced a negative tax (tax refunds greater
than tax payments). ERTA made several major changes in preference items.
For example, under the Accelerated Cost Recovery System (ACRS), assets ara
written off over pericds largely independent of any notion of useful life.
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EXHIBIT ONE

Individual & Corporate Shares
of the Federal iIncome Tax Burden
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ACRS established four cost recovery periods =—— 3, 5, 10, and 15 years —-
depending on the type of property, with the 15 year category reserved for
all real property not designated as 5 or 10 year class property. In general,
capital cost recovery was to be based on 150% declining-palance for property
placed in service in the years 1981 through 1984, 175% declining balance for
property placed in service in 1985, and 200% thereafter.

Additionally, the investment tax credit (ITC) rate increased for most
eligible property. Under prior law, property with a useful life of less than
3 years cbtained no ITC, that with a useful life of 3 or 4 years got a credit
of 3 1/3 percent, that with a life of 5 and 6 years got a 6 2/3 percent
credit, while property with a useful life of 7 or more years got a 10 percent
ITC. Under ERTA, 3-year property got a 6 percent ITC and all cther eligible
property was given a 10 percent credit. ERTA also extended eligibility for
the IIC to certain kinds of prcyerty formerly excluded from the credit's
application. In addition, ERTA extended the period of years over which
uused credits could be carried forward before being lost. However, not all
campanies, even campanies in the same industry, have taken advantage of these
preferences.

The underlying question is why some campanies pay tax rates closer to the
statutory federal incame tax and others pay virtually none — or in same
cases received tax refunds. This study attempts to explain the differences
in corporate incame tax strategy for firms in the 1982-1985 time period,
using the accounting choice methodology framework.

Specifically, this study developes hypotheses fram accounting choice
literature to explain managerial decisions to avoid the statutory federal
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incane tax. The Debt Covenant, Political Cost, Capital Intensity, Borus
Plan, Political Action Contribution and Ownership Cantrol hypotheses are
exanined.

1.2 NEED FOR THE RESEARCH
'Bxemajwobjectivaofthissuﬁyistopmvidaatleastapartial
explanation as to why same firms (tax avoiders) systematically avoid federal
irmtumsmnooumtim(taxrm-miders) pay their fair share
durin;lsazbolsssf The results of this study may assist in the develop-

ment of an equitable and fair naticnal tax policy?

'raxpolicyismlyantooltmfedenlgwermentcanusetoptmte
overall econcmic stability and growth. Since the federal tax system gen-
mtuaﬂxlazgewmsotm,itisinpomnttmtpolicymkers
Create a consistent, logical and fair set of laws to insure campliance. Care
mummmmmm&mﬁeaﬁkmﬂe@iﬂme
taxing system for all. However, to qain this equitable taxation, it is
inperativetb:.tmmtarﬂﬁmmmicmequmoftheir
requlations on all tax paying entities.

Shumofthefiminthissuﬂymdoimanythirgille;alby
reducing taxes to the lowest level allowed within the tax regulations, the
results of this study show only what type of firm characteristics were
prevalent with tax avoiding campanies.
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1.3 CRGANIZATION OF KEMAINING CHAPTERS

Chapter 2 provides an overview of how naticnal tax policy affects
ranagerial tax strategies. In addition, the firm specific variables used
to explain tax avoidance are discussed.

G'Bptar3dascribesthasanpleselectimcriteria, and the research
design.

Chapter 4 is a description of the statistical tests used and the
results of applying these tests.

Chapter S presents the summary, implications, and limitations of the
study.
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CHAPTER 2
BACKGROUND AND HYPOTHESES DEVELOPMENT

2.1 RESEARCH PARADIGM

Ammberothypoﬂwseau&adinﬂmammtngdwiceandlobbyirq
studies are used to explain covporats tax avoidance. The premise of this
research is that managers and cwners are not irdifferent to altermative
tax strategies (avoidance versus nonavoidance) because of the potential
econamic consequences. Econamic consequences are expected to arise from
restrictive covenants, political costs, management campensaticn plans,
capital investment strategies, political action committee contributions,
and ownership structure. (Figure 1 shows a broad overview of the
relationship among corporate tax avoidance strategies, management wealth,
and other extermal factors. These relationships will be expanded upon in
this chapter.)

fince Cangress is responsible for setting social and econamic goals, it
mist anticipate managerial reactions to national tax policy in order for
that policy to be effective. Initially, most tax policy impacts a firm's tax
returns and generally accepted financial reporting practices. For example,
ﬂleimesumzttaxcrﬁitprovid&iruhwtaxliabilities ¢n tax returns by
offering tax credits for the purchase of certain eligible tangible property.
Likewise, ﬂmt‘b‘amialstatmntsofthasesamefimsminpactedduato
the reduced tax liabilities resulting from these credits. Additicnally,
firms could use either the flow-through method or the deferral method of
accounting for investment tax credits. Policy makers may anticipate that
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FIGURE ONE
Interactive Effects of National Tax Policy
and Manager’s Strategic Decisions
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management will maximize the tax incentives offered in the tax regulations,
b\xtsu:dieshavestmnﬂutmanagmdoesmtalwaysbemveasexpected
(see Citizens for Tax Justice (1984]), perhaps because managers weuld
rather maximize their own wealth than total firm value through available
As a consequence, managerial reacticns to provosed or legislated tax
policy is not predictable. First, lakbying efforts may be undertaken to
influence or change proposed tax code revisions. Second, managers might
alter tlm.fimming, investing, or producticn activities of the firm in
order to produce the desired tax return or financial report. Finally,
mnagmntco;ldd:argethataxaccamﬁmpncticstotakeadvantageof
ordiminishthei.npactottmtaxpolicymﬂnamial statements.

Figmlshmsthatthemisacuwlareffectpmducedbetweenthe
on-going maintenance of national tax policy and the strategic decisions
(reactiaons) of management. Influencing these reacticns is the impact
of tax policy on the wealth of management. Therefore, understarding the
effect of tax policy on managers' wealth is critical to a successful
naticnal tax policy since managerial reactions are assumed to deperd on
the econamic consequences of tax policy on managerial wealth.

A manager's wealth consists of salary, konuses (either as cash or
stocks), perquisites, and the value of managerial human capital. Fox (1980)
reported that of the cne thousand largest U.S. marufacturing corporations, 90
percent had a borus plan based on accounting earnings, thus providing the
main link between fimmialrepo:ﬁ:gandbmmplansasshmninﬁgum 1.
The value of management's human capital is affected by a cambination of
financial reporting and the firm's stock prices.
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Human capital isacmceptthatcanbeqmntiﬁedasamger's future
wages and job prospects. Amnager'smmcanbecalmlatedbywork
experience; however, thamsmimdavimmortentiedtoccnpany
perfarmance. These measurements are of*en based on prior financial
statements and stock price performance. Aas suggested by Fama (1980)
managers often want to maximize these measurements in order to increase
their future wealth.

Agemyﬁxaozyanhalpemplainthepotentialcaﬂictbetweenmmgmm
interests and those of owners and bondholders. Assuming that each member is
seeking to maximize self-interest, contracts must be established to control
the potential conflict of interest. Stated ancther way, the capital pro-
viders (shareholders and bondholders who are the principals) hire management
(the agent) to cperate a firm. However, managerial decisions may not always
maximize the benefits of the principals. Therefore, certain contracts are
established to reduce the potential canflict between the principals and
the agent.

The management campensation package in one of the most important con-
tractsdesigmdtohalptedlmﬂusdive:gemeof interest. since both
financial reporting and stock prices heavily influence managerial wealth,
managers are concerned about the factors that will affect them.

A firm's reaction to tax policy plays a major role in both of these areas
as displayed in Figure One.

Viewed from the stock price relationship, management's wealth can be
dimctlyrelatedtoe:d.sti:glnldirgsofafmstockortobamsplans
that may involve stock or stock opticns. From an indirect relaticnship, the
value of management's human capital can be tied to stock price performance
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(Fama (1980])). The efficient market research has shown that stock prices
are affected by cash flow. For this reason, tax avoidance creates direct
cash flow consequences, which in turn influence stock prices. Adding to
ﬂmmrlmtst.ﬁyliunmreisthemsmintheareaofpositive
accaunting theory, which shows that even the expectation of future cash
flows resulting from political costs or changes in debt covenants will
atfect stock prices.s

When a firm enters into debt financing, the bondholders are aware that
their interests have to be protected, so they establish covenants in the
debt agreements that will limiﬁ or pravent value-reducing investing and
financing activities on the part of managers and owners. These covenants
set a range inwhidtﬂncamanycancperatabecausetheremayberestric-
tions on investing activities, financing arrargements, or dividend payouts.
Thus, when determining corporate tax strateqy the likelihood of technical
default on the imposed covenants may highly influence management and create
behavior patterns which national tax policy makers may not have anticipated.
Certainly, a technical default would either increase a firm's financing costs
orrequimcostlymmmtstoe)dstimdebtagmements. When anticipated
by the marketplace, these costs would result in lower stock prices. Thus,
management may resist certain tax incentives if they place debt agreements
closer to default levels, because this actien may result in lower wealth
levels for management due to declining stock prices. This reduction could
beadiractrmtimotmlthd.utomlomnrshiporanindimc:me
due to a reduced value of human capital (ability to find a similar job in
an efficient labor market).
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Costs that may drive stock prices down may also be associated with
political actions. The political sector transfers wealth from the corporate
sectar in order to provide services to the general welfare of society. One
of the direct vehicles to create this wealth transfer is the use of taxes.
Studies have shown that larger firms, with higher levels of absolute
earnings, will incur more political costs because of apparently abnormal
profits. Thus, management may try to avoid this political scrutiny in order
o avoid reducing its own wealth.

As a result, tax policy may initially be created to induce certain
desirable behavicr patterns cn the part of management, but other factors
may create totally different managerial reactions deperding on firm-specific
situations as shown above. The following section of this chapter will
develop the detailed hypotheses tested in the study.

2.2 DEVELOPMENT CF HYFPOTHESES

This study identified seven hypotheses to measure firm-specific charac-
teristicstoeq:lainmymmgand.cidotoavoidormtavoidfedemimme
tax. Appendix A shows all hypotheses summarized. Apperdix B provides a sum~
mary of the results of prior studies using these hypotheses. The detailed
support for these hypotheses is developed below.

2.2.1 DERT COVENANT HYPOTHESIS
It would appear that all firms want to minimize their curvent tax
expense. However, same firms may have greater incentives than others to do
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so. The dect covenant hypothesis may help explain the behavior of tax
avoiding firms as opposed to tax paying firms.

Smith and Warner (1979), Leftwich (1980), Holthauser. and Leftwich (1983),
Hunt (1985), Watts and Zimmerman (1986) , and Ayres (1986) suggest that
covenants in debt agreements (both private amd public placements) which are
tied to accounting mumbers may influence managerial accounting choices. The
ﬂaeorysapportﬂgthedebtmthypoﬂmisisthathorﬂwldem, owniers,
ardmanage.rsareallt::yingtom:dmizeﬂmirwnutility. Aware of this
behavior, bandholders acting in their own interest will establish covenants
that will limit or prevent managers and cwners fram value-reducing investing
and firancing decis.’i.a'm.6 If the firm violates these restrictions, it may
have to cbtain an amerdment to its credit agreement and incur additional
costs. Thus, firms are reluctant to trigger technical default on debt
covenants because the increased costs and the cash ocutflows associatad with
cbtaining the amendments would affect a firm's stock prices neqatively.
Decreasing stock prices would in turn affect managerial wealth.

Violation of a debt covenant serds a signal to the credit market that the
mmgerwasmbletoopenuwithinﬂmguidelimofthedebtagrwentand
thatdaalirgwiththisfimintumredebtplacemntsmyberisky. Such
situations could lead to higher contracting and monitoring costs on the firm.
The additicnal contracting cost decreases the expected cashflows of the firm.
Holthausen and Leftwich (1983) point out that the decreased cash flow
reduces the stock value of both the firm and management.

Therefore, managers of firms closer to violating debt agreements have
greater incentive to avoid technical default than managers whose firms are
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unlikely to default in debt agreements. One way to avoid technical default
wuldbetohavethalmtpossibleamrttaxpawentinordertoreduce
cash outflows (i.e. be classified as a tax avoider in this study), allowing
thetaxsavirgsmredtmmdstimdabtorbeimestedtoincreaseeamings.
Either approach would reduce the possibility of technical default. There-
fore, this study asserts that tax avoiders would initially be closer to the
restrictive covenant criteria and are more likely to violate the debt
agreement than non-avoiders. The subsequent tax avoidance is intended to
avoidtedmicaldetaultmtmdebtagreement. It is expected that tax
avoiders will have a higher debt-to-net-tangible-asset rat:io.7

Stated in the alternate form, the hypcthesis is:

Hy: Corporate tax avoiders have a higher debt-to-net-tangible-asset
ratio than nonavoiders.

Previous studies have mostly used financial leverage ratios, interest
coverage ratios, axﬂdividmﬂstomtrictedretainedeamingsasdebt
restriction measures. The problem with using any of these measures is the
uncertamtyastohwcloseanmtityistcviolatirqadebtccvenant. Since
the detailed debt agreements are not public information, studies have assumed
a relationship between the ratio and expected default criteria.

Onlyafewstudishavemtbemablems.@ortthedebtcovenant
hypothesis (Holthausen [1981) and Daley and Vigeland [1983]). These
usedthedividerﬂstomrestrictadmtainedeami:gsaminterestccverage
ratio, respectively. Lleftwich (1983) noted that cne of the most commonly
fauﬂrestrictimsistheirmmofadiitimaldebtardmstrwent
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studies have used scme leverage ratio with success (e.g. Hunt [1985] Jchnson
and Chaliwal (1987]). This study will use two cammon debt ratio measures:
thelm'g-temdebttcmttamibleassetntioardmedebttoequitymtio.

The measurement of the debt covenant variable is to divide leng~term debt
(without deferred taxes) by net tangible assets.a The long-term debt to net
ta:gibleassetratioMsbeenusedinoﬂmrsuxiiesusingmeD&tCWenant
Hypothesis (e.g., Bowen, Nareen, and lacey [1981], Morse and Richardson
[1983] and Hunt (1985]). Leftwich (1983) specifies which asset and liability
items are normally included in lending agreements. The net tangible asset
measure is preferred to total assets since managers can more easily manipu-
late the intangible asset valuation.

Since other studies show that firms with high debt to equity ratios tend
to oppose income decreasing accounting choices (see Dhaliwal {19807,
Zmijewski and Hagerman [1981], Bowen, Noreen, and lacey [1981] ard Aryes
(1986]), it is hypothesized that such firms would maximize tax strategies and
be classified as tax avoiders in this study. Stated in the altermate form,
the hypothesis is as follows:

Hy: Corporate tax avoiders have higher levels of leverage (debt/equity
ratio) in the capital structure than non-avoiders.

'memasurmtoflevengeistotaldebtl&sdeferredtaxesdividedby
total equity.

2.2.2 POLITICAL QOSTS HYPOTHESIS
Alchian and Kessel (1962) arnd Jensen and Meckling (1976) conceptualized
the political cost hypothesis, while Watts and Zimmerman (1978) was cne of
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thafirstsbﬁiutotastitemirically. This hypothesis asserts that
mnaqersotlugn!imshavogruterimmtivutocppcseinmimmasirg
mqmmammotmpolidalvisibuityammassociated
political cost. midmuotpautialccsuhavebemdoau_.-’inﬂ:e
accaunting choice literature (see Appendix B for details]. These studies
catarﬂﬂutpoliticalcostmd&mtheexpectedﬁ@mcashﬂwotthefim
which in turn decreases stock value. Managers' wealth via stock ownership
and human capital is impacted. Consequently, managers are expected to
dmammmgmthcdsoriwmntsmugiesthatmimmizetm
political costs. |

In this study, the political visibility is likely to deperd cn the firm's
amirgs(maiva)arﬂsmasnlatedtofedaralhmtaxespaid. For
mmple,lamrfimﬂnmidedtmmmldhaveahighexmfneman
smaller firms in the same tax simatim?

Int!u1970's,tmomssiweanungso£oilarﬂqastimledcongress
ﬁoinposea%ﬂfallptoﬂts”taxmallfiminﬂutirﬁustzy. This added
tax(i.e.politimlcost)minposedmﬂwsefims,inpart,toappeasethe
voter constituents of the politicians. Several studies supporting the
politicalcosthypoﬂnsishavebemdirectadattheoﬂarﬂgasirﬂ:suy
(e.g. Bowen, Noreen, and Iacey (1981] ard Lilien and Pastena [1982]), and
there were implied suggestions that the political cost hypothesis was industry
criented. Mer,inthelsaow,ﬂmpoliticalsectorhasinposedaddi-
ﬁmlwmmtmimmkmsay,anmwmtedforlwtaxrat&.
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leauby (1987) describes an "excess profit" tax imposed on selected (large
prermium writars) property and casualty insurance writers in New Jersey.

This tax is not a cost to smaller, yet profitable, insurance companies writ-
ing business in New Jersey. This law even further supports the contentions
of the political cost hypothesis.lo

Finally, as noted earlier, the Tax Reform Act of 1986 has expanded the
AMT calculation so that no U.S. firm reporting profits to its shareholders
will escape paying same corporate incame tax. These examples show that when
politicians pass new tax lawe ~md regulaticns, they are reactiig in part to
apparently abnormal (excessive) accounting earnings. These laws increase a
firm's operating costs, ultimately reducing stock prices.

Managers of larger firms with excessive earnings should, then, be
more sensitive to the econamic cansequences of political exposure associated
with corporate tax avoidance. If so, large firms with excessive earnings are
less likely to engage in aggressive tax avoidance. In the alternate form,
the hypothesis is as follows:

Hy: Tax avoiding corporations are smaller in size and earnings growth
than nonavoiding corporations.

Firm size has been used to measure political sensitivity, Lut not without
same criticism. Ball and Foster (1982) qQuestion the use of firm size as a
valid proxy for pelitical costs and indicate that size is associated with
industry classification. By not cantrolling for industry effect, studies may
produce incorrect conclusions regarding the findings. Studies have chosen to
match SIC codes to reduce the industry effect when using firm size as a proxy
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for political costs (Zimmerman [1983], Stickney and McGee [1982], and U.S.
Treasury [1978]). The present study also controls for industry effect as
seen in the methodology section (Chapter Three).

Measurements of firm size in previous studies have used sales and total
aseats to a large extent. This study used both sales and total assets as a
proxy for political cost in addition to calculating an interaction between
sales ard earnings qrwm]..l

Studies supporting the political cost hypothesis and using total assets
as a measurement: swrrogate include Watts and Zimmerman (1978), U. S. Treasury
(1978), Hagerman and Zmijewski (1979), Dhaliwal et al. (1982), ard Ayres
(1986) . Studies supporting the political cost hypothesis and using sales as
a measurement surrogate include Watts and Zimmerman (1978), Hagerman and
Zmijewski (1979), Zmijewski and Hagerman (1981), Bowen, Noreen, and Lacey
(1981), Lilien and Pastena (1982), and Zimmerman (1983).

Watts and Zimmerman (1986) suggest that accounting earnings are a better
proxy for political sensitivity. They also show that increased political
scrutiny resulted in additional political costs when earnings from one
accounting period campared to a prior period seemed "excessive." Certainly,
the oil and gas industry is the classic example, but recently the insurance
industry is facing similar pressures (see footnote no. 10). Additicnally,
Zimmerman (1983) argues that the more successful firms are larger firms who
are subjected to higher effective tax rates because certain tax shields such
as depreciation and interest are fixed in the short run. Thus, it would
appear that significant upward shifts in earnings (excessive earning growth
rates) associated with larger firms may lead to greater political scrutiny.
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A third proxy for political cocsts is earnings growth rate multiplied by
sales. Itiseotpectedttnttmsatimuperiemin;highereamingsgrowth
rates miltiplied by sales will pay higher effective tax rates due to higher
levels of political visibility and cost.

2.2.3 CAPITAL INTENSITY HYPOTHESIS

Several studies have used the Capit2l Intensity Hypothesis to explain the
tax effects an firms which are heavily capitalized rather than labor inten-
sive (Siegfried [1974], and Stickney and McGee (1982]). Results show that
the tax code favors capital intensive over labor intensive firms, and thus
tax avoiders may have greater levels of capital rather than labor.

Stickney and McGea (1982) use capital intensity to explain corporate
effective tax rates. Stickney and McGee suggest that the larger investment
indepreciableassetsshmldproduceinvesmmtaxcredits (TTC), ard using
accelerated depreciation should thereby result in greater tax savings and
lower effective tax rates. Their stwdy, using individual firms, supports
their contention.

Siegfried (1974) uses the same rationale as Stickney and McGee. However,
instead of an individual firm basis he uses an industry wide approach.
Siegfried's results support the cenclusion that the more capital intense
an industry is, the lower the effective tax rate.

Since this study focuses on the tax years 1982-1985, it cannot ignore the
influence of the 1981 ERTA provisicns. ERTA introduced ACRS (accelerated
cost recovery system), which allows a more liberal write-off of depreciable
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assets than ever befcre and increases potential tax savirgs. Additionally,
during the tax years used in this study, the investment tay credits (ITc)
wern liberalized in the tax code. Both the ITC and the more liberal
depreciation methods should produce faverable tax treatment: for capital
intensive firms. The potential tax savings would increase the expected
cashflow of the firms which in turn increases managerial wealth. Thus,
capital intensive firms would avoid more taxes relative to labor intensive
flrms. Stated in the alternate form, the hypothesis is:
Hy:  Corporate tax avoiders have a higher degree of capital intensity
than non tax avoiders.

Capital intensity is measured by the ratio of depreciation expense to

labor expense.

2.2.4 BOWUS PIAN HYPOTHESIS

Campensation plans may influence the metivation of managers to avoid
incame tax. Swecifically, a borus type plan uased on after tax accounting
earnings may procuce tax avoidance behaviar, while a campensation package
based on before tax acuounting earnings would not create such an incentive.

Previous accounting choice studies have tested whether the existence of
a borus plan influences accounting procedures. As described by Watts and
Zimmerman (1986), these studies were exploratory and resulted in mixed
results. Additicnally, Fox (1980) reported that of the cne thousand largest
U.S. mamifacturing corporations, 90% have a barus plan based on same type of
accounting earnings. Thus, the mere existence of a barus plan does not
explain managers' choices of accounting standardas.
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Healy(lSBS)MtkmmrdminthisareaarﬂfMﬂaatnostbosz
plans have 4 lower and upper bourd. The lower bound is measured as a
percmtageotstodmmdm'equity(ormsmuarmeam)beywmi@
netimcmmstextandifabamistobepaidart. Most plans also have
anupperbamdwhidxlimitstrmmdmbamstmtcanbepaidout. The
limits of the plan and the earnings expectations influence managerial
behavior. 'I’ms,insanayearsamamqermywanttoincreaseeamingsto
mmdmizeabomspaymt,mneinotmryeamthammgermaywanttoredme
eamhx;seitherbecausemmximmbamslevelhasalreadybeenreachedor
there is a lov probability of reaching the lower limits. Therefore, it is
mtmlyusetulto)mowifaplanmdstsmtalsowhereeamjngsrelateto
thelma:ﬂumerlimitsofttmbamplanbeforeamnagerd‘iooses
diffumtaccamtirgpmcam:es.

Healyirﬂicatesthatmﬂnnso%otttmbmmplamsmdiedinhis
Museirmbetmtamasatactortorbomspaym. Newman
(1988), whose study locks at the tax laws and campensation plans, shows that

maccamtimeamingsbeforeoratteri:mtaxmidemtions. Newman has
fanﬂthatfimusirqattertaxbumsplansmmmponsivetocharx;s
intaxrequlatiazstlunfimwithbaforataxbomsplans.
Itisassertedﬂntﬂmetimhavimbamsplambasedmeamings
afteri:metammmlﬁ(alytobaclmiﬂedastaxavoidersﬁmn
non-avoiding firms. In the alternate form, the hypothesis is as follows:
Hg: cozpontetaxavoide.maremlﬁcalytohavebomsplansbasedon
earnings after income taxes than non-tax avoiders.
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Healy's (1985) research shows that the boundaries of bomus plans must be
known before any indication of management strategy can be formulated.
Therefore, the individual years used in this study may provide questicnable
results due to the lack of details known about bormus plans and the relation-
ship of earnings to the lower and upper limits. However, the strength of
the present study is the four year model which should eliminate the
variations due to any income smoothing bhehavior on the part of management.
Using a four year window should disclose a pattern about management's tax
strategy that can be linked to the structure of the borus plan.

Political Action Committee (PAC) contrituticns are lcbbying efforts
seeking to gain favorable political treatment for specific industries or
corporations. The expected rewards may be goverrment contracts or favorable
tax legislation. This study examines the relationship between PAC contri-
butions to members of the Senate Finance and the House Ways and Means Com-
mittees and corporate tax avoidance.

Welch (1980) and Chappell (1981) show that PAC contributions have a
significant impact an the voting patterns of politicians. These findings
support the theory of ecancmic requlation presented by Stigler (1971) and
extended by Posner (1974) and Peltzman (1976). The theory of econamic
regulation suggests that corporations are motivated to lobby for benefits
resulting from regulation. Ndubizu and Cassell (1950) have documented
that firms with higher PAC contributions to members of the Senate Finance
and the House Ways and Means Cammitrees have relatively less tax burden than
other sample firms.
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Politicians' reactions to PAC contributions are hypothesized to be
cansistent with Mecklirgs' (1976) assertion that political parties seek to
increase resocurces controlled, since that increases their ability to broker
to varicus interest groups. The brokering functicn allows politicians to
transfer wealth to constituent gqroups. Corporate PAC contrituticnis may
motivate politicians to broker favorable tax legislation for corporations if
the acticn will not result in a significant loss of votes from the voter
group.

Given information cost, it seems appropriate to assume the individual has
little incentive to cbtain infomatim.u'nms, the voter censtituency will
be at a camparative disadvantage in trying to cbtain wealth-transfers
brokered by politicians. The hypothesis is as follows:

Hg: Corporate tax avoiders have a higher PAC contribution to earnings

ratio than non-avoiders.

One criticism of the lokbying research is that most studies use a single
issue, one-period model. Amershi et al, (1982) suggest multiple pericds
in modeling of the political process. Consequently, this study uses a four
year model.

2.2.6 OWNERSHIP CONTROL HYPOTHESIS

Kelly (1983) suggests that in owner comtrolled (OC) firms, shareholders
can monitor tha behavior of managers directly since owners exercise more
active control and have access to more information. However, manager
controlled (MC) firms do not have such direct shareholder control, thereby
creating additional contracting and monitoring costs an the part of share-
holdexs.nofre form of these costs is bonus plans, which are intended to
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better align the interests of cwners and managers. Due to the increased
costs of monitoring managers, Monsen and Downs (1965) suggest that the
separaticn of ownership and control may result in owners becaming satisficers
instead of maximizers.

Neuman (1988) found that the more dispersed the ownership (i.e. MC firms)
themlﬂcelyﬂmbamplanmldbebasedmafter-taximanecmparedto
before-tax income measures. Therefore, managers in MC firms are more likely
tobemﬁtthanamthammgminOCfimtmtaxavoidamesmtegias.

Fama (1980) provides a contrary view that there is an efficient labor
market which will restrict managers from attempting to maximize their own
utility at the expense of the shareholder. This marketplace provides an ex
Fst facto settling up process batween managers and firms. Thus, if managers
fail to maximize firm value, subsequent remmeration and jct opportunities
willberevisedm:dtonﬂectthispreviwsmb-optimalperfoname.

This labor market efficiency theory would autamaticaliy align the
decision process of MC and OC firms so that no differences in behavior or
selection of accounting choices would be expected. However, little empirical
evidence is available to support this theory. The empirical evidence
curently available clearly shows systematic differences in the adoption of
accamtingmeﬂwdsbymarﬂocﬂms.u‘masafhﬂi:qsshowmﬁmsto
have greater propensity than OC firms to select incame or equity increasing
accaunting strategies.

In the contaxt of the tax strategies, one would expect that MC firms
wauld be classified as tax avoiders. In the alternate form, the hypothesis

is as follows:
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Hy: corpcntetaxavoidarshavealmrpementaqeofstcckwnedby
directors and officers than non-tax avoiders.

Hunt (1986) defines control of a firm as the ability to control the
selection of a majority of the board of directors throuwgh veting rights
assigned to ownership shares of the firm. To operationalize the concept of
cantrol several techniques have been used. Dhaliwal et al. (1982) have used
a dichotamous variable to represant MC and OC. Other studies have used the
percentage of stock ownership by top management as an explanatory variable.
(See; Hunt [1985], Niehaus (1986], Ayres [1985], Durme (1988], and Newman
(1988]). Since a contimucus variable is a more precise measure than the
dichotamous variable, the present study used a contimuous variable, an
approach consistent with Holthausen ard Ieftwich (1983).
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CGHAPTER 3
SAMPLE /METHOROLOGY

3.1 SAMPLE

The Citizens for Tax Justice (CTJ) is a non-profit agercy that provides
surveys of America's major corperations and their taxpaying or tax avoiding
habits. Recently the CIJ, in a joint project with the Institute on Taxation
and Econamic Policy, issued the Third Anmual List of America's Corporate
3 (July, 1986) which covers 250 of America's
largest and most profitable corporations. The pre-tax damestic profits of
these campanies, covering 1982-1985, represents about 50% of the total
pre-tax damestic profits of all U.S. campanies as reported by the Cammerce
Department.

CIJ selected the top 300 firms from the Fortune 500, along with Fortune's
top 50 campanies among utilities, service industries, cammercial banks, life
insurance campanies, and transportation campanies. Companies were eliminated
fram the CIJ sample if they lost money over the 1982-1985 pericd or if a
Campany's report did not provide sufficient information to calculate damestic
profits, current federal income tax expense, or l:-cv':..l5 This elimination
process resulted in the 250 firms included in the latest report.

The CIJ report shows effective tax rates, cn a four year combined basis,
fram a low of -17.3% to a high of +52.8% with the average of all campanies
Paying 14.9%. The methodology used to cbtain effective tax rates was to
divide current federal income tax expense by net damestic pre-tax profits
before federal incame tax. Those campanies paying zero or less in federal
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incame taxes mumbered 75 in 1982, 51 in 1983, 33 in 1984 ard 42 in 1985,
MibitMstmsfedenlcozporateinmtaxesasapementofdcmstic
Pre-tax profits for all U.S. Companies from 1950 to 1985. The decline in
federal income taxes, as related to damestic profits, is most noticeable in
the 1982 to 1985 period which is reflective of the more liberal provisions
cortained in the 1981 ERTA laws. The average of the 1982-85 percentages is
16.15% which is camparable to the CTA'S average of 14.9%.

The 250 firms in the CIT report represents the initial sample of the
study. The purpose of the study is to determine if measures of tax avoidance
are related to the variables hypothesized to be related to tax avoidance in
the previous chapter. An individual analysis was corducted on each of the
four years as well as a combined aralysis of the entire four years of data.
Therefore, five different models were developed in this study. The initial
sanple of 250 firms was reduced if information was unavailable on any
indeperdent variable. Selection criteria include (1) financial data avail-
able on the Campustat Anrual Industrial Tape from 1581-1986, (2) proxy
statements and anmual reports available on the National Databank Microfich
file, and (3) Political Action Committee contributions to members of the
HmseWaysardMeamcmitteeardSemteFimmechitteeavauableonthe
Federal Election Camittee's "Nen-Party Report on Financial Activity Tape"
for the years being studied. The mmber of firms in the final sample
totaled 215. The reduction in sample size was attributed solely to infor-
mation not available an the Campustat tapes.

Reproduced with permission of the copyright:-owner. Further reproduction prohibited without permissionyyapny.manar



27

EXHIBIT TWO

General Corporation Income Tax Rate and Effective Rate
of the Federal Income Tax on Profits of U.S. Corporations
from Domestic Operations, 1950-85

Corporation S
Corporation profits . Federal corporation taxes®
income 1ax beforr 1ax Amount Percem
rale {billions (billions of profit
Year (percent) of dollars* of dollars) before
1950 42.00 42.6 15.5 36.4
1951 50.75 .4 18.9 2.6
1982 52.00 39.5 16.7 2.3
1953 53.00 4.6 17.6 4.3
1954 52.00 0.5 16.5 4.7
1955 52.00 517 2.7 40.0
1ys6 53.00 518 20.6 9.8
1957 52.00 50.3 19.9 39.6
1958 52.00 45.8 17.5 8.2
1959 52.00 55.2 .S .Y
1560 52.00 : 53.0 20.6 8.y
1961 52.00 4.2 0.8 k.4
1962 52.00 60.8 19 352
1963 52.00 65.6 A6 36.0
1964 $0.00 727 4.0 Bx R
1963 48.00 .7 276 e
1966 48.00 91.1 9.9 328
1967 48.00 39.8 8.1 313
1968 $280 9.7 30.2 30.3
1969 52.80 9. 9.7 o
1970 49.20 23 26.4 32
1971 48.00 95.7 30.0 3
M 48.00 112.4 334 29.7
1973 48.00 131.6 39.0 296
1974 48.00 140.3 39.5 .2
197§ 48.00 141.8 8.2 2.9
1976 48.00 175.8 48.7 1.7
9M 48.00 2110 $5.7 20.4
1978 48.00 246.0 64.4 26.2
1979 46.00 263.0 65.1 4.8
1980 46.00 259.9 58.6 2.5
1981 46.0C M3 517 19.0
1982 46.00 322 19 4o 1982-1985
1983 46.00 7.1 411 15.9 averages
1984 46.00 NS 59.8 179 16.15%
198S 46.00 345.0 5.8 16.2
Source: Agpemha uble D-1S.
o Profts teture 13103 as Jenned 8 e J asume [ 1Y 4 over uraghi-line

JEPCCLILIIR. s wilRals allunated BV CUCPUCAIGD 1O SOMMMINGS PRYAC PERMUR Plills. Ml AL £t IEUM duics o
PEUPKTLY . I33 (2 2aliE IVFEIEA NUIRE. Shale CUME teres. Foucral Meserve BOusy caruags. st Sutvaurics 3 . um.

0. Poderal cUrPureiwd MCORS LA S0 JeNasd 18 LA ARl MCUME ocCOumts l0vs e Federal Meserve Bousu
peycent 10 the U.S. Trousury snd the wlgurasy surcharpss of 1930-3) and 1988=70. Bacludes eaces: pramis luses
i UaS iScOME Lasss.

Source: Federal Tax Policy, Fifth Fdition

Edited by Joseph Pechman
The Brookings Institution, Wash. D.C. 1987
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3.2 [DEPENDENT VARIARLE

The deperdent variable is corporate effective tax rate (designated as
CIR) as provided in the CIJ study with cne adjustment. The adjustment was
required to standardize corporate effective tax rates for industry
differences.

The tax code is industry based as can be seen in Appendix C. Industry
effects can be controlled by matching en SIC codes; however; this could
reduce sample size significantly so that appropriate tests may not be
possible. Therefore, to control for this industry effect, CTR (the ratio
of current tax expense to damestic pre-tax profits) was adjusted by effective
industry tax rates.

An industry tax rate and average tax rate for all industries were
cbtained from the Statistics of Incame campiled by the Internmal Reverue
Service (see Apperdix C). For example, using the data in Appendix ¢,
the utility industry used 45/41 to arrive at 109.7%. The 45% represents the
average effective tax rate for the utility industry while the 41% is the
average of all U.S. firms with net incoms in 1982. This indicates that
utility firms have an effective tax rate equal to 109% of all U.S. firms
cambined. This effective tax rate was then divided into the ratio of current
tax expense to damestic pre-tax profits to arrive at an industry adjusted tax
rate. This standardizing treatment was applied to every firm selected, based
on SIC classificaticn in the Campustat files as follows:

aurrent federal incame

CTR= taxexpense 3 industry rate
damestic pre-tax profits ~ average tax rate
for U.S. fimms
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3.3 INDEPENDENT VARIABLES

The following independent variables were camputed anmually for each

campany in the 1982-1985 peried:

LEV =(long-term debt/net tangible assets) x 100;

CAS =(total debt/total equity) x 100;

SIZE =accounting earnings in peried t/accounting earmings in period t-1 =
earnings growth ratio multiplied by sales and [two additional
measures of size are sales and total assets (in millions)];

CAI =(depreciation expense/labor expense) x 100;

BP = wn for borus plan based on earnings after incame tax, and "o
for bonus p.ian based on earnings before income tax;

PAC =PAC contribution ratio = w@,‘mo ;

Pre-tax damestic

profits plus PAC

Contributions
oc-pexcmtagevotja'gstocklxeldbydireétors and officers as a group.

3.4 MODEL
A multiple regression and a multiple discriminant model were used in this
study.

3.4.1 REGRESSTON MODEL

The regression model was used to determine how well the selected indeperdent
variables predicted the dependent variable, CIR. Since the dependent and all
but one of the indeperdent variables are interval scaled (contimuous), the
appropriate statistical tool was the ordinary least squares (OLS) regressicn
model (with a dummy variable for borus plan).
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The hypothesized relationship between corporate adjusted tax rate (CTR),
the deperdent variable, ard the indeperdent firm-specific characteristics is
provided below:

ClR = b +bIEV+DbDCAS+bDSIZE+bDCAI+bBP+bPAC+bOC+e
-] 1 2 3 4 5 6 7

Part of the analysis of the data included tests of the urderlying
assumptions nf OLS. These tests included, but were not limited to, the
potential problem of multicollinearity (highly correlated indeperdent
variables), nonlinearity of regression function, constancy of variance and
normality of the error term.

The statistical analysis consists of both univariate tests and a
miltivariate test. The univariate tests investigate each individual
hvoothesized independent variable separately, while the miltivariate approach
investigates the simultanecus effect of all independent variables.

Regression coefficients were tested for the multirie regression model as
well as individual simple regression models for each variable. These tests
were used to determine if the recression coefficients were in the Yy pothe-

sized direction. Below are the expected hypothesized directicn for each
regression coefficient.

Expected

Regression Rypothesized

Hypothesis Coefficients —Direction
Hy: b LEV negative
Hy: b CAs negative
Hy: b SIZE pesitive
Hye b CAI negative
Hg: b BP negative
Hg: b PAC negative
Hy: b oC positive

The testing and results cbtained are detailed in the next chapter.
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3.4.2 DISCRIMINANT MODEL
'mediscrimimrrtmdaldatamineshmmllthedevelopedmdelcan

Classify firms between tax avoiders and non-avoiders. Various strategies
mreusedtoseparataﬂmcrtimsanpleoffimshﬁqum:psbasedon
CIR. For a particular partiticning of firms into groups, the following
hypothesis was tested.

o —— e pr—
Ho: u u
11 21
u = u
12 22
u u
A
LR L

—— amad
Where p = 7 (umber of irdependent variables) ard u = means of
vectors for each classificatieon with 1 representing tax avoiders and
2 representing non-avoiders.

Chapter four will provide summaries of all tests and related results.
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CHAPTER 4

STATISTICAL ANALYSES AND
DISCUSSION OF RESULTS

4.1 INTRODUCTION

This chapter discusses the measurement of the variables hypothesized to
be determinants of corporate tax avoidance strateqy and presents the results
of the statistical analysis performed on these variables. Both univariate
and miltivariate tests were employed to test for significance. The results

of the uiivariate tests are presented first, followed by those of the
miltivariata models.

4.2 UNIVARTATE TESTS

The univariate test used was the Mann-Whitney U-Test for each variable,
the results of which are summarized on Tables 4A-4E. The variable definitions
are provided in Table 1 for easy reference, along with summary statistics
provided in Table 3 (all Tables are included at the end of this chapter).

The separation of corporate tax avoiders and non-tax avoiders in the
study is not explicity defined with respect to an absolute tax rate. Rather,
the criterion is based on relevant tax rates with all cther firms. This
study segreqates firms into tax avoiders or non-avoiders, comparing a firm's
tax rate to the tax rates of all other firms in the study.

Several different classification schemes were develcped to Jdetermine
if results are sensitive to classes employed. The first classification
scheme was to divide the sample into two equal groups with the bottom

Reproduced with permission of the copyright:-owner. Further reproduction prohibited without permissionyyapny.manar



33

half of firms having the lower tax rates being classified as tax
avoidaxsardﬂmupperhalfotﬁxmwiththehighertaxratabeimclass-
ified as non-tax avoiders. The firms were also sacregated into tertiles
and gquartiles. The testing performed on firms classified into tertiles
wasmthebottanvamst!nupperthim,whiletmquartiletestmqwas
donemtheﬁ:st(low&ttaxrat&)andfwrth(highsttaxrates)
quartiles. Ad;itianlly,tastsmpartoxmdmthafirstandswond
quartiles and tle third and fourth quartiles to determine if significant
statistical differences were noted between high and low tax avoiders

and non-tax avoiders groups.

4.2.1 DEBET QOVENANT HYPOTHESIS
‘mefi:stu»ohypothesesrelatetocmstraintscmmnl,'usedtopmxy
ior debt agreements. The leverage ratio (LEV) was measured by long-term debt
divided by net tangible assets. The debt to equity ratio (CAS) was measured
by total debt divided by total equity. Both of these variables were expected
torelatetotaxavoidmbdaviorinanegativemmer. In other words,
asdebthm‘eased,taxmidarmmupectadtoi:aease(lwertaxmt&s).
'mermltsottlmsevariablessumorttmhypoumiswmncmparirg
halves, tertiles, and extreme quartiles. In fact, each year showed
significant results representing the strongest statistical findings of
all variables tested. These results are consistent with many of the
prioraccamtirgdwiucunimﬂntmmmdebtmm
hypothesis. Mer,ma)mrresﬂtsmobsmedwhencmparinglmtax
avoiders and high tay avoiders (first versus second quartiles) and low non-
tax avoiders and high non-tax avoiders (third versus fourth quartiles).
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These results clearly show that firms with higher debt rztics
consistently paid lower U.S. federal income taxes as related to domestic
profits during the 1982 to 1985 period. This tax avoidance behavior is
partially explained by the tax code, which favors debt versus equity finance
ing: interest payments made by a firm are tax-deductible, while dividerd
payments are not.

Aditionally, these results show the effectiveness of covenants
used in debt agreements to influence managerial behavior. To reduce
the possibility of technical default an debt covenants and the resulting
additional contracting and monitoring costs, highly leveraged firms
need incame increasing performance, and lowering current tax payments
achieves this goal. .

Bermanke (1989) argues that higher concentrations of debt may lead
to more efficient managerial performance due to higher interest payments
imposing a permanent discipline on the managers. Thus, reducing federal
income taxes to the lowest legal limit may indicate more efficiently
managed firms. This suggests that higher levels of debt in the capital
structure (up to certain levels) may create an envirorment for the most
efficient management performance.

Cauticn needs to be exercised in attributing explanatory power to the
LEV and CAS variables since they are boch testing the same hypothesis.
Results could be misleading if the independent variables are correlated with
ane ancther, because the variables may be surrogates for ane another and may,
therefore, be capturing the same information. In order to check for
significant correlations between these two variables, Pearson correlation
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coefficients were calculated an yearly data and are displayed in Table 5.
The correlations appear low and suggests that the variables are not
surrogates for each other.

4.2.2 POLITICAL QOSTS HYPOTHESIS

It was hypothesized that larger firms with excessive earmings wmild he
less likely to engage in aggressive tax avoidance due to the potential
political costs. However, nane of the tests on the variables used to
measure political cost supported this hypothesis.

Cansiderable comtroversy exists cancerning the appropriate measure
of political cost. This study used three different measures (or
variations thereof), which included total assets, net sales, and an
interaction of earnings growth and net sales. Sinca the variance of
total assets and net sales was dispersed widely across firms, a log trans-
formation was performed on both of these measures. Additionally, the
interaction of positive earnings growth and sales was examined, eliminating
the effect of neqative earnings growth. Only the results using the log of
total assets are reported in Tables 4A-4E. All the different measures pro-
duced similar results.

The political cost variable with the most significant findings was
the log of total assets (SIZE); however, the findings do not support the
hypothesis. The results clearly show larger firms are tax avoiders.

These findings are consistent with the mixed findings documented in other
positive accaunting studies (Watts and Zimmerman [1986)).

These firdings suggest that since laige profitable firms acgres-

sively pursued tax avoidance, their behavior became a target for
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further political costs. The avoidance of taxes by large profitable firms
created criticism from tax reform groups (e.g. Citizens for Tax Justice)
which paved the way for the Tax Reform Act of 1586. As mentioned in the
introductory chapter, TRA of 1986 was designed to transfer the tax burden
fram individuals to corporations. The raticnale for the tax avoidance
behavior of the large profitable firms may be that the nresent value of
current tax savings exceeded estimated future costs. Only after statistics
are available cn the impact of TRA of 1986 can the monetary effects be
campared to tax savings to determine if the behavior in 1982 to 1985
actually maximized managerial and/or firm wealth.

The discrepancy between the findings of this study and similar
studies [e.g. Zimmerman (1983) and U. S. Treasury (1978)) may be due to
the selection of sample firms. This study only selected profitable firms
while the other studies did not differentiate between firms with profits or
lcsses before tax considerations.

The fourth hypothesis expected capital intense firms to use investment
tax credits and the accelerated cost recovery system to reduce taxes and be
classified as tax avoiding firms as opposed to more labor intensive firms.
The capital intensity ratio (CAI) was measured by the ratio of depreciation
expense to labor expense. However, the CCMPUSTAT tapes did not contain this
data for all sampled campanies. Each year has approximately sixty firms or
25% of the entire sample providing the needed data. This results in a reduced
model for miltivariate analysis and a reduced sample size for the univariate
testirg.
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The findings for the CAI variable support the expected direction
of the rigiial hypothesis but are not significant at the .05 level
across all temporal or classification dimensions. The most consistent
significant result is when all four years are cambined for the classifi-
cations an Tables 4A (bottam half versus top half), 4B (bottam third
versus top third), 4C (first quartile versus fourth quartile) and 4E
(third quartile versus fourth quartile). This suggests that ove: the
four year period (1962 to 1985) the tax policy to encourage capital
sperding by liberalizing investment tax credits and depreciaticn lives
was effective. This contradicts the CTJ study published in February, 1986
entitled "Money for Nothing - The Failure of Corporate Tax Incentives
1981-1984," which reported that ineffective tax incentives (e.g. investment
tax credits and more liberal depreciation methods) did not create the
investment in capital spending ard job creation that the 1981 ERTA
provisions intended. However, the miltivariate results shown in the
next section reveal no significant findings for the CAI variable. Thus,
isolating the univariate results may lead to questionable interpretations.

4.2.4 BONUS PLAN HYPOTHESIS

Proxy statements of the sample firms were examined to determine whether
an existing bonus plan was based on accounting earnings before or after
incame tax considerations. Newman (1988) fourd that firms with after tax
borug plans are mcre responsive to changes in tax requlations.

Scme firms had borus plans which were not related to accounting earn-~
ings but to same cother measure. For example, same utilities measure banus
payouts by camparing cost efficiencies with other utilities in their
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geographic area. These barmus plans were classified as "before tax" plans
for purposes of this study. The sample started with 250 firms, 106 of
them (42%) having bams plans based on after tax payout formulas.

The unvariate test generally supports the expected direction of the
hypothesis except for 1983 on Table 4A (bottam half versus top half) ard
1984 and 1985 on Table 4D (first versus second quartile) and 1983 and 1985
on Table 4E (third versus fourth quartile). The only significant finding
is reflected in 1982 in Tables 4A-4D and when all years are cambined on
Table 4C. These findings show that the after tax provision in borus plans
is responsive to tax law changes (i.e, 1981 ERTA changes), but the motivation

may be shert term, which is reflected by its anly being significant in the
first year after a major tax revision.

The extent to which firms avoided federal income tax ard used labbying
efforts to gain favorable political treatment was tested. Political Action
Camittee (PAC) contributions to members of the tax writing comittees
(i.e. Senate Finance and House Ways and Means Camnittees) were isolated to
each firm in the study. Not all firms participated in PACs, but over 55% of
the sampled firms had same contributions in each reporting period. The
use of PACs has qained in popularity as shown bv thz increased dollars
allocated to these camittees. In 1982, $4,569,016 was spent by all
carporations to these two camittees, while in 1985 a 61% increase resulted

in $7,369,862 being spent. Clearly corporations see this as an effective
vehicle to seek favorable tax legislation.

Reproduced with permission of the copyright:-owner. Further reproduction prohibited without permissionyyapny.manar



39

The results support the hypothesis and show that those firms with
lower tax rates contributed, as a percentage of pre-tax profits, more funds
to members of the tax writing committees. The test results are in the
direction hypothesized, and significant results at the .05 level were
fourd in all years for the first three Tables (4A-C), with cnly 1982 not
being significant when camparing the upper and bottam halves of firms.

The differences between low and high tax avoiders (Table 4D) ard tax
non-avoiders (Table 4E) are not significant, suggesting similar types of
firms in the bottam and top halves of the sample.

These results suggest that corporate PAC contributions motivate
politicians to broker favorable tax legislation to selected corporations.
However, it is difficult to determine if the contributions are for prior
or future activities or a combination thereof. The significant increase
of contributions in 1985 could possibly represent firms trying to lessen
the impact of the inevitable closing of loopholes contained in the provis-
icns of the TRA of 1986. Nevertheless, firms with higher PAC ratios had
reduced tax burdens.

Measuring PAC contributions without any adjustment for size would
clearly show larger firms spending more dollars than smaller firms. To
reduce this potential bias, the measurement of the PAC formula divided PAC
contributions by pre-tax domestic profits plus PAC contributions. This
rwltadinapetwﬂgemeasmotpmmibutionstopotential taxable
dollars, eliminating the size variable (e.g. sales or total assets) from
dominating the statistics.
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4.2.6 OWNEXGHIP QONTROL HYPOTHESIS

The extent to which a firm is more manager-controlled versus
owner-controlled was suggested as a possibie factor in tax avoidance
behavior. The hypothesis predicted that firms that were classified as tax
avoiders would terd to be manager controlled. This was based on Newman's
(1988) study that found that manager-controlled firms were more likely to
have borus plans based on after-tax provisions. Additicnally, manager-
controlled firms tend to select incame or equity increasing accounting
strategies of which tax avoidance would be classified. The results support
this hypothesis and are sigmfidant in all years for the analysis of halves,
tertiles, and the extreme quartiles.

All firms cambined had approximately an 8% ownership interest by
officers and directors. When classified into tax avoiders and non-avoiders,
each group consistently had approximataly 6% and 10% ownership interests,
respectively.

These results show managerial efforts are indeed different depending
on levels of voting stock owned by directors and officers. Coupled with
Newman's (1988) findings, manager controlled firms are more motivated to
seek tax avoidance strategies due to incentives created for maximizing
marager's wealth when viewed from univariate results only. The multi-
variate results, shown in the next section, do not support these findings.
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4.2.7 SUMMARY OF UNIVARIATE TESTS

The firms were tested under five different classificaticn schemes
using the Mann-¥hitney U-Test. The first three classifications (i.e.
top versus bottam half, top versus bottom tertile, and highest and lowest
quartile) provide the most significant findings, while the last two
classification categories (i.e. top and low corporate tax avoiders and
non-tax avoiders) provide weaker support for differences between these
groups.

Taken together, the unvariate tests provide support for the debt
covenant, political action camittee contribution, and ownership control
hypotheses. Tha results for the borms plan and capital intensity hypotheses
are insignificant but have the expected sign. The anly variable that does
not have the expected sign is the political cost variable; however, this
variable was significant at the .05 level in all years.

Based on these findings, tax avoiders are large firms having high
debt structures and lower concentrations of ownership interests by
directors and officers. Tax avoiders contribute a larger share of pre-
tax income to PACS and, directly after major tax revisions, the most
ageressive tax avoiders have short~term bonus plans based on after-tax

To determine which factors actually explains corporate tax avoidance,
the indeperdent variables were jointly examined and the results are
reported in the next section.
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4.3 MULTIVARTATE MODELS

Three different multivariate techniques were used to investigate the
similtanecus effect of all indeperdent variables. These techniques were
multiple regression, discriminant analysis, ard logistic regression. The
results of each technique will ba discussed separately.

4.3.]1 MULTIPLE REGRESSTON

Because the variable CAI (capital intensity ratio) was available for
only approximately 25% of the sample, two different multiple regression
models were used. The first model (Model One) used all hypothesized
variables except CAI. A reduced model (Model Two) was then created
which included the CAI variable but resulted in a significant reduction
in sample size. Model One results are provided on Tables 6A-6E with
each Table corresponding to a separate year in the study and Table
6E reflecting all years cambined. Tables 7A-7E contain the results for
Model Two and are discussed after Model One.

Table 2A provides the frequency distribution of the sample for
Model One by industry. The results show that the sample is diversified
across industries, withmimrcmcem:ratiminstandardlndust:y
Classification (SIC) 20 == Food and Kindred, SIC 28 — Chemical and
Allied Products, SIC 36 == Electrical Equipment and Supplies, and SIC 49 --

Electric, Gas and Sanitary Services. The industry concentration may

lead to cross-sectional correlation.
16
To check for hetarcscedasticity, the Park (1966) test was applied.

The results suggest the presence of hetervecedastic error terms in 1982
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and 1983; ccnsequently, the weichted least square procedure was used in
both of these years. The Park test was re-applied on the weighted data,
but there was no evidence of cross sectiocnal correlatien.

Whan using the ordinary least squares (OLS) method, the variance
inflation factors (VIF) were used as diagnostics for multicollinearity.
The VIF measures how much the variances of the estimated regression
coefficients are inflated campared to an analysis in which the independent
variables have pairwise correlations of zero with each otheir. The OIS
results show extremely low VIF's; however, the VIF's increase when the
heteroscedastic error terms ave corrected in 1982 and 1983. The increased
VIF's do not seem large enocugh to influence unduly the estimates of the
weighted least square model.

MODET, ONE

Model One found the following variables to be significant at the

.05*% or ,10** level (see below).

All Years
Varjable Cambined 1982 1983 1984 1985
1LEV *
CAS ® * *
SIZE e * * *
BP * * *k
PAC * * * *

oC

The results of the four year model are provided in Table 6E. The
coefficients of CAS, BP, and PAC are negative and significant at the .0S
level using a cne-tailed test. The coefficient of SIZE is negative
(cpposite of expected sign) and significant at the .10 level using a one-
tailed test. The coefficients of LEV and OC are positive and are not
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2
significant at the .10 level. The R statistic is 20 percent. These results

are consistent with the debt covenant, borus plan, and political action
camittee contrikution hypotheses. These results do not support the
political cost and cwnership control hypotheses.

The four year model shows firms classified as tax avoiders have
more assets, a higher debt to equity ratio, bormus plans with after-tax
provisions, and a larger share of earnings contributed to political action
camnittees that earmark their funds for members of the tax writing
camittees. The ownership percentage of voting stock held by directors
and officers show no relationship to tax avoidance behavior, providing
empirical evidence to support Fama's labor market efficiency theory.

The results of the 1982 model are provided in Table 6A. The
coefficients of CAS, BP, and PAC arc neqative arxi significant at the .05
level using a1 ane-tailed test. The coefficient of SIZE is positive and
significant at the .05 level using a cne-tailed test. The coefficients
of LEV ard OC are not significant at the .05 level. The R2 statistic
is meaningless due to a correction for hetercscedasticity (Treble 1984).
These results are consistent with the debt covenant, political cost,
borus plan, and political action comnittee contribution hypotheses. The
results do not support the ownership control hypothesis.

The results for 1982 are identical to the four year model, except
the political cost hypcthesis is supported. Therefore, smaller firms,
as measured by total assets, were tax avoiders in 1982.

The results of the 1983 model are provided in Table 6B. The
coefficients of LEV and CAS are neqative ard significant at the .05 level
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using a cne-tailed test. The coefficient of SIZE is positive and
significant at the .05 level using a cne-tailed test. The coefflc:.ent
of BP, PAC ard OC is not significant at the .05 level. The R statlstlcs
are meaningless due to a correction for hetercscedasticity (Treble 1984).
'meeemultsaremistmtwithmdebtcwenantandpolitical cost
hypotheses. The results do not support the borus plan, political action
camittee cantribution, and the ownership contxol hypotheses.

The results for 1983 show tax avoiders to be smaller in size as
masuedbytotalassetswith}higmrlevelsofdebtinthecapital structure.
Tax avoiders were insensitive to ownership interests, bonus plan structure,
or cantributions to PACS.

‘BmmultsotthelQMmdelampmvidedinTable 6C. - The
coefficient of PAC is neqative and significant at the .05 level using
a cne-tailed test. The coefficient of SIZE is negative (cpposite of
expected sign) and significant at the .05 level using a one-tailed test.
The coefficients of LEV, CAS, BP and OC are not significant at the.05
level. 'meR2 statistic is 6 percent. These results support the
political action camnittee contrilution hypothesis. Although the SIZE
variable is significant, the sign is the opposite of the expected sign,
showirgarevetsalofsu;portfortrmpoliticalcosthypoﬂmiswhen
campared to 1982 and 1983. The results also do not support the debt
covenant, bcrus plan, and ownership control hypotheses.

Tax avoiders became less distinguishable in 1984 as only two
variables were significant (SIZE ard PAC). The SIZE variable reversed
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signs fram 1982 and 1983 showing larger firms were tax avoiders, thereby
not supporting the political cost hypothesis. The contributions to
PACS supporting members of the tax writing committees was the only other
variable which was significant.

The results of the 1985 model are provided in Table 6D. The
coefficients of PAC and BP are negative arnd significant at the .05 ard
.10 level, respectively, using a one-tailed test. The coefficients of
LEV, CAS, SIZE and OC are not significant at the .10 level. The R2
statistic is 5 percent. The results support the political acticn
camittee contribution and the borus plan hypotheses. The results do
not support the debt covenant, political cost, and ownership control
hypotheses.

The results of Model One, when reviewed on a separate year basis,
terd to lose explanatory power as time passes suggesting that other
variables may be missing in the criginal model or just that significant
differences are most evident after the passage of major tax revisions
(i.e. Econamic Recovery Act of 198l).

The variables that consistently displayed the anticipated direction
in all years were CAS and PAC. As cantrasted with the univariate tests,
the major difference in the multivariate results is that the variable SIZE
shows the expected direction in 1982 and 1983 along with being statistically
significant at the .05 level. This provides support for other studies
(Zimmerman (1983), Stickney and McGee (1982), and U.S. Treasury (1978)]
which show that larger firms tend to pay higher taxes, thus supporting the
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political cost hypothesis. However, the SIZE variable reverses the
sign in 1984, 1985, and when all years are cambined, resulting in mixed
results for the political cost hypothesis consistent with other studies,
as documented by Watts and Zimmerman (1986).

The BP variable was significant in 1982 and 1984 and was clcse to
being significant in the cther two years. Additicnally, when all years are
cambined, the BP variabla is significant, which suggests that contracts
established between managers and owners that are linked to after-tax
earnings for determination of bomus payouts are indeed effective in
monitoring management's behavior. Why more firms do not include this
consideration in borus plans is an area worth exploring.

The PAC variable was significant in three out of four years and
on a four-year cambined basis, providing the strongest findings in the
multivariate testing. Clearly, the increased spending of political action
committees to members of the tax writing cammittees shows that lokbying
efforts do permit significant wealth transfer between various interest
groups.

MODEL, TWO

Model Two cantains all the variables originally hypothesized
to explain tax avoidance strategy; however, the sample size is reduced
due to the CAI variable being available for approximately 25% of
the sample. Table 2B contains a frequency distribution of the sample of
Model Two by industry. The results show that five industries account for
over half of the sample; however, this industry concentration did not
lead to cross-sectional correlation in the individual model years as
measured, by the Park test. When all four years were cambined, the Park test
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shadedhataroscedasticermrtamswhichwereadjustedbyusirgme
weighted least square procedure.

The VIF to detect multicollinearity shows little to exist
in this sample.

Model Two fourd the following variables to be significant at the
-05* or .10%* level (see below).

All Years
Varjable  Combined 2982 1983 1984 1985
LEV ke *
cAS "k
SIZE *
BP %* *
PAC * * *
oC
CAI ok

’nwrasultsofthermryearmdel'moareprwidedinTablem. The
coefficients of BP and PAC are negative, the coefficient of SIZE is positive,
and all variables are significant at the .05 level using a one-tailed test.
The coefficient of IEV is negative ard significant at the .10 level using
a ocne-tailed test. The coefficients of CGAS, OC, and CAI are not significant
at the .10 level. 'nmadjustedRz statistic is not meaningful due to a
correction for hetercecedasticity (Treble 1984). These results support
the debt covenant, political ccst, barus plan, and political action camittee
cantriouticn hypotheses. These results do net support the ownership
control and capital intensity hypotheses.

'Ihefazryearl\bdelmisidexticaltothefwyearuodelme
except the political cost hypothesis is supported by the results of model
Two. The additicnal variable, CAY, is noct significant.
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'nurnsultsotﬂnlsezmdelunmpzwidedin'rablen. The
coefficients of IEV, BP, and PAC are negative and significant at the .05
level using a ane-tailed test. The coefficients of CAS, SIZE, OC, ard CAT
are not significant at the .05 level. The adjusted R2 statistic is 21
percent. 'nmserewltsmmimmthm&btccvenam, borus
plan, and political action committee cantribution hypotheses. The results
do not support the political cost, ownership cantrol, and capital intensity
hypotheses.

The 1982 Model Two results are identical to the 1982 Model One escept
for not supporting the political cost hypothesis.

The 1983 Model Two results are provided on Table 7B. The coefficients
of PAC and CAI are negative and significant at the .05 level ard the .10
level, respectively, using a cne-tailed test. The coefficients of LEV,
CAS, SIZE, BP, and OC are not significant at the .10 level. The adjusted
Rz statistic is 15 percent. The results are consistent with the political
action camittes contribution and capital intensity hypotheses. The
remltsdonctwppoztﬂndebtcwm, political cost, borws, and
ownership control hypotheses.

The results for the 1983 Model Two show the anly situation in which
the capital intensity hypothesis is significant for tax avoiding fimms.

The 1984 and 1985 Model Two results are provided on Table 7C and 7D,
respectively. The coefficients of all variables are not significant at

the .05 level using a one-tailed tast. These results support no hypotheses
in 1984 and 198s.
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Model’l\aoissimilarto)bdal&xesimebo&havehigheradjustad
2
R s in the early years. Clearly the inclusicn of the CAI variable has not
contributed to the explanatory powers of the model, pessibly due o the

decreased power due to the smaller sample sizq.

4.3 D

Discriminant analysis was canducted to determine if the hypothesized
variables could be used to more accurately classify tax avoiders ard
non-tax avoiders than a naive approach. The statistical theory underlining
this technique assumes that the discriminating variables have a miltivariate
normal distribution. A log transformation was performed on the total asset
variable so that an approximate normal distribution resulted.l7 All
discriminant moedels used LEV, @s, BP, OC, SIZE, and PAC variables. Based
upcn the results of previcus testing, the CAI variable was not used due
to the paucity of data available.

Another assumption underlying discriminant analysis is that each group
has the same covariance matrix of discriminating variables. When this is true,
a "pooled" covariance matrix is estimated. The SAS discriminant package
performs a likelihood ratio test of the hamogeneity of the within-group
covariance matrices to determine if the within-group or the pooled covariance
matrix is used. Preliminary tests were mun allowing the software package
to determine the appropriate covariance matrix. Tests were also run with a
pooled covariance matrix, regardiess of whether tha test of hamogeneity
showed this to be appropriate. Results were quite similar under each
approach. 'nmmltsreportedinthesuﬂyarebasedonthepooled
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Discriminant analysis is only useful if there are significant
differences between the population mean vectors. One statistic to
test for these differences is the Wilk's Lambda. If the Wilk's Lambda
statistic is significant ato = .05, we can be 95% certain that
there are at least same variables that are different for tax avoiding
and non-tax avoiding firms, assuming other conditions are met.

In classifying cases with a discriminant model, it is important to
assign the appropriate prior probabilities of group membership. The
generally accepted procedure is to use probabilities proporticnal to
group sizes. All reported statistics and error rates were calculated
using this specification. In presenting results, the prior probabilities
arereportedmeadmtableardmﬂectthesanplesizeofonegmupdivided
by the size of both groups cambined. The significance of the model, the
correct percent of classifications, and the individual variables which were
significant are also provided with each table.

Tables 8A-8F present the results of the discriminant analysis.
'Iheraaretendifferenttablesto&ﬁwthenmmerinmidithesample
was divided. The sample of firms was split in half, in thirds, and in
quarters with respect to the adjusted tax rate, and an analysis was per-
formed for each possible cambination.

To evaluate the overall classification accuracy of the discriminant
model, tlmtotalcorrectpercentotclassiﬁedfinscanbecmparedto
the pricr probability of the group with the highest prior. For example,
in Table 8A, group 2 in 1982 has a 53% prior, so, and using a naive rule,
if all firms were classified as group 2, 53% would be classified properly.
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Tha naive rule minimizes total misclassifications but results in enly one
type of error. The Fisher model gave 63% correct classification versus the
naive rule of 53%. Additicnally, the 1982 model is significant at .0004,
and five of the six variables used in the model were significant discrimin-
ating factors in the univariate tests.

Correct classification prcbabilities in all of the tables are better
than or equal to the naive rule. Those models using the more extreme
groupings generally provided the better results. Since most groups are
nearly equal in size, a general rule would be that any overall classifica-
tion rate exceeding 50% is an improvement over the naive rule.

The more significant models are found on Table 8A (bottom vs. top
half), 8B (bottam vs. top third), 8E (lowest vs. highest quartile), and
8J (second quartile vs. highest quartile). This is not surprising due
to the positioning of the groups. The three variables consistently
significant across time and models are PAC, CAS, ard SIZE, which are con-
sistent with the multiple regression models.

4.3.3 LOGISTIC REGRESSION

Logistic Regression was used as a third multivariate technique due to
its having cne categorical variable, BP (borus plan). Logistic regression
is considered to be a better procedure for classification purpcses when
same of the variables are categorical, because there is not a requirement
that the independent variables follow a multivariate normal distribution.
BP, being a dummy variable, carmnot follow a normal distribution.
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The classification results of logistic reqression are almost
identical to the discriminant technique (see Table 9). Selected data has
beenprovidedtoshmsupporttortmresultsusingtmdiscriminant
analysis, and thus similar interpretations would follow. These redundant
findings are not described here.

4.4 SUMMARY
'Bmmulmofstatisticaltstsusedtoennﬁ.netheinportanceof
the seven variables hypothesized to be potential determinants of tax

Marn-thitney U-Test results being reported in this chapter.

Four of the seven indeperdent variables (i.e. LEV, CAS, FAC, and OC)
proved to be significantly different for the tax avoider ard non-tax avoider
groups in the univariate tests. Additicnally, the SIZE variable was
significant, but the directional sign was opposite fram the original
hypothesized sign. The two remaining variables (i.e. BP and CAI) were
in the expected direction but were not statistically significant.

Taken together, the univariate tests provide support for e debt
covenant, political action camittee contribution, ard ownership control
hypotheses. Support is not consistently provided for the political cost,
barus plan, and capital intensity hypotheses.

Based on the findings of the univariate tests, tax avoiding firms
are larger in asset size, have higher debt levels, and have lower concen-
trations of ownership interests by directors and officers. Tax avoiders
cantribute a larger share of pre-tax incame to Political Action Cammittees
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that earmark funds for members of tax writing committees. Directly after
major tax changes, the most aggressive tax avoiders have short-term berus
plans based on after-tax accounting earnings.

The multivariate tests included miltiple reqressior, discriminant
analysis, ard logistic regression. Additicnally, a non-parametric discrim-
inant model available in SAS, called NEIGHBOR, was used, and its results were
closely aligned to those reported using the parametric discriminant analysis.

The multivariate tests support the debt covenant, borus plan and
political action cammittee hypotheses. The results do not support the
political cost, cwnership control, and capital intensity hypotheses.

Based on these findings, the tax avoider would have more assets, a
higher debt to equity ratio, borus plans with after-tax provisions, and
contributes a larger share of earnings to political action committees
that earmark their funds for members of the tax writing comittees of
Cangress. The cwnership percentage of voting stock held by officers ard
directors shows no relationship to tax avoidance behavior, providing
empirical evidence to support Fama's labor market efficiency theory.
nmlevalofdepreciatimmralatedtolaborecpemeinafim
shows no relatiaonship to tax avoidance behavior.
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HYPOTHESIZ2ZD+

VARIABLES VARIARLE DEFINTTION DIRECTION
LEV Leverage - lang-term debt divided by net

tangible assets 1) > (2)
CAS Debtto!‘qnty-totaldabtdividedbytotal

equity (1) > (2)
SIZE L0G of total assets (1) < (2)
CAT Capital asset intensity ratio - (1) > (2)

depreciation expense divided by

labor expense
BP BONUS PLAN - "1" represents bonus plan (1) > (2)

based on earnings after income tax or
"o" represents borus plan based on
earnings before incame tax

PAC POLITICAL ACTION COMMITTEE (PAC) CONTRIBUTION (1) > (2)
RATIO - PAC contributions divided by pre-tax
domestic profits plus PAC contributions

ocC knmtageowmrshipotstockheldby (1) < (2)
directors and officers of the firm

*(1) ropresents lower paying tax firms (tax avoiders) ard (2) represents
higher paying tax firms (tax non-avoiders) .
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j
:

13 Crude Petroleum & Natural Gas 2
15 Building Construction 1
16 Construction other than building 1
20 Food & Kidred 23
21 Tobacco 2
22 Textile 2
23 Apparel & Other Fabric Products 2
24 Lumber & Wood 2
26 Paper 9
27 Printing & Publish 8
28 Chemical & Allied Products 28
29 Petroleum Refining 13
30 Rubber 3
32 Stone, Clay, Glass, Conc. 3
33 Primary Metal 3
34 Fabricated Metal 5
35 Machinery 3
36 Electrical Equipment & Supplies 21
37 Transportation Equipment 17
38 Professional, Scientific Instruments 8
39 Marufacturing-Miscellaneocus 1
40 Railroad tion 5
41 Local/Suburban Transit 1
44 Water Transportation 1
45 Air Transportation 1
48 Cammunication ' 4
49 Electric, Gas, Sanitary servi 28
51 Wolesale Trade: Non-durablz Goods 2
53 General Merch. - Ratai) 3
54 Food Stores 1
60 Banking 12
61 Credit Agencies 2
62 Security/Cammodity Brokers 1
63 Insurance 1
70 Hotels 1
78 Amusenont & Recreation 2
80 Health Services 1

Totals 215
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SIC  INDUSTRY 1982 —1983 ——1984 1985
20 Food & Kindred 10 10 10 10
22 Textile 2 2 2 2
24 Lumber & wWood 1 1 1 1
26  Paper 6 6 6 6
27  Printing & Publish 2 2 2 2
28 Chemical & Allied Products 12 12 11 9
29 Petroleum Refining 8 7 7 7
30 Rubber 3 3 2 3
32 Stone, Clay, Glass, Corc. 2 2 0 0
33  Primary Metal 2 1 1 1
34 Fabricated Metal 1 1 1 1
35 Machinery 1 1 1 1
36 Electrical Equipment &

Supplies 4 4 4
37 Transportation Equipment 6 7 7 7
38 Professional, Scientific

Instruments 3 3 3 3
40 Railroad Transportation 4 4 4 4
45 Air Transportation 1 1 1 1
53 General Merch. - Retail 1 1 1 1
TOTAL = 69 68 65 63

- == —] —
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IARLE 3
SUMARY STATISTICS 1982-1985 (ALL FTRMS)
VARIABLE %Eau $ID. DEV. MAX. MIN.
)

LEV =~ 1982 .363 .491 4.300 .000
(215)

1983 .392 .569 4.089 .000

1984 472 717 5.089 .000

1985 .584 1.294 15.803 .000

Cas - 1982 .919 .53 4.500 .072
(215)

1983 .860 .419 2.34 .097

1984 904 .427 2.36 .103

1985 1.033 .642 5.017 .084

SIZE - 1982 8.057 1.279 12.000 5.180
(215)

1983 8.140 1.264 11.400 5.300

1984 8.263 1.259 11.400 5.310

1985 8.344 1.240 11.500 5.421

QI - 1982 .211 .219 l.031 .047
(69)

1983 .226 .264 1.260 .052
(68)

1984 247 .294 1.365 .054
(64)

1985 .267 .318 1.393 .064
(63)

BP - 1982 431 .496 1.0 .000
(211)

1983 431 .496 1.0 .000

1984 431 .496 1.0 .000

1985 431 +496 1.0 .000
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IARLE 3 (ConT.)
SUMMARY STATTSTICS 1982-1985
VARIARLE L(i;l;h’ SID. DEV. MAX. MIN.
PAC = 1982 .309 2.527 37.000 .000
(211)
1983 .180 .483 6.000 .000
1984 .133 .261 2.700 .000
1985 .294 1.321 15.300 .000
oc - 1982 .083 .154 1.0 .001
(211)
1983 .086 .158 1.0 .001
1984 .084 .164 1.0 .00l
1985 .083 .163 1.0 .001
UNADJUSTED
TAX RATE - 1982 .014 .675 .600  [6.484]
(211) _
1983 .130 .203 639 [1.153)
1984 .158 .209 .588  [1.671]
1985 .100 .588 713 [7.714)
ADJUSTED
TAX RATE - 1982 .013 .632 .700  [6.059]
(211)
1983 122 .192 .616  [1.078]
1984 .149 .197 .550  [1.561]
1985 .095 .564 672 (7.346)
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IARLE 43
RESULTS OF MANN-WHITNEY U-TESTS
BOTTCM HALF (1) VERSUS TOP HAIF (2)
Original Avoidars (1) Non-Avoiders (2) Mann-thitney
Hypothesis Prab.,
Variable N= (1)&(2) lﬂD:_QE"L.l M:_M_l —2=Score (One-Tailed)
IEV (1) > (2)
1982 434 .298
(.490) (.489) 4.4472 .0001*
1983 «487 304
(.668) (.445) 4.4537  ,0001+*
1984 .568 .385
(.739) (.689) 4.0947 .0001%
1985 .778 412
(1.795) (.504) 2.6172 «0045%*
All yeaxrs 429 430 .566 .350
(1.055) (.540) 7.6638 . 0001 *
CAS (1) > (2)
1982 1.032 .814
(.670) (.401) 2.7728 .0028*
1983 .954 774
(.457) (.361) 3.088 .00l10*
1984 1.036 .783
(.453) (.363) 4.3533 «0001*
1985 1.158 «922
(.721) (.543) 3.1796  .0008*
All years 429 430 1.045 .824
(.588) (.427) 6.6987 . 0001 *
SIZE (1) < (2)
1982 8.367 7.771
(1.240) (1.250) 3.8129 + 0001 **
1983 8.442 7.863
(1.229) (1.236) 3.7976 « 0001 **
1984 8.707 7.859
(1.142) (1.229) 5.4717 «0001*=»
1985 8.760 7.976
(1.166) (1.191) 5.0423 . 0001 %+
All years 429 430 8.568 7.868
(1.203) (1.224) 9.0264 +000L1*»

* Significant results at .05 supporting original hypothesis.
** Significant results at .05, however, in opposite direction.
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IABLE 47 (CONT.)
RESULTS OF MANN-WHITNEY U-TESTS
EOTTCOM HALF (1) VERSUS TOP HALF (2)
Original Avoiders(l) Nan-Avoiders(2) Mann-Whitney
Hypothesis Mean Mean Prob.
Varjable N= (1)&(2) {STD. DEV,) {STD. DEV.) Z-Score (One-Tailed)
BP (1) > (2)
1582 .515 .357
(.500) (.481) 2.3060 .0105#
1983 414 .446
(.495) (.499) .4702 .3192
1984 .449 .420
(.500) (.496) 4257 .3352
1985 .454 .412
(.500) (.494) .6013 .2738
All years 429 430 .458 .409
(.499) (.492) 1.4355 .0755
PAC 1) > (2)
1982 +540 .104
(3.680) (.177) 1.8166 .0693
1983 .257 .111
(.664) (.203) 2.7618 .0026%*
1984 .195 .077
(.352) (.112) 3.4025 .0004*
1985 499 .118
(1.917) (.224) 2.6544 .0040*
All years 429 430 .373 .103
(2.109) (.185) 5.2726 .0001*
oC (1) < (2)
1982 5.703 10.638
(10.940) {18.248) 3.1193 .0009*
1983 6.27§ 10.743
(12.352) (18.178) 3.8959  ,0001%
1984 6.516 10.187
(14.950) (17.457) 3.2186 .0006%*
1985 6.667 9.745
(16.673) (15.934) 3.7441 .0001+*
All years 429 430 6.288 10.326
(13.842) (17.418) 6.9937 .0001*

* Significant resuits at .05 supporting criginal hypothesis.
** Significant results at .05, however, in opposite direction.
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TARLE 4A (CONT.)
RESULTS OF MANN-WHITNEY U-TESTS
EOTTCM HALF (1) VERSUS TOP HALF (2)
Original Awoiders(l) Non-Avoiders(2) Mann-Whitney
Hypothesis Mean Mean Prob.
Varijable N= (1)&(2) {STD. DEV.) (STD. DEV.) Z=Score (One-Tailed)
CAI (1) > (2)
1982 .217 .207
(.230) (.218) 6476 .2586
1983 247 .210
(.296) (.240) <9449 1724
1984 .335 .194
(.381) (.214) 2.0641 .0390%*
1985 .322 225
(.380) (.258) . 9475 1717
All years 113 151 277 .209
(.323) (.230) 2.2090 .0136%

* Significant results at .C5 supporting criginal hypothesis.
** Significant results at .05, however, in opposite directicn.
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TABLE 4B
RESULTS OF MANN-WHITNEY U-~TESTS
BOTTOM THIRD (1) VERSUS TOP THIRD (2)
Original Avoiders(l) Nan-Avoiders(2) Mann-Whitney
Hypothesis Mean Mean Prab.
Varjable N = (1)&(2) {SID. DEV.) . DEV.) Z=Score (One-Tailed)
LEV (1) > (2)
1982 .386 .206
(.320) (.149) 4.4269 .0001*
1983 .482 271
(.630) (.401) 4.3041 .0001*
1984 562 .323
(.696) (.427) 3.7039 .0001*
1985 .861 .453
(2.124) (.581) 2.6381 .0042*
All years 268 280 573 314
1.177) (.428) 7.3851 .0001*
cAs (1) > (2)
1982 .989 <742
(.630) (.374) 2.9024 .0019*
1983 1.029 «722
(.470) (.326) 4.0934 .0001*
1984 1.050 .796
(.446) (.351) 3.6321 .0003*
1585 1.266 .890
(.777) (.467) 3.6175 .0001+*
All years 268 280 1.083 .789
(.599) (.387) 7.0197 .0001*
SIZE 1) < (2)
1982 8.384 7.583
(1.240) (1.203) 3.9173 <0001 #*
1983 8.422 7.604
(1.180) (1.157) 4.2704 +0001 %=
1984 8.695 7.647
(1.025) (1.114) 5.5928 <0001 **
1985 8.748 8.054
(.998) (1.273) 4.0359 . 0001 **
All years 268 280 . 8.561 7.725
(1.122) (1.197) 8.8655 . 0001 **

* Significant results .05 supporting criginal hypothesis.
** Significant results at .05, however, in opposite directien.
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TARLE 4B (CONT.)
RESULIS OF MANN-WHIINEY U-TESTS
POTTOM THIRD (1) VERSUS TOP THIRD (2)
Original Avoiders(l) Non-Avoiders(2) Mam-thitney
Hypothesis Mean Mean Praob.
Varjable N = (1)&(2) {STD. DEV.) {STD. DEV.) Z=Score (One-Tailed)
BP (1) > (2)
1982 .603 .352
(.490) (.481) 2.8332 .0023*
1983 +484 .437
(.500) (.499) .5514  .2907
1984 .383 .373
(.490) (.487) .1160 .4538
1985 .483 .452
(.504) (.501) .3558 7220
All years 268 280 .488 .403
(.501) (.491) 1.9442 .2595
PAC (1) > (2)
1982 .828 .099
(4.800) - (.171) 2.3359 .0098*
1983 .210 .160
(.370) (.277) 2.3910 .0084*
1984 .236 .086
(.429) (.127) 2.7629 .0028*
1985 .742 .099
(2.412) (.181) 2.9934 .0014%*
All vyears 268 280 .497 .098
(2.653) (.179) 5.2412 .0001*
oC (1) < (2)
1982 7.031 11.073
(12.210) (17.078) 2.1646 .0152*
1983 5.602 12.165
(11.870) (19.719) 3.9783 .0001*
1984 6.213 9.392
(15.426) (14.708) 3.065C .0011*
1985 5.920 9.379
(11.561) (16.450) 2.2546 .0121*
All vears 268 280 6.175 10.479
(12.779) (17.001) 5.7203 .0001*

* Significant results at .05 supporting original hypothesis.
xx_ Sifnificant results,at,.05; however, in opposite directien.
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IARLE 4B (CONT.)
EESULIS OF MANN-WHITNEY U~TESTS
BEQTTCM THIRD (1) VERSUS TOP THIRD (2)
Original Avoiders(l) Non-Avoiders(2) Mapn-Whitney
Hypothesis Mean Mean Prob.
Vaxjable N=(1)&(2) {STD. DEV.) {STD. DEV.) Z2=Score (Cne-Tailed}
CAI (1) > (2)
1982 247 .202
(.260) (.231) 1.3553 .0876
1983 .238 151
(.280) (.122) .6634 .2535
1984 322 .198
(.381) (.228) 1.4494 .0736
1985 .297 .261
(.372) (.326) .6902  .2451
All years 75 96 .273 .201
(.317) (.233) 2.1401 .0162%

* Significant results at .05 supporting criginal hypothesis.
** Significant results at ,05, however, in opposite direction.
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IARLE 4C
RESULTS OF MANN-WHTINEY U-TESTS
EIRST QUARTIIE (1) VERSUS FOURTH QUARTILE (2)
Original Avoiders(l) Non-Avoiders(2) Mann-whitney
Hypothesis Mean Mean Prob.
v e N=(1)&(2) {3ID, DEV.)  (STD. DEV.) 2-Score (One~Tailed)
LEV 1) > (2)
1982 «403 .199
(.350) (.155) 3.9090 .0001*
1983 .385 241
(.287) (.300) 3.9652 .0001*
1984 .560 .356
(.638) (.490) 2.6478 .0041*
1985 .820 .495
(2.287) (.652) 2.0287 .0212%
All years 214 215 .539 .325
(1.195) (.456) 6.1235 .0001*
CAS 1) > (2)
188z .989 .710
(.58C) (.376) 2.8454 0022+
1983 1.008 .684
(.477) (.299) 3.7106 .0001%
1984 1.047 .784
(.487) (.393) 2.8923 .0019%
1985 1.330 .898
(.868) (.494) 3.2289 .0006*
All years 214 215 1.091 .770
(.654) (.403) 6.2091 .0001%
SIZE (1) < (2)
1982 8.481 7.341
(1.280) (1.025) 4.7999 <0001 **
1983 8.316 7.576
(1.094) (1.088) 3.5365 .0002%*
1984 8.653 7.600
(1.080) (1.051) 4.7302 + 0001 **
1985 8.679 7.949
(.955) (1.169) 3.7267 .0001**
All years 214 215 8.530 7.620
(1.109) (1.099) 8.3789 . 0001 #*

* Significant results at .05 supporting original hypothesis.
** Significant results at .05, however, in opposite direction.
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IARLE 4C {(CoAT.)
RESULTS OP MANN-WHITNEY U-TESTS
(0 i 19
Crigina Avoiders(l) Nan-Avoiders(2) Mann-Whitney
Hypothesis Mean Mean Prcb.
Varjable N = (1)§(2) {STD, DEV.)  (STD. DEV.) 2-Score {One-Tailed)
BP (1) > (2)
1982 .651 «340
(.480) (.478) 3.0184 .0012*%
1983 .489 .472
(.506) (.504) .1.648 .4345
1984 .386 .382
(.493) (.490) .0418 .4833
1985 «452 426
(.504) (.501) .1523 4394
All years 214 215 494 .407
(.501) (.492) 1.7123 .0434%
PAC 1) > (2)
1982 1.034 .100
(5.576) (.179) 1.7020 «0444*
1983 243 .068
(.422) (.116) 2.8688 .0020%
1984 .236 .097
(.317) (.142) 2.3363 .0097*
1985 .995 .096
(2.852) (.160) 2.8463 «0040%*
All years 214 215 .619 .091
(3.114) (.151) 4.7282 .0001*
oC (1) < (2)
1982 6.963 11.198
(11.600) (16.565) 2.1501 .0158*
1983 5.244 12,211
(10.810) (20.632) 3.0219 .0012*
1984 7.402 10.269
(17.553) (16.058) 2.2350 .0127*
1585 7.036 9.702
(13.387) (16.072) 1.9113 .0280*
All years 214 215 6.647 10.829
(13.497) (17.317) 4.6438 .0001*

* Significant results at .05
** Significant results at .0S,

supporting original hypcthesis.
however, in opposite direction.
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IARLE 3C (CONT.)
RESULTS OF MANN-WHITNEY U-TESTS
Wmmg
Original Avoiders(l) Non-Avoiders(2) Manri-Whitney
Hypothesis Mean Mean Prab.
Varjable N = (1)&(2) {STD. DEV.) (STD. DEV.) 2-Score (One-Tailed)
CAI (1) > (2)
1982 -241 .125
(.230) (.083) 2.2235 .0131»
1983 270 .160
(.309) (.132) .8984 .1845
1984 .335 .209
(.421) (.265) .8205 .2059
1385 <362 .141
(.468) (.004) .8485 .198l
All years 54 66 «296 .156
(.351) (.146) 2.4503 .0072*

* Significant results at .05 supporting original hypothesis.
** Significant results at .0s, however, in opposite direction.
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IABLE 4D

BESULTS OF MANN-WHITNEY U~TESTS
FIRST QUARTIIE (1) VERSUS SECOND QUARTTIE (2)

Original Low Avoiders(l) High Avoiders(2) Mann-Whitney
Hypothesis Mean Mean Prob.
Variable N = (1)&(2)  (STD. DEV,) {SID. DEV.) __Z-Score (One-Tailed)

LEV (1) > (2)
1982 .403 460
(.350) (.575) .5661 . 2856
1983 .385 .579
(-287) (.880) .1156 .4540
1984 .560 .575
(.638) (.824) +6470 .2588
1985 .820 .744
(2.287) (1.266) 1.8514 .0320*
All years 214 215 .539 .589
(1.195) (.918) 1.0022 .1581
CaAs (1) > (2)
1982 .989 1.069
(.680) (.655) 8641 .1938
1983 l.008 .904
(.477) (.440) .9542 .1700
1984 1.047 1.026
(.487) (.424) 4794 .3158
1985 1.330 1.014
(.868) (.537) 2.2605 .0238*
All years 2lé 215 1.001 1.004
(.654) (.523) l.2861 .0992
SIZE (1) < (2)
1982 8.481 8.272
(1.280) (1.215) +6522 .2571
1983 8.316 8.556
(1.094) (1.340) .6901 .2450
1984 8.653 8.755
(1.080) (1.203) +3922 <3474
1985 8.679 8.828
(.955) (1.321) <4467 .3275
All years 214 215 8.530 8.601
(1.109) (1.281) .4349 .3319

* Significant results at .0s supporting original hypothesis.
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TARLE 4D (cowT.)
RESULLS OF MANN-WHITNEY U-TESTS
EIRST QUPRTTIE (1) VERSUS SECOND QUARTIIE (2)
Original Low Avoidars(l) High Awoiders(Z) =Whitn
pm.
Variable N__LJ.).&Q). m_m M_l Z=Score (One-Tailed)
BP 1) > (2)
1982 .651 411
(.480) (.496) 2.3567 .0092%
1983 489 .352
(.506) (.480) 1.3672 .0858
1984 386 .500
(.493) (.505) 1.1150 .1324
1985 +452 .455
(.504) (.503) .0169 .4932
All years 214 215 .494 .429
(.501) (.496) 1.2831 .0998
PAC 1) > (2)
1982 1.034 .160
(5.576) (.215) .0646 4742
1983 243 <267
(.422) (.817) .1516 .4400
1984 .236 .162
(.317) {(.378) .8243 .2020
1985 .995 121
(2.852) (.150) 1.3743 .0847
All years 214 215 .619 .178
(3.114) (.467) 1.259 .1301
oc (1) < (2)
1982 6.963 4.736
(11.600) (10.414) 2.3604 .0091*
1983 5.244 7.135
(10.810) (13.540) 4300 .3336
1984 7.402 5.794
(17.553) (12.566) 1.1415 .1268
1985 7.036 6.385
(13.387) (18.920) .7438 .2285
All years 214 215 6.647 6.003
(13.497) (14.135) 2.339 .0098%*

* Significant results at .05 supporting original hypothesis.
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inal Low Avoidars(l) Avoiders(Z) Mann-whitney
&‘g’&ms e

m'
Varjable N = (1)&(2) 1512;_952_1 1____.____1 2-Score (One-Tailed)
CAI (1) > (2)
1982 .241 192
(.230) (.223) .7466  .2276
1983 .270 .223
(:309) (.290) 2489  .4017
1984 .335 .338
(.421) (.350) .6255  ,2658
1985 .362 .295
(.468) (.324) .0000  .5000
All years 54 s9 .296 .259
(.351) (.296) .0144  .4943
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High
Original an-Avoiders(l) Nan-Avoiders (2) Marn-Whitney
Mean

Varjable = (;ma M (STD. DEV.) Z=Score (One-Tailed)
LEV (1) > (2)
1982 .387 .199
(.648) (.155) 2.3952 .0083*
1983 .361 241
(.540) (.300) 1.4511 .0734
1984 412 .356
(.840) (.490) .1164 .4537
1985 «335 +495
(.296) (.652) .9612 .1683
All years 215 215 .373 .325
(.608) (.456) 1.5168 .0647
s 1) > (2)
1982 .908 .710
(.402) (.376) 3.1469 «0009*
1983 .854 .684
(.390) (.299) 2.5641 .0500*
1984 «782 784
(.340) (.393) .2503 «4012
1985 .944 .898
(.589) (.494) .3346 .3689
All years 215 215 .873 <770
(.443) (.403) 3.1522 .0008*
SIZE (1) < (2)
1982 8.158 7.431
(1.314) (1.025) 3.5490 «0002%*%
1983 8.121 7.576
(1.310) (1.088) 2.4184 «0078%%
1984 8.108 7.600
(1.340) (1.051) 2.2407 .0250%%
1985 8.001 7.949
(1.220) (1.169) .4933 .3109
All years 215 215 8.097 7.620
(1.290) (1.099) 4.4066 . 0001 %%

* Significant results at .05 supporting original hypothesis.
** Significant results at .0s, however, in opposite direction.
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TABLE 4E (CONT.)
RESULTS OF MANN-WHIINEY U-TESTS
Uz 2
Low High
Origi.nal Nm-Avoidaxs(l) Nm-l\voiders(z) Mann-whitney
Hypothes Prob.
Varjable __mm Lsm._m_x .(_SIQ_MJ Z=Score (One-Tailed)
BP (1) > (2)
1982 «373 .340
(.488) (.478) .3616 .3588
1983 424 .472
(.500) (.504) .5042 .3071
1984 +456 .382
(.500) (.490) .7898 .2148
1985 «390 .436
(.492) (.501) .4988 .3089
All years 215 215 .410 .407
(.493) (.492) .0609 .4757
PAC (1) > (2)
1982 .108 . 100
(.177) (.179) 1.2008 .1150
1983 .151 .068
(.252) (.116) 2.4922 .0064*
1984 057 »097
(.068) (.142) .3083 .3789
1985 .138 .096
(.270) (.160) .6928 .2442
All years 215 215 .115 .091
(.211) (.151) 2.1029  .0177
oC (1) < (2)
1982 10.136 11.198
(19.766) (16.565) 1.9935 .0231%*
1983 9.424 12,211
(15.720) (20.632) .8403 .2003
1984 10.109 10.269
(18.850) (16.058) 1.2208 1112
1985 9.785 9.702
(15.942) (16.072) .3975 .3500
All years 215 215 9.861 10.892
(17.536) (17.317) 1.8751 .0304%*

* All significant results at .05 supporting original hypothesis.
** All significant results at .05, however, in opposite direction.
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IARLE 4E (QONT.)
RESULTS OF MANN-WHITNEY U-TESTS
WM@
Low High
Original Nm-Avoiders(l) Non-Avo:.ders(z) Mann-whitney
Hypothesis Prob.
Variable N = (1)&(2) .(M_). Ml Z=Score (Cne-Tailed)
QI (1) > (2)
1982 .278 .125
(.270) (.083) 2.9440  .00l6%
1983 .271 .160
(.320) (.132) .5578 .2885
1984 .187 .209
(.190) (.265) .0745 .4703
1985 .281 141
(.322) (.044) 1.2627 .1032
All years 85 66 .249 .156
(.273) (.146) 2.4926 .0064%

* Significant results at .05 supporting original hypothesis.
** Significant results at .05, however, in opposite direction.
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1982 CaAS .07184

(.2844)
1983 S .02633

(.6951)
1984 Qs .06161

(.3578)
1985 QS .15727

(.0185) **

* Results were cbtained using Pearscn correlation coefiicients (two tailed
significance level).
** Significant at .05
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IARLE 63
MILIIVARIATE REGRESSION MODEL, ONE
1982
VARIANCE
EXPECTED SIGNIFICANCE INFLATICN

VARIARLE SIGN QOEF, I=VALUE {ONE-TATIFD) FACTOR
PANEL A: Ordinary least squares model with no adjustment for

heteroscedasticity.
INTERCEPT 4711 1.816 .0354 -
LEV - = .0261 - 0.331 .3706 1.246
CAS - - .2052 - 3.187 .0005* 1.042
SIZE - - .0144 = 0.447 .3278 1.389
ap - - .2276 - 3.136 .0010% 1.060
PAC - - .1363 - 9,803 .0001# 1.009
oC + = .0006 - 0.267 .3947 1l.129
2
Ajusted R = .36 N = 211 F = 20.412 Prcb>F = ,0001

PANEL B: Weighted least squares model with adjustment for heteroscedasticity
(weighting = 1/0C to the .27 power)

INTERCEPFT .0956 1.057 .1458 -
LEV - - .0791 - 1.225 .1109 l.428
CAS - - .1754 = 3.000 .0015= 2.039
SIZE + .0292 2.281 .0l18% 3.006
BP - - .1904 - 3.087 .0012#* 1.054
PAC - - .1382 =11.482 .0001* 1.008
oC + - .0000 - 0.031 .4876 1.434
2
Adjusted R = ,42%» N = 211 F=25,71 Prob>F = ,0001

* Significamt at .05 level.
2

** R becames meaningless when correcting for heteroscedasticity in
regressions where the dependent variable is a logarithm (Treble 1984).
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IABLE 6B
MULIIVARITE REGRESSION MODET, ONE
1983
VARIANCE
EXPECTED SIGNIFICANCE INFLATION
VARTARLE SIGN QEF. I=VALUE {ONE-TATTED) FACTOR
PANEL A: Ordinaryleastsqmmmdelwithmadjusmentfor
hetercecedasticity
IEV - - .0094 - 0.372 .3551 1.313
SIZE + - .0302 - 2.495 .0067* 1.476
BP - - .0253 - 0.965 .1677 1.068
PAC - - .0625 - 2.390 .0089* 1.005
(0 of + + .0005 0.693 2447 1.153
2
Adjusted R = .09 N = 211 F=4.603 Prob>F = ,0001

PANEL B: Weighted least squares model with adjustment for heteroscedasticity.

INTERCEPT - .2621 - 0.676 .2500 -
LEV - - .0748 - 4.180 .0001* 2.742
CAS - - .1385 - 5.743 .0001=* 13.591
SIZE + .0301 8.259 .0001* 17.997
BP - 4746 0.990 .1617 1.059
PAC - - .0547 - 0.113 +4550 1.018
oc + .0025 0.164 4350 1.062
2
Adjusted R = ,36%* N =211 F = 20.868 Prab>F = ,0001

* Significant at .05 level
2

** R becames meaningless when correcting for hetercscredasticity in
regression where. the deperdent variable is a logarithm (Treble 1984).
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IARLE 6C
MULTIVARIATE REGRESSION MODEL, ONE
4984
VARTANCE
EXPECTED SIGNIFICANCE INFLATION

VARIARLE SIGN COEF, 1-VALUE {ONE-TATLED) FACTOR
PANEL A: Ordinary least squares model with no adjustment for

hetercscedasticity.
INTERCEPT 4794 3.988 .0001 -
1EV - .0046 0.188 +4253 1.312
CAS - - .0287 - 0.769 .2215 1.067
SIZE + - .0357 - 2.449 .0076% 1.443
BP - .0309 0.964 .1681 1.080
PAC - - .1836 = 3.042 .0014%* 1.046
oc + - ,0010 - 1.038 .1503 1.132

2
Adjusted R = .06 N = 211 F= 3,139 Prob>F = ,0029

* Significant at .05 level.
Note: The OLS model had no detectable hetercscedasticity in 1984.
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IARLE 6D
MULTIVARIATE REGRESSION MODEL ONE
1985
VARIANCE
EXPECTED SIGNIFICANCE INFLATION

VARIABLE SIS SORF I=VALUE {ONE-TATIFD) FACTOR
PANEL A: Ordinary least squares model with no adjustments for

hetercecedasticity.
INTERCEPT .2331 0.809 .2097 -
LEV - -.0004 -0.015 .4942 1.123
CAS - -.0274 =0.406 .3425 1.063
SIZE + =.0051 =-0.150 .4405 1.242
BP - -.1077 -1.369 . 0863%* 1.058
PAC - -.0997 =3.406 .0004» 1.035
oC + .0009 0.404 «3432 1.104
2
Adjusted R = .05 N = 211 F=2.,681 Prob> = .0079

* Significant at .05 level.
** Significant at .10 level.
Note: The OLS model had no detectable heteroscedasticity in 1985.
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IABLE 6C
MULTIVARIATE REGRESSION MODET, ONE
ALL YEARS COMBINED
. VARIANCE
EXPECTED SIGNIFICANCE INFTLATION
VARIARLE SIGN QOEF., T-VALLE {ONE-TATTFD) FACTOR
PANEL A: Ordinary least squares model - no adjustment for hetercscadasticity
was needed.
INTERCEPT .3987 3.813 .0001 -
IEV - .0051 0.287 .3872 l.le8
CAS - -.0871 =3.067 .0011* 1.051
SIZE + -.0199 -1.589 <0563 %% 1.306
BP N -.0831 -2.867 .0020* 1.059
PAC - -.0096 ~-13.404 .0001* 1.007
oC + .0000 0.028 .4887 1.124
2
Adjusted R = .20 N = 844 F = 35,624 Prab>F = ,0001

* Significant at .05 level.
** Significant at .10 level.
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IABLE 73
MULTIVARIATE REGRESSION MODEL TWO
4982
VARTANCE
EXPECTED SIGNIFICANT INFLATICN
VARIARLE SIQN EF., I=VALUE {ONE-TATIFD) FACTOR
PANEL A: Ordinary least squares model - no adjustment for hetercscedasticity
was necessary.
INTERCEPT 1.0532 1.501 .0693 -0-
LEV - -1.9599 ~1.995 .0254* 1.455
CAS - =0.3126 -0.159 .4373 1.406
SIZE + -0.0318 =0.354 .3623 1.311
BP - =0.4919 =2.442 .0088* 1.179
PAC - ~1.4320 =2.700 .0045% 1.213
ocC + =0.0067 =1.248 .1085 1.117
CAI - 0.6533 1.288 .1014 1.341
2
Adjusted R = ,21 N =69 F = 3.429 Prob> F = ,0020

* Significant at .05 level.
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TAELE 7B
MULTIVARIATE REGRESSION MODEL, TWO
1983
VARIANCE
EXPECTED SIGNIFICANCE INFLATION
VARTARLE SIGN GOEF., I-VALUE (ONE-TATIFD) FACTOR
PANEL A: Ordinary least squares model - no adjustment for heteroscedasticity
was needed.
INTERCEPT <4445 2.142 .0182 -
LEV - -.1982 =0.799 .2139 1.334
CAS - .0216 0.248 .4027 1.315
SIZE + =-.0223 -0.825 .2062 1.445
BP - «.0364 =0.630 . 2656 1.177
PAC - -.5017 =2.260 .0138%* 1.302
oC + .0011 0.763 .2242 1.101
CAT - -.1978 ~1.566 «0614%% 1.460
2
Adjusted R = .15 N = 68 F = 2,582 Prab> F = ,0109

* Significant at .05 level.
** Significant at .10 lewel,
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IARLE 7C
MULTIVARIATE REGRESSTON MODEL TWO
1984
VARIANCE
EXPECTED SIGNIFICANCE INFLATION

VARIABLE SIGN EF. I=VALUE {ONE-TATLED) FACTOR
PANEL A: Ordinary least squares model - no adjustment for heteroscrdasticity

was needed.
INTERCEPT 1321 0.519 .3031 -
LEV - 2472 1.071 .1444 1.274
CAS - .0368 0.353 .3627 1.493
SIZE + -.0041 -0.126 .4501 1.402
BP - .0268 0.348 .3646 1.355
PAC - -.4202 -1.125 .1328 1.524
oc + -.0014 -0.832 .2045 1.148
CAI - -.0269 -0.178 .2967 1.583
2
Adjusted R = =-.05 N = 65 F= ,607 Prcb>F = .3747
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IABLE 7D
MULTIVARIATE REGRESSION MODET, TWO
4985
VARIANCE
EXPECTED SIGNIFICANCE INFLATION
VARIARLE SIGN GOEF, I=VALUE {ONE-TATLED EACTOR
PANEL A: Ordinary least squares model - no adjustment for heteroscedasticity
was needed.
INTERCEPT +2593 1.670 .0504 -
IEV - .0324 0.243 .4044 1.405
CaAS - -.0598 -1.27¢ .1034 1.857
SIZE + =.0045 =0.236 .4072 1.270
8P - =-.0286 =0.632 .2651 1.240
PAC - -.1076 =-1.032 .1535 1.214
oC + =.0001 -0.138 .4452 1.130
CAI - .0021 0.025 .4900 1.641
2
Adjusted R = =,03 N = 63 F= 785 Prob> F = ,3020
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TARLE 7T
MULIIVARIATE REGRESSION MODEL TWO
ALL YEARS COMBINED
VARIANCE
EXPECTED SIGNIFICANCE INFLATION

VARIABLE SIQN SOEF. I=VALUE {ONE-TATIED) FACTOR
PANEL A: Ordinary least squares model with no adjustment for hetero-

cedasticity.
INTERCEPT .4080 1.880 .0307 -
LEV - -.1616 =-0.751 .2268 1.258
CAS - =.0424 =0.624 . 2666 1.325
SIZE + -,0101 =0.368 .3536 1.310
BP - -.1408 =2.235 .01l32% 1.207
PAC - -.7709 ~4.250 .0001* 1.156
oC + -.0009 =0.602 .2738 1.089
CAI - «0757 0.594 .2765 1.347

2
Adjusted R = .08 N = 265 F= 4,007 Prcb> F = ,0002

PANEL B: Weighted least squares model with adjustment for heteroscedasticity
(weighting = 1/0C to the .27 power)

INTERCEPT .1157 1.187 .1182 -

LEV - ~.3593 -1.586 «0570%* 1.715
CAS - .0074 0.123 <4510 1.759
SIZE + .0341 2.869 .0023% 2.411
BP - -.1870 =-2.995 .0015#% 1.393
PAC - -.9660 -4.627 .0001* l.363
oC + -.0050 =0.915 .1306 2.006
CAT - -.0024 =0.021 .4918 1.348

Adjusted R = ,1l## N = 257 F = 5,384 Prab> F = .0001

* Significant at .05 level.
** Significant at .10 level.
p

*** R becames meaningless when correcting for hetercscedasticity in
regressicns,where the dependent variable is a logarithm (Treble 1984).
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TABLE 8A
RISCRIMDANT ANALYSES
EOTICM HALF (1) VS, TOP HALF (2)
SIGN.
(PRICR WILKS SIGNI- % CORRECT UNIVARIATE
PROB.) LAMBOA EIANGE CIASSIFICATION VARIABLE FROB.
1982 .8874 .0004
GROUP 1 (47%) 55% LEV .0377
GROUP 2 (53%) 70% aaAS .0051
TOTAL 63% BP .0207
oc .0200
SIZE .0010
1983 .8849 .0003
GROUP 1 (47%) 56% LEV .0164
GROUP 2 (53%) 76% Qs .0024
TOTAL 66% oc . 0406
PAC .0292
SIZE .0013
1984 .8039 .0001
GROUP 1 (47%) 70% CAs .0001
GROUP 2 (53%) 79% PAC .0011
TOTAL 74% SIZE .0001
1985 .8802 .0002
GROUP 1 (47%) 57% LEV .0363
GROUP 2 (53%) 77% CAS .0237
TOTAL 68% PAC .0361
SIZE .0001
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TARLE 8B
DISCRIMINANT ANALYSES
BOTTOM THIRD (1) VS, TOP THIRD (2)
SIQN.
(PRICR WILKS SIQNI- % CORRECT UNIVARIATE
PROB.) LAMBDA FIANCE CIASSIFICATION  VARJABIE PROB.
1982 .7814 .0001
GROUP 1 (45%) 57% LEV .0001
GROUP 2 (55%) 80% CAS .0104
TOTAL 70% BP .0042
SIZE .0007
1983 .7749 .0001
GROUP 1 (45%) 66% LEV .0176
GROUP 2 (55%) 76% CaAS .0001
TOTAL 71% oc .0223
PAC .0489
SIZE .0002
1984 .7384 .0001
GROUP 1 (45%) 75% LEV .0212
GRUUP 2 (55%) 84% CAS .0011
TOTAL 80% PAC .0056
SIZE .0001
1985 .8570 .0031
GROUP 1 (45%) 55% cas .0023
GROUP 2 (55%) 77% PAC .0247
TOTAL 67% SIZE .0013
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IARLE s¢
DISCRIMINANT ANALYSES
MIDOLE THIRD (1) VS. TOP THIRD (2)
SIGN.
(PRICR WILKS SIGNI- % CORRECT UNIVARIATE
PROB.) 1AMBOA FIANCE CLASSIFICATION  VARTABLE PROB.
1982 .8595 .0010
GROUP 1 (54%) 70% LEV .0016
GROUP 2 (46%) 61% CaAS .0009
TOTAL 65% SIZE .0022
1983 .8670 .0025
GROUP 1 (52%) 75% SIZE .0002
GROUP 2 (48%) 65
TOTAL 70%
1984 .8662 +0020
GROUP 1 (50%) 65% BP .0495
GROUP 2 (50%) 71% SIZE .0001
TOTAL 68%
1985 9727 .6718
GROUP 1 (52%) 60% NONE
GROUP 2 (48%) 52%
TOTAL 563
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IARLE 8D
DISCRIMDANT ANALYSES
BIITC GIRD (1) VS, MIDOLE THIRD (2)
SIGN.
(PRICR WILKS SIGNI- ¥ CORRECT UNIVARIATE
£08B,) LAMEDR FIANCE CLASSIFICATION VARTABLF PROB.
1982 9242 .1004
GROUP 1 (42%) 45% BP .0083
GROUP 2 (58%) 75%
TOTAL 62%
1983 .9351 171
GROUP 1 (46%) 40% aas .0131
GROUP 2 (54%) 75%
TCTAL 59%
1984 .8914 .0199
GROUP 1 (45%) 60% PAC .0095
GROP 2 (S55%) 75%
TOTAL 68%
1985 9131 .0602
GROUP 1 (44%) 25% PAC .0274
GROUP 2 (S6%) 8o% SIZE .0351
TOTAL 56%
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SIGN,
(PRICR WILKS SIGNI- % CORRECT UNIVARIATE
PROB.) LAMEDA FIANCE CLASSIFICATION ~ VARIARIF FROB.
1982 .6996 .0001
GROUP 1 (45%) 65% LEV .0002
GROUP 2 (55%) 85% CaAS .0202
TOTAL 76% BP .0021
SIZE .0001
1983 .7354 .0001
GROUP 1 (46%) 67% LEV .0141
GROUP 2 (54%) 8l% s .0002
TOTAL 75% BP .0442
PAC .0046
SIZE .0029
1984 .7428 .0001
GROUP 1 (45%) 73% o .0116
GROUP 2 (55%) 84% PAC .0058
TOTAL 79% SIZE .0001
1985 .8403 .0138
GROUP 1 (43%) 45% CAS .0086
GROUP 2 (57%) 81% PAC .0215
TOTAL 66% SIZE .0028
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TARLE 8F
DISCRIMDANT ANALYSES
SIGN.
(PRICR WILKS SIGNI- % QORRECT UNIVARIATE
PROB.) LAMBOA EIANCE CLASSIFICATION ~ VARTABLE FROB.
1982 .9015 .1225
GROUP 1 (42%) 54% BP .0052
GROUP 2 (58%) 68%
TOTAL 62%
1983 9404 4147
GROUP 1 (46%) 67% NONE
GROUP 2 (54%) 81%
TOTAL 75%
1984 .7875 .0007
GROUP 1 (44%) 62% Cas .0063
GROUP 2 (56%) 86% PAC .0001
TOTAL 76%
1985 .8670 .0332
GROUP 1 (42%) 38% CAS .0332
GROUP 2 (58%) 88% PAC .0237
TOTAL 68% SIZE .0063
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TAE" 2 8G
DISCRIMINANT ANALYSES
SIGN.
(PRICR WILKS SIGNI- ¥ QORRECT UNIVARIATE
EROB.) LAEDA  EIANCGE  CIASSIFICATION  VARIABIE  pRog.
1982 .8917 .0958
GROUP 1 (44%) 54% Bp .0175
GROUP 2 (56%) 79%
TOTAL 7%
1983 .9226 2717
GROUP 1 (46%) 42% NCNE
SUP 2 (54%) 76%
TOLAL 60%
1984 .9632 +7410
GROUP 1 (46%) 33% NCONE
GROUP 2 (54%) 81%
TOTAL 60%
1985 .9079 .1802
GROUP 1 (44%) 29% PAC .0252
GROUP 2 (56%) 90%
TOTAL 64%
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IARLE sH
RISCRIMDNANT ANALYSES
SECOND QUARTILE (1) VS, THIRD QUARTILE (HIGHEST TAX) (2)
SIGN.

(PRICR WILKS SIQNI- % CORRECT UNIVARIATE
PROB.) LAMEDA FIANCE CLASSIFICATION VARIARIF PROB.
1982 .9421 .3638

GROUP 1 (49%) 50% NONE

GROUP 2 (51%) 71%

TOTAL 61%
1983 9416 .3707

GROUP 1 (48%) 58% NONE

GROUP 2 (52%) 75%

TOTAL 64%
1984 .8197 .0018

GROUP 1 (49%) 70% CaAs .0010

GROUP 2 (51%) 74% PAC .0429

TOTAL 72% SIZE .0087
1985 .8926 .0541

GROUP 1 (48%) 62% IEY .0:74

GROUP 2 (52%) 78% SIZE 10207

TOTAL 70%
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IAHLE 81
DISCRIMINANT ANALYSES
THIRD QUARTIIE (LOWEST) (1) VS. FOURTH QUARTTIE (2)
SIGN.

(PRICR WILKS SIQNI- % CORRECT UNIVARIATE
PROB,) IAMEOA EIANCE CIASSIFICATION  VARIABLE FROB.
1982 .8303 .0029

GROUP 1 (52%) 70% LEV .0426

GROUP 2 (48%) 64% CAS .0083

TOTAL 67% SIZE .0004
1983 .8683 .0195

GROUP 1 (52%) 66% Cas .0124

GROUP 2 (48%) 62% PAC .0310

TOTAL 64% SIZE .0190
1984 .9068 .1065

GROUP 1 (51%) 63% SIZE .0281

GROUP 2 (49%) 56%

TOTAL 60%
1985 .9503 .4753

GROUP 1 (51%) 63% NONE

GROUP 2 (49%) 38%

TOTAL 51%
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IABLE 8J
DISCRIMINANT ANALYSES
SECOND (LOWEST) QUARTTIE (1) VS. FOURTH QUARTIIE (2)
SIGN.
(PRICR WIIKS SIQVI- % CCRRECT  UNIVARIATE
PROB.) LAMBDA FIANCE CIASSIFICATION  VARIABIE PROB.
1982 .7600 .0001
GROUP 1 (51%) 77% LEV .0019
GROUP 2 (49%) 66% cas .0007
TOTAL 72% oc .0158
SIZE .0001
1983 .7501 .0001
GROUP 1 (50%) 72% LEV .0091
GROUP 2 (50%) 77% Cas .0030
TOTAL 75% SIZE .0001
1984 .7181 .0001
GROUP 1 (50%) 72% cas .0025
GROUP 2 (50%) 76% SIZE .0001
TOTAL 74%
1985 .8769 .0321
GROUP 1 (50%) 75% SIZE .0003
GROUP 2 (50%) 69%
TOTAL 72%
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1985

Group 1 - Disc. 55% S6% 70% 57%
Log 57% 63% 68% 61%

Group 2 - Disc. 70% 76% 79% 77%
1y 70% 73% 79% 76%

Total = Disc, 63% 66% 74% 68%
Log 64% 68% 74% 69%

Bottam Thixd (1) vs. Top Third (2)

Group 1 - Disc. 57% 66% 75% 55%
Log 59% 67% 75% 58%

Group 2 - Disc. 80% 76% 84% 77%
Log 79% 76% 84% 73%

Total - Disc. 70% 71% 80% 67%
Log 70% 72% 80% 66%
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IARLE 10
ADJUSTED TAX RATES - CUTOFF POINTS
FOR_GROUP CTASSIFICATTION
1982 1983 1984 1985
1.3 % 12.2 % 14.1 % 9.5 %
5.32% 1.92% 1.97% 5.64%

£605.97%)  (107.84%) (156.17%)  (734.69%)

70.00% 61.63% 54.96% 67.92%

(4.10%) 42% 1.89% 1.70%
0.00% 2.59% . 4.81% 3.95%
5.86% 9.57% 12.35% 10.61%

18.29% 23.28% 23.98% 21.93%

25.96% 26.83% 27.97% 26.32%
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QHAPTER S
SMARY, LIMITATIONS AND QONTRIBUTTONS
3.1 SUMMARY OF THE RESEARCH PROJECT

The Econcamic Recovery Tax Act of 1981 (ERTA) encouraged fimms to
invest in capital goods by liberalizing the investment tax credit requla-
tions and creating the Accelerated Cost Recovery System (ACRS) under
which assets are written off over periocds largely independent of any
notion of useful life. Whether this tax policy was effective is debatable,
but itdidcreateasiqniﬁcantraductimincorpomtei:metaxesbeing
Paid by U.S. firms. The four year pericd 1982 to 1985 represents the
lowest percentage of federal corporate taxes related to damestic profits

' ever paid by U.S. corporations, as shown in Exhibit Two. However, the
reduced tax iz was iwt shared equally by all firms, even firms :ir the
same industry. Cartain firme, classified as tax avoiders in this study,
were systematically able to avoid federal incame taxes, and other firms
paid their fair share during 1982 to 1985. The abjective of this study is
to decument the determinants of corporate tax avoidance behavior. It is
hoped that the findings of this study will provide valuable information for
the development of an equitable natianal tax policy.

This study developed hypotheses from the accounting choice literature
to try to explain managerial decisions to avoid federal income tax. Seven
firm specific variables were chosen either on the basis of their econamic
implications for tax avoidance behavior or because they proxy for the
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hypotheses developed in this study. The following hypotheses were tested
in this study:

Debt Covenant Hypothesis

Hl: Corporate tax avoiders have higher debt to net tangible asset ratio
than non-avoiders.

H2: Corporate tax avoiders have higher levels of leverage (debt/equity
ratio) in the capital structure than ncn-avoiders.

Political cost Hypothesis

H3: Tax avoiding corporations are smaller in size and earnings gqrowth
than non-avoiding corporations.

H5: Corporate tax avoiders are more likely to have bonus plans based
on earnings after income taxes than non~-tax avoiders.

H6: Corporate tax avoiders have a higher PAC contribution to earnings
ratio than non-avoiders.

ownership control Hypothesis

H7: Oorpontetaxavoidarshavealmpementageofstockcwnedby
directors ard officers than non-tax avoiders.

Both univariate and miltivariate statistical methods were used to
analvze the data. The Mann-Whitney U-Test was used in the univariate
analysis. A two-group discriminant model, multiple regression, ard a
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logistic regression model were used to conduct multivariate tests on the
variables. Individual years and a four year medel were tested. The results
of the miltivariate tests conducted with the four year model are reflected
in this sumary since they are associated with the more powerful statistical
testing procedure. The tests performed on each irdivicual year shows
variations do exist between years. The results of the four year ccmbined
model reduces or eliminates individual year aberraticns and clearly shows
the consistent significant findings.

The four independent variables that are statistically significant
are the debt to equity ratio (CAS), the Political Action Committee con-
tributions (PAC) to tax policy making camittees, the type of bonus plan
(BP), and the size of the firm (SIZE). Even though the SIZE variable was

. significant, t has the wrong sign. These results support the debt covenant,

borus plan. and political action committee hypotheses. Support is not
provided for the political cost, cwnership control, and capital intensity
hypotheses.

Based on these findings, the profile of a tax avoiding firm is a large
firm as measured by total assets, with a high debt to equity ratio, a
borus plan based cn after-tax accounting earnings, and a tendency to con-
tribute a large share of earnings to political action committees tuai are
specifically established to give funds to members of the tax writing
camittees of Congress. The ownership percentage of voting stock held by
directors and officers shows no relationship to tax avoidance behavior,
providing empirical evidence to suppart Fama's labor market efficiency theory.
Finally, capital intensity does not explain tax avoidance. This result
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failedtosv.xmortﬂmthaorybdumminves’anenttaxcredit. The result,
however, is consistent with the 1986 CTJ report.

During the later years of this study Congress was concermed that
U.S. firms were reducing their tax burdens and, in particular, that same of
the largest corporations were paying little or no federal taxes. Public
outrage over this inequity moved Congress to establish the Tax Reform Act
of 1986 (TRA of 1986). To creata a barrier prohibiting profitable corpor=
ations from escaping federal income tax altogether, the altermative
minimm tax (AMT) was expanded to include cne-half of accounting earnings
to be added to taxable income. Such a requirement effectively eliminates
companies from reporting profits to shareholders while not paying a fair
share of federal income tax. Critics of tax policy contend that further
changes should be made to acheive a fair and equitable incame tax system.
The results of this study suggest that tax avoidance is related to fimm
specific variables. These results have implications for future charges in
our natiocnal tax policy.

First, controversy has existed for same time between the tax
implications of capital structure, debt, and equity financing. While firms
are allowed to deduct interest payments on borrowed capital fram taxable
income, there is no correspording deduction for dividends paid out to
shareholders in return for the use of equity capital. The results of this
study shows that highcr financially leveraged firms are avoiding taxes
while lower leveraged firme pay their fair share. Assumming tax policy
makers are interested in making the U.S. federal taxation system more
equitable, there ave several options available. First, dividerds could
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be given a tax deductible status, thereby creating identical subsidies to
Squity financing that currently exists for debt financing. Although this
would eliminate the double taxation on dividends, it would also reduce

the tax receipts to finance goverrnment activities. Ancther consideratien
cmldlimitﬂaemmtotintamscmdabtarhmcmlddeductfortax
purpcses. The TRA of 1986 drastically reduced the deductibility of interest
on the calculation of individual's taxable income, and the crossover to the
determination of corporate taxable income makes sense. An interest
limitation policy may be welcomed by the business commnity because its
effect could result in lower leveraged firms, which could reverse the trend
of increasing leverage used by U.S. firms since the 1930's. Currently,
junk bonds, leveraged buycuts, and recrganizaticns have unsettled the E:redit
marketebyttmﬁ.mirmmia.lbaﬂsintoirmstrialbanbs. Investors in
corpomtedebtinstnmmshavnmnﬂmcreditmtimsofﬂwirinvmms
deteriorate due to these financial restructurings. An interest limitation
policy may result in more econamic stability in the credit markets and
allow firms to operate on equal ecancmic footings, instead of letting tax
regulations determine the financing methods used.

Contributions from Political Action Camittees to tax policy
camittee members were statistically significant for tax avoiders during
the 1982-1985 period. This may suggest that firms are buying favorable
tax legislation. It seems hypocritical that scme members of Congress
waﬂdallwﬂmelveatobatimiallyinﬂuemedatatﬁmﬂmnthey
are questionirg the integrity of the self-requlatory procedures of other
professicnal groups. Recent articles in business oriented publications
have touted the elimination of FACS so that govermment activities and
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decisions would become less self-serving. Congress could eliminate the
PAC mechanism so that this vehicle for influencing tax legislation would
not exist. Recently, President Bush presented a plan to eliminate business
and union PAC's, but he failed to find a House sponsor for this program.

It would appear that Corgress does not want to lose this payofs. Alterna-
tively, the PAC contributions from corparaticns could be disallowed as a
tax deduction to discourage this form of labbying.

The findings of this study show borus plans based on after-tas:
earnings encourage corporate income tax avoidance. Firms with such bonus
plans appear to avoid tax more than other firms. Tax policy makers could
encourage other means of rewarding performance by changing the deduct-
ibility rules for corporate bomus payouts. Instead of firms having
borus plans structured on an after-tax incentive, it may be more productive
to encourage goals based an product quality, research and development, and
efficiency measures that would propel U.S. firms and the U.S. econamy into
a more advantagecus position on a glcbal scale.

Additicnally, if tax policy treated business investments more uniform-
ly then types of borus plans would create indifferent tax behavior dque to
the neutrality of tax policy.

Finally, larger firms were classified as tax avoiders in this study,
suggesting firms with more resources were able to effectively reduce taxes.
Implicity, this sends a signal that the tax code is too camplex, ard only
those with ample rescurces can use it to their advantage. A simpler
system may r@cetrmdistimtimbetamtaxavoidezs and non-tax zvoiders
and perhaps increase overall cmpliance at reduced costs to society.
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A more detailed discussion of all tests alang with specific results
appears in Chapter 4.

2:2  LIMCIATIONS

There are several limitations of this study. The profile of the firms
selected during the 1982-1985 time period shows that they all had profitable
years. Since the firms and tax code were all related to the 1982-1985 time
period,ﬂmmymbmwuqmmmmgmthemmicm:
ﬂms,ﬂmaismmﬂntlinﬂarmnumldbed:tainedinany
cther time period.

Ancther limitation of this research project concerned the determina-
ticn of tax avoiders based upon the amount of U.S. federal income taxes
paid. If consideration had been given to include cther taxes (e.g. state
immtaxorfmigntam),diﬂmmtscmldmvebeenobtaimd.

Missing data is a problem related to most studies. Reascrnable efforts
were made to cbtain data; however, if information was cbtained for all
firms in the ariginal sample, the results might have been different. This
isespeciallycriticaltoﬂnapitalhmityratiommmlqutmcer
of all firms had the desired information on the CIFUSTAT files.

One variable, borus plans, was based on whether a firm's plan was
before or after tax earnings. A review of 250 proxy statements revealed
many variations of campensation plans, with interpretations sametimes
being required due to the way the plan was described or because of the

absence of a detailed description. Other interpretations may have resulted
in different findinga.
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Finally, the model may have been incamplete, with cther veriaklas
providing more explanatory power.

2.3 CONTRIBUTIONS

The contributions of this study are threefold. First, the findings
offer a partial explanaticn of characteristics of firms that systematically
avoided federal incame taxes. Understanding the interrelationships
between tax avoidance behavior and firm characteristics may show how
various contracting arrangements affect managerial decisions.

The second contribution of this research is to make available to the
tax policy makers new information on profiles of tax avoiding fimms.
This information could lead to revisions in national policy resulting in
a more fair and equitable policy.

The last contribution of this study is that its findings lerd support
toﬂmpositiveﬂaeoryofaccamtingbyaddmssinganaccwnti:gissue
net yet examined in the literature. These findings could spark other
research efforts that would investigate these variables in a different
setting or fram a different vantage poinc.
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NOTES

1

Firms will be classified as tax avoiders or non-avoiders depending cn their
corporate effective tax rates. The calculations of effective tax rates ard
several classification methods are provided in detail in the
Sample/Methodology section.

2

Goverrmental agencies implement certain social and econamic policies
through tax policy. Joseph Pechman, senicr fellow at the Brookings
Institution, asserts that tax policy is generally regarded as a legitimate
tool for pramoting ecancmic growth and stability, provided the particular
measures chosen can accamplish their cbjectives and do not permit individuals
and corporations to escape tax entirely (1987). Within the broad areas of
tax policy acceptance, there will always be controversy about the relative
emphasis that should be placed an efficiency and equity.

A contimuing debate concentrates an the role of the tax policy and
efficiency. As Stickney and McGee (1982) point out, debates on tax policy
oppose neutrality with a requlated markecpiace. The neutrality or
laissez-faire position argues that the free market system can allocate
capital more efficiently than the politically influenced goverrmental
system. Special incentives such as investment tax credits, depletion
allowances, ard accelerated depreciation are not needed, and tax preferences
may direct capital towards inefficient firms or industries.

Those favoring non-neutrality argue that certain industries need capital
allocations to best serve our naticnal interest, e.g. energy resources and
national defense.

With this policy conflict in mind, the Citizens for Tax Justice and the
Institute on Taxaticn and Econamic Policy jointly published a study in
February, 1986, entitled "Money for Nothing - The Failure of Corporate Tax
Incentives 1981-1984." The study supports a more neutral tax policy because
certain tax incentives (e.g. investment tax credits and more liberal
depreciation methods) did not create the investment in capital sperding
and job creation that the 1981 ERTA provisions intended. Those campanies
that tock advantage of the new tax breaks did not increase their plant
and equipment expenditures or increase employment at a higher than average
rate. Clearly, these incentives were not an effective policy.

A second joint report fram the same associations shows that the equity
and fairness that should be included in tax policy has been diluted in
favor of certain interest groups. The Citizens for Tax Justice (1986)
reported that many of America's major corporaticns avoided paying federal
income taxes even though these firms represent same of the most profitable
campanies in the U.S. For example, in a survey of 250 of the nation's
largest campanies, 42 campanies earned $59.1 billion in pre-tax damestic
profits between 1982 and 1985 yet received net tax refunds of $2.1 billion.
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May 29, 1986, found it "unjustifiable for same corporations to report large

and pay significant dividends to their sharcholders, yet pay
1littls or no taxes on that income to tha govermment." Public cutrage
over this inequitymvedcmgmstoestablishthe'raxReformActof
1986 (TRA of 1986).

One of the underlying moctivations of the TRA of 1986 was to transfer the

tathdmfrmirﬂividualstothnoorpcntim. The Tax Reform Act
Of 1986 represented the most camprehensive overhaul of the federal incame
taxcodnmsevenldsaduasmuasammnttwamsamore
neutral ta: rolicy which allows the marketplace to allocate capital more
freely than the previous requlated or politically influenced envirorment.

To create a barrier prohibiting profitable corporations fram escaping
federal income tax altogether, the altermative minimm tax (AMT) was
established. The AMT' oh corporations begins with taxable incame, adds on

liability. One preference item that mist be added to tavable income in
1387, 1588, and 1585 s cne~naif of roak incame (incame as reported under
financial reporting quidelines). Such a preference effectively 2liminates
campanies from reporting profits to shareholders while not paying a fair
share of federal income tax (Sea Note 3). For the tax years 1990 and after,
the AMI calculation requires the inclusicn of 75 percent of reqular earnings
and profits (including nontaxable inceome such as tax-exempt interest) (See

3

The Citizens for Tax Justice (1988) reported that the TRA of 1986 has
raised the overall effective tax ratea of the firms in this study in 1987,
resulting in a $9 billion increase in U.S. incame taxes paid. Additionally,
total corporate 1987 incame tax payments increased $25 billion campared to

the pre-reform laws, rwealimamssigrmutcfthetaxburdenbacktome
corporatians.

4

depreciation and book inccme will initiate the most significant changes.
As Dovle et a), (1986) point cut, it is likely that AMT will have the

greatest effect cin growing firms rather than static or declining ones.

Growing firms tend to invest more ard thus woud generate more preferences
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(e.g. accelerated depreciation) ard be subject to higher minimm taxes.
Additionally, the AMT will affect new campanies disproporticnately because
olderfimgmmteawbswmlshmofmeirimnfmassetsmat
have already been fully depreciated, at least for tax purposes. Thus, the
AMI may produce an extra barrier to firms expanding their markets but
exacts little penalty on slow~moving or declining campanies.

SWatts ard Zimmerman (1986) have summarized the cross-secticnal studies
imastiqatingtherelatimshipbeuammmtimdmngesandstockprice
effects. Studies ~onducted by Leftwich (1981), Collins, Rozeff and Dhaliwal
(1981), and Lys (1984) have used variables which served as surrogates for
wealth tranfers between bondholders and shareholders (i.e. contracting under
debt agreements). These studies have fourd significant stock price changes
associated with mardated accounting changes; however, the associations
relating to debt-equity ratios are inconsistent across studies. Watts and
Zimmerman (1986) argue that the mixed resuits are problems in the models
memelvesardmtintmmﬂerlymgtheo:y, that thecry being the mar

will react to the expectaticn of future cash flow resulting fram political

For example, after a bond issue is placed, a tremendous wealth transfer
caﬂdmﬂtifaliquidatimdividerﬂwaspaidtothewnezs. The
bondholders would be at a disadvantage because of this financial

transaction. To prevent these actions, bondholders have set up certain
restrictions.

7

Smith and Warner (1979) and Leftwich (1983) have provided many examples of
the types of restrictions found in debt agreements. These studies have used
the American Bar Association's Cammentaries on Indentures, which provides
camon restrictions fourd in lending agreemciits. The ratio of debt to net
tangible assets is a cc.aonly used measure of debt ratio restrictions.

8

Leftwich (1983) notes that the American Bar Association's Cammentaries on
Ingmwvisesﬂntthedafenedliabﬂity for future tax does not
necessarily represent any claim on the firm, nor is their eventual payment
determinable; thus deferred taxes are normally not included in debt ratio

When companies avoid paying their fair share of federal income taxes,
certain groups (e.q. Citizens for Tax Justice) will openly criticize these

actions to bring about reform. The
larger firms in order to capitalize on attention getting headlines. Since
this news brings negative publicity to larger firms, and pessibly greater

political costs, there may be a resulting dowrward pressure on stock prices.

Reproduced with permission of the copyright:-owner. Further reproduction prohibited without permissionyyapny.manar



109

10

Additicnally, a front page story in the July 18, 1988, issue of The Wall
Street Jourmal describes how Congress is targeting large insurance firms for
increased requlation and taxation. The attitude change of Congress results
from the insurance crisis of the mid-1980s. The crisis was the result of
increased premiums, reduced coverages, and sametimes even unavailability of
insurance coverage in the face of rising profits in the insurance incdustry.

1l

The raticnale for using sales verwis total assets as a proxy for political
cost is not provided in the studiess reviewed. However, Watts and Zimmerman
(1986) suggest that sales is a suriogate for earnings. Therefore, if an
incame statement impact is expected ths sales measurement may be an
appropriate one. Likewise, the balance sheet impact could bz captured
by using total assets.

Since same accounting standards are mandated by asset size (e.q.
replacement cost data), using assets is an appropriate measure. Addition-
ally, same industries are requlated based upon amount of assets or sales
to asset ratios; therefore, different measures may be more appropriate
depending on expected findings and structure of the research design.

This study used both sales and total assets as a size proxy for political
cost. It also used an interaction of sales times earnings growth.

12

Watts and Zimmerman (1986), in analyzing the works of Downs (1957), Stigler
(1971), Peltzman (1976) and Alchran (1975), suggest that the incentive for
information produced and used in the political process is less than in the
normal marketplace due to individuals having less ability to capture the
information's benefits. :

13
See Holthausen and Leftwich (1983) for a more detailed review of contacting
and monitoring cost relationships betwcen owners and managers.

14

Dhaliwval et al, (1982) was ans of the earlier studies in the accounting
choice literature to incorporate measures of ownership structure. Their
findings show MC firms selected depreciation methods which resulted in
increasing earnings for the firm. Both Hunt (1985) and Niehaus (1985) found
the Lifo inventary method (i.e. income decreasing method) to be associated
with OC firms. Ayres [1985) found early adopters of SFAS No. 52 (assumed to
be income increasing) to be associated with MC firms. Likewise, Dunne (1988)
found OC firms reporting lower earniigs by using the purchase method of
accounting for husiness cambinations.

Neuman (1988) found MC firme more likely to take advantage o: changes in
tax requlations (i.e. ITC). Additionally, these MC firms were more likely to
have borus plans based on after-tax eammings than before-tax earnings. In
summary, MC firms tend to select income increasing strategies, while OC firms
select incame decreasing approaches.

15

The current porticn of the federal incame tax expense and damestic profits
is not presented in the body of the financial statements; therefore, footnote
disclosures were used to cbtain this informaticn.
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16

Park (1966) noted tha* when confronted with hetercscedastic error terms
it is often assumed that the variance of the error term is proporticnal
to the square of the independent variable. A transformation could then
be achieved by dividing by the independent variable before applying ordinary
least squares. Park suggests that other transformations may be more
appropriate. To operationalize the Park approach, the following procedures
ware performed.

Step 1 - Run the ordinary least squares regressicn cbtaining the
residuals and then squaring the residuals.

Step 2 - Take the log of the squared residuals and set this up as
the dependent variable in a new regression. Take the logs of all the
original independent variables and run a regressicn to see if any of the
revised independent variables are significant. If none are significant,
the model does not have a hetercscedasticity problem. If a variable
is significant, Park suggests the following solutiocn: using a weighted
least square approach, divide the criginal deperdent and independent
variables by the significant variable raised to the power of the
coefficient of the variable found in the second regression.

In 1982, the weighting factor was the ownership control variable
raised to the .27 power, while in 1983 the same variable was raised to
the secand power as the weighting factor. No adjustments were needed
in 1981, 1985, or in the cambined models.

17

A non-parametric procedure for discriminant analysis is available in the
SAS called Neighbor. This proredure can be used to classify cbservations
when the groups do not have multivariate normal distrirutions. The
Neighbor procedure can classify based cn the closest neighbor, or class-
ification rules can use the k-nearest neighbor rule with "k being any
desired integer. For example, using the lower cne-third versus the
top ane-third, the following total correct classification rates were

Discriminant Neighbor
(Parametric) (Non=Parametric)
1982 70% 67%
1983 71% 70%
1984 80% 74%
1985 67% 58%

Testing was performed using the Neighbor procedure which confirmed
the results of the Discriminant procedure with the Discriminant procedure
producing higher correct classification rates but not excessively higher.
The results of the Neighbor procedure are not reported elsewhere in this
study.
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Apperdix A

Summary of Hypotheses (Variable Name)

Debt Covenant Hypothesis
Hy: Corporate tax avoiders have a higher debt to net tangible asset
ratio than nonavoiders (LEV).
Hy: Corporate tax avoiders have higher levels of leverage (debt/equity
ratio) in the capital structure than non-avoiders (CAS).
Foljtjcal Cost Hypothesis
Hy: Tax avoiding corporations are smaller in size ard earnings growth
than nonavoiding corporations (SIZE).
Capital Intensity Hypothesis
Hy: Corporate tax avoiders have a higher degree of capital intensity
than non-tax avoiding firms (CAI).
Borus Plan Hypothesis
Hg: Corporate tax avoiders are more likely to have bonus plans based on
earnings after income taxes than non-tax avoiders (BF).
ME‘MMMM
Hg: Corporate tax avoiders have a higher PAC contributicn to earnings
ratio than non-avoiders (PAC) .

Contro is
Hy: Corporate tax avoiders have a lower percentage of stock owned by
directors and officers than non-tax avciders (oc) .
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Apperdix B

'nnssectimmddaca&mxyotsmdieseiﬂmrsumortingormt
axpportirgthelvpaﬂmsisusedinmissuﬁy.

DERT COVENANT HYPOTHESIS
Studles Supporting Theory

Dhaliwal (1980) =Used 33 matched pairs of oil and gas firms using full cost
versus successful efforts. Found firms using full costing
(assumed to be incame increasing) to have higher debt
leverage.

Zmijewski and Hagerman (1981) - Used a portfolio of four different accounting
pmcednrastommortthemlusionthathigherdebt
firms prefer income increasing accounting methods.
Accaunting methods included (1) Lifo vs. Fifo, (2)
straight-line vs. accelerated depreciaticn, (3) peried
used to amortize pension cost, amd (4) methed to account
for investment tax credit.

Bowen, Noreen, and lacey (1981) - Interest capit21ization methods used -
supported the conclusion that firms with more debt
restrictions choose incame increasing approacn. study
supparts interest coverage ratio and inventory of payable
funds measurement approaches.

Stickney and McGee (1982) - Study supparts inverse relationship between
leverage and tax rates.

Dhaliwal, Salamon, and Smith (1982) - Firms with higher debt terd to use
straight-line depreciation method for financial reporting.
All firme in study used accelerated methods for tax
purposes.

Lilien and Pastena (1982) - Supported Dhaliwal (1980) by exterdirg research
inoilardgasm.lstzyusirgfullcostve.rsussuccessfm
efforts methods of accounting.

Daley and Vigeland (1983) -Rueardxardbev&lopnextaccumtmgmthods
Support inventory of payable funds measurement but do not
support interest coverage ratio measurement.

Fimsmralﬁtalytoadapttmmmjmemcrymthodm
lower levels of leverage. The decreasing earnings and
assetinpacrsotufodomtoffsettmtaxadvantagesfor
the higher leverage firms.

Hunt (1985) -
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Ayres (1986) - Early adoptars of SFAS #52 (assumed to be incame increas-
ing) were closer to debt restraints. Surported dividerds
to urrestricted retained earnings and interest coverage
ratio mesasures. The interest coverage ratio was
after segreqating high-debt firms from low-debt firms.

Johnson and Chaliwal (1987) - Firme abandoning Lifo were matchad by industry
to firms contimuing to use Lifo. Results show Lifo
abandoned firms had higher debt levels along with lower
tax rates. The switch from Lifo resulted in higher
earnings and thereby reduced potential of technical
default on dabt agreement.

Studies Not Supporting Thacry

Holthausen (198l1) - Using time series approach of switching from accelerated
depreciation method to straight line method/this study
fourd no significant relationship to inventory of funds

Daley ard Vigeland (1983) - Research and Development accounting methods could
nct support interest coverage ratio measure, but did
suport inventory of funds restriction.

Reproduced with permission of the copyright:-owner. Further reproduction prohibited without permissionyyapny.manar



APPENDICES

er. Further reproduction prohibited without permissionyyaawy.manar




120

EOLITIGAL QOSTS HYPOTHESTS
STUDIES SUPPCRTING THRORY

Watts and Zimmerman (1978) - Using firm responses to proposed standard on
general price level restatement, it was found that larger
firme oppcse incame increasing standards. Researchers
hypothesized that larger firms want to reduce political
costs by reducing political visibility.

U.S. Treasury (1978) - Results show larger firms pay higher effective tax
rates, which is consistent with expected results of this
study.

Bowen, Noreen, and Lacey (1981) - Using interest capitalization methods for
oil and gas firms shows that larger firms used income
decreasing approach. However, when all firms cambined,
results could not support political cost hypothesis.

Stickney and McGee (1982) - Hypothesized that size (both total assets and
sales) would be inversely related to effective tax rate
using 1980 data. However, results do not support their
contention because larger firms had higher effective tax

rates,therebywpportjngexpectedresultsotthissmdy.

Chaliwal, Salamon, ard Smith (1982) - Weakly supports political cost
hypothesis by having larger firms select accelerated
depreciation methods for financial reporting. All firms
in study used accelerated methods for tax purposes.

Lilien and Pastena (1982) - Supported theory using full cost versus
successful efforts in cil amd gas industry.

Zimmerman (1983) - Ressarch segregated firms by size, sales, and pre-tax
incame and calculatea erfective tax rates from financial
statement data and IRS aggregated data. Results show
larger firms had larger effective tax rates. Concluded
that since income taxes are a proxy for political costs,
larger firms ars subiected to greater political
scrutiny. Additionally, results show that firm size is
an appropriate proxy for a firm's political costs.

Ayres (1986) = Early adopters of SFAS #52 (assumed to be income
increasing) were smaller in total asset size.

Jehnsan and Dhaliwal (1987) - while not testing the political cost hypothesis
directly, this study shows larger firms have higher
marginal tax rates supporting the contention of this study.
Firms were matched an SIC codes so irxtustry diZferences
were controlled. Study focused on firms abandoning Lifo.
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Studies Not Supporting Theory

Siegfried (1972) - Results show larger firms had lower effective tax rates.
The data used in study was from the late 1960's and may
why results were different from U.S.

explain
(1978) , stickney and McGee (1982) , Zimmerman (1983), ard
Jahnson and Mhaliwal (1987).

Bowen, Noreen, and Lacey (1981) - Using capitalizaticn of interest accounting

methods could not support political cost theory when all
firms were cambined. Only censidering oil and gas firms,
suport was providad.

Daley ard Vigeland (1983) - Research and Develcpment accounting choices did

mtaxpportlazqerfimsselectinqanimmedecreasing
methed,
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GAPTIAL INTENSITY HYPOTHESTS
Studies Supporting Theory

Siegfried (1974) - Used industry wide data to show that an irnverse
relationship was found between capital intensive
industries and effective tax rates.

Stickney and McGee (1982) - Individual firms which had higher levels of
capital assets versus labor camponents were found to have
lower effective tax rates. The researchers concluded that
highly capitalized firms had greater depreciation and
investment tax credits to reduce tax rates. To measure
capital intensity they used depreciation and amortization
expense to mumber of employees.

BONUS PLAN HYPOTHESIS
Studies Supporting Theoyy

Dhaliwal, Salamon, and Smith (1982) - Since campensation plans were more
for manager controlled firms (assumed in study),
the researchers fourd straight line depreciation (income
increasing) more prevalent in manager controlled fimms.

Studies Not Supporting Theory

Bowen, Ncreen, and lLacey (1981) - Capitalization of interest based study does
not support ocrpanies with bonus plans wanting to show
earnings increase as early as possible. Watts and
Zimmerman argue that interest is not included in most
bonus plans and thereby study should not be considered as
contribution towaris the refinement of this provesed theory.

Hunt (1985) = The existence of a barws plan tied to reported zarmings
statistically different for firms electing Lifo or staying
with Fifo.

Nete: Since Healy's (1985) findings some of the prior studies findings
are questicnable due to the crude methods used to evaluate bonus
plans.

Studies Supporting Theory
Dhaliwal, Salamon, and Smith (1982) - See bormus plan section.
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Hunt (1985) - Firme with more manager-controlled structures (less stack
held by insiders) were not willing to switch to Lifo
(assumed to be an income decreasing procedure) .

Niehaus (1985) - Same findings as Hunt (1985)

Ayres (1986) = Early adopters of SFAS no. 52 (assumed to be income
increasing) had manager-controlled ownership structure.

Dunne (1988) = OC firms would more likely to report lower earnings by
using the purchase method of accountiig for business
cambinations.
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APPENDIX C
OF ADJ BY TRY

Studies have shown that the tax code is industry oriented. By
focusing on unadjusted tax rates, studies would have a bias towards
industry segregaticn. To eliminate this potential bias towards
industry effect, an adjustment for industry classificaticn was used
in this study. Table ane of this appendix shows the unadjusted tax
rate by SIC range based upcn statistics provided by the Internal
Reverue Service. These represent unadjusted tax rates of all
profitable firms in the U.S., not the averages of the firms used
in this study. Table two of this appendix shows the relationship of
each industry to all irdustries cambined. Feor example, in 1982 all firms
had a 41% tax rate, while the "Services" fimms had an average rate of
33%, or were paying 81% (33% divided by 41%) of the average U.S. firm.
To eliminate the bias towards the lower rates in the "Services" fimms,
each sample firm that had a SIC designation between 7000 and 8980 had
its tax rate divided by 81%.

When all sample firms received similar treatment, the overall
industry effect is eliminated, but not the within industry effect. Thus,
tax avoiders within certain industries still maintain their initial
relationship to cther firms within the same industry.
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APPENDIX C
TARLE ONE
Unadiusted Tax Rates Bv Industyy
1982 1983 1984 1985
SIC UNARTUSTED PATE
INDUSTRY RANGE
ALL 41% 41% 41% 41%
AGRICULTURAL 000~ 3l 29 3l 3l
0600
MINING 0601=- 41 43 41 42
1098
OIL & GAS 1300- 44 43 44 42
1400
CONSTRUCTION 1499~ 35 a3 3l 3l
1798
MANUFACTURING 1799~ 44 44 44 43
3998
TRANSPORTATION 3999- 40 39 41 19
4800
QOMMUNICATIONS 4801~ 45 47 46 45
4900
UTILITIES 4901- 45 45 45 44
4900
WHOLESALE 4991- 38 8 39 40
TRADE 5190
RETAIL 5191- 37 38 35 g
TRADE 5999
FINANCE/ 6000~ 38 37 37 38
INSURANCE/ 6749
REAL EST.
SERVICES 7000~ 13 3 32 32
8980

* Information cbtained from "Source Book 1982-85 - Statistics of Incame,
Department of T:easury, Internal Revenue Service - Publication No. 1053."
Contains tax information from firms with net inccme.
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INCUSTRY
ALL 100%
AGRICULTURAL 000~

0600 76 71 76 76
MINING 0601~

1098 155 105 100 103
OIL & GAS 1300~

1400 107 108 107 103
CONSTRUCTION 1499~

1798 85 8l 76 76
MANUFACTURING 1799-

3998 107 107 107 108
TRANSFORTATION 3999~

4800 98 95 100 95
COMMUNICATTONS 4801~

4900 109 115 112 109
UTILITIES 4901~

4990 109 109 109 107
WHOLESALE 4991~

TRAZE 5190 93 93 95 98

RETAIL 5191~ '
TRACE 5999 90 93 85 93
FINANCE/ 6000~
INSURANCE/ 6749 93 90 90 S3
REAL EST.
SERVICES 7000~

8980 8l 76 78 78
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CATA COLLECTION

’madatacollectimptocesswascmprisedofammberofseparate
stages. This appendix describes the different sources of data, scme of
the problems encountered, and the outcome of the effort. The subsections
that follow are related to each data source.

The information required for the dependent variable, current federal
incame tax expenses, and damestic pre-tax profits is not available on the
face of the financiai statements but is included in footnote disclosures.
This informtionwascmpiledbycmardwaststedbyreferencugto
anrual reports of selected campanies.

In order to adjust tax rates for industry differences, the Statistics
of Inccome, as campiled by the Imternal Reverme Service from anmal tax
returns of corporations, was used for each year tzsted. The Statistics
of Incame aggregates information by SIC codes and also by "companies with
net incame" or by "all companies." Since this sample contained all firms
with net income, the statistics from the graup titled "campanies with net
incame" were used to be consistent with the sample.

COMPUSTAT_FILES

The camponents of four of the seven indeperdent varizbles (i.e. LEV,
CAS, SIZE, and CAI) being examined in this study are generally found in the
QOMPUSTAT files.
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The variable that was not available for all firms was CAI. Arprox-
imately 25% oftmfirnsintheoriqimlsamplehadmldataonﬂzec@rpzstat
files. This resulted in testing two models, one with and cne without the

CAI variable.

PROXIES

BcﬂxHypothesisS(mnagm:tbamplans)arﬂWis?(the
extent of management ownership of the firm) require inforuation which is
not usually disclosed anywhere in anmual reports and often not in 10K
reports. However, the information can normally be found in the nroxy
statements. For this reason, the proxy statement was chosen as the
source to cbtain the required information.

One problem was that the details of the campensation package were
mtalmysavauableinthao.mmyaarmcybecausetheplanhadbeen
in existence and unchanged for several years. This required searching in
prior year proxies for the last borus plan revision to determine if the
bonus arrangement was based an before or after tax considerations.

FOLITICAL ACTION COMMITTEE CONTRIBUTTONS

The Federal Elaction Camission (FEC) in Washington, D.C., abtains
infc:mation on the financial activity of Non-Party Political Conmittees
who provide funds to candidates rumning for public office. These reports
are required by law on a bianmual basis. The information is provided to
the FEC by the political fund-raising camnittees, who in turn enters the
data into a computer bank and issue reports to varicus interested users.
Tapes of financial activity were acquired covering 1981 to 1986.
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'mreetapesmmneededbecausethaelectioncycle reported on a
1981-82, 1983-84, and a 1985-86 basis., The information needed consisted of
financial contributions made by corporate political action camittees to
mmofmmmwmmmmmu?mmwmm.
Initially, members of these camittees were identified, and camputer programs
were written to extract the necessary information. For 1982 ard 1985, half
ofthedollaramnmreportedwasassmedtohaveoccmredintheseyeaxs,
si:\eethereportadinfomatimcaveredatmyearcycle.

Reproduced with permission of the copyright:-owner. Further reproduction prohibited without permissionyyapny.manar



er. Further reproduction prohibited without permissionyyaawy.manar




130

VIIa

Mr. Bruce Alan Leauby, a U.S. citizen, was born in Philadelphia, PA,
cn April 28, 1950. He earned a Bachelor of Science degree in Ruginesg
Administration from Bloamsburg Uhiversity in 1972 and received a Master
of Science decree in Business Administration from Pennsylvania State
University in 1974.

He is a Certified Public Accountant and a Certified Management
Accountant. He has worked for a large international public accounting
firm, served as an Officer and Controller for a large corporation, and
taught accounting since 1983. Qurrently, he is a member of the accounting
faculty at laSalle University in Philadelphia, PA. '

He has published articles for sevaral professicnal journals.

Reproduced with permission of the copyright:-owner. Further reproduction prohibited without permissionyyapny.manar



