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1. Introduction
Conditional conservatism, as a dimension
of overall accounting conservatism, refl3ects

Jussi Karjalainen, Jyrki Niskanen and Mervi Niskanen

provide more accounting information that is
useful to external capital providers for evalu -
ating a PrmOs asset prices. On the other hand,

Obad newsO (or unrealized losses) and is a accounting of private Prms is based more on

widely accepted a"ribute of earnings quality
(Dechow et al., 2010). It has been shown that
accounting standards alone fail to ensure ac-
counting quality and that institutional diler -
ences and capital market forces also inBuence
the quality of bnancial reporting of public
and private companies (Pope & Walker, 1999;
Leuz et al.,, 2003; Ball & Shivakumar, 2005;
Burgstahler et al., 2006; Bushman & Piotroski,
2006). Regardless of the monitoring role of
conditional conservatism, a few studies claim
that conservatism benebts brms, especially
in terms of taxation (Qiang, 2007; Lara et al.,
2009). However, there is no clear consensus
within the literature on whether and why in -
vestors in private bPrms demand conditional
conservatism. Shareholders in private brms
have be"er access to private information
(Ball & Shivakumar, 2005), which makes ac
counting-based monitoring of managers less
essential. At the same time, the institutional
arrangements designed to protect investors
seem to be ine#cient in the context of bPrms
with concentrated equity ownership, such as
private brms.

We investigate whether dilerences in
tax alignment alect the supply and demand
for tax-induced conditional conservatism.
Recently in the US, there have been calls for
greater conformity between Pnancial and tax
accounting (toward the European system)
because this reduces compliance costs and
enhances monitoring opportunities (Freed -
man, 2008). Moreover, several studies have
examined the association between book-tax
dilerences and earnings quality (Hanlon,
2005; Guenther et al., 1997). However, such
studies are mostly limited to the US (which
is a low tax alignment country) public cor -
porations, and we argue that these results
are not applicable to private brms or high
tax alignment environments. Public brms
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internal incentives such as tax and contracts;
it reBects less information demanded by
non-controlling owners and external capi -
tal providers other than shareholders (Ball
& Shivakumar, 2005). Consequently, the
Otax-induced reporting costsO become more
important for private brms than for listed
brms, in which tax costs are o!set by the ben-
ebts of high-quality Pnancial reports. Share-
holders in high tax alignment environments
face greater costs related to Pnancial report
ing than shareholders in low tax alignment
countries because of the conformity of b-
nancial and tax accounting, which conforms
book income to taxable income. Conditional
conservatism reduces the present value of
tax payments of brms, as suggested by Wa"s
(2003a). Therefore, we predict that condi-
tional conservatism is more likely observed in
private bPrms in high tax alignment countries
than those in low tax alignment countries
when pretax earnings are positive.

This study investigates the potential
dilerences in tax-induced conditional con -
servatism of private brms between high and
low tax alignment countries. We focused on
Europe to obtain a range of institutional dif -
ferences in tax alignment. For this purpose,
we collected data, between 2005 and 2011,
from private Prms spread across 13 European
countries which were initially joined EU
of 2003: Austria, Belgium, Finland, France,
Germany, Greece, ltaly, Portugal, Spain, Swe
den (high tax alignment countries), the UK,
Ireland, and the Netherlands (low tax align -
ment countries). In 13 European countries,
accounting standards of private limited brms
have been harmonized within the EU. In addi-
tion, these countries have the most stabilized
accounting systems as compared to countries
which joined EU during the later sample
years. Moreover, in Europe private brms with
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limited liability and listed brms are similar
in terms of accounting standards within a
single country jurisdiction (Burgstahler et
al., 2006). All these characteristics of private
brms in European countries make the data
used in this study unique.

We Pnd that tax-induced conservatism
reporting is more likely to occur in high tax
alignment countries than in low tax align -
ment countries. This trend is particularly
clear in the analysis based on accruals-based
conditional conservatism for a sub-sample of
private brms with nonnegative pretax earn -
ings. Similarly, for a sub-sample of observa
tions with positive pretax earnings, we bnd
more conservatism in high than in low tax
alignment countries because of the persis-
tence of transitory gains versus losses. These
results hold for unconditional conservatism.

These Pndings contribute to the emerg-
ing literature on tax-induced accounting
conservatism (Basu, 2005; Qiang, 2007; Lara
et al., 2009). By focusing on tax alignment
as a source of dilerential reporting costs to
shareholders, our bndings are also relevant to
discussions about international institutional
factors that determine the conditional con -
servatism of public and private bPrms world -
wide (Pope & Walker, 1999; Ball et al., 2000;
Leuz et al.,, 2003; Ball & Shivakumar, 2005;
Bushman & Piotroski, 2006; Ball et al., 2008;
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conditional conservatism may not always
contain useful information to investors, and
may inBuence the decisions of external inter-
est groups e.g., creditors, tax authorities, and
other parties interested in private-brm bPnan -
cial reports.

The remainder of the paper is organized
as follows. Section 2 presents the theoretical
background and develops the hypothesis of
the study. Section 3 describes the research
design and data. Section 4 presents the main
results and the sensitivity analyses. Section 5
features a discussion and concludes the pa
per.

2.Theoretical background and
hypothesis development

2.1 Accounting conservatism and inves-
torsO reporting demands in public
versus private Prms

Contracting, litigation, regulation, and tax -

ation explanations have all been proposed

to account for conservatism (Wa'"s, 2003a;

Wa'"s, 2003b). An extensive body of research

justibes the importance of accounting con -

servatism from the perspective of e#cient
contracting (Wa'"s, 2003a; Wa"s & Zimmer -
man, 1986). Accounting conservatism also
serves as a monitoring tool for shareholders
and debt holders, to whom brm managers

Peek et al., 2010; Goh et al., 2017). Previousreport conservatism in order to curtail in -

studies have shown that private brms in high
tax alignment countries engage in earnings
management more than those in low tax
alignment countries (Coppens & Peek, 2005;
Burgstahler et al., 2006; Goncharov & Zim
mermann, 2006; Van Tendeloo & Vanstraelen,
2008; Sundvik, 2017). However, these studies
do not assess whether the tax-induced ae
counting conservatism dilers between the
two categories of countries.

Our observations indicate that unrealized
loss recognition is subject to greater mana-
gerial discretion over accruals in high than
in low tax alignment countries. Tax-induced

formation asymmetries (Martin et al., 2016).
The contracting e#ciency of these parties is
obtained through reduced contracting costs,
such as cost of debt capital and equity. Prior
literature olers mixed views on whether
more conservatism is sought by shareholders
or bond holders in public corporations (Ball
et al., 2008; Goh et al., 2017). Debt holders
benebt from conservatism since it a"enuates
the agency conRicts between them and share
holders, either by pre-empting managers dis -
tributing excessive dividends to shareholders
(Ahmed et al., 2002); reducing underinvest-
ment (Balakrishnan et al., 2016); accelerating
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debt covenant violations (Li, 2015); alleviat-
ing the debt contracting costs during long
maturity loans (Khurana & Wang, 2015); or
reducing CEO compensation risk (Brockman
et al.,, 2015). These arguments are primarily
based on ex-post conditional conservatism.
Ex-ante unconditional conservatism is Onews
independentO and generates a persistent Oun
recorded goodwilld (Beaver & Ryan, 2005).
Therefore, unconditional conservatism can
be considered as less e#cient from a con
tracting point of view.

Shareholders in widely held public cor -
porations with more separated ownership
and control also benebt from accounting
conservatism. Ball et al. (2000) demonstrated
that timely loss recognition is demanded by
more investors in common law than in code
law countries. It has also been shown that
accounting conservatism reinforces govern-
ance mechanisms, such as boards (Beekes et
al., 2004; Ahmed & Duellman, 2007), which
are designed to monitor CEOs on behalf of
minority shareholders.

Other studies have documented that
shareholdersO reporting demands regarding
conservatism depend on the brmOs owner
ship structure: minority shareholders de -
mand more conservatism to alleviate agency
problems arising from reduced managerial
ownership in public corporations (LaFond &
Roychowdhury, 2008). By examining man-
agerial ownership levels, Shuto and Takada
(2010) proposed that incentive alignment
and entrenchment elects explain conserva -
tism. Bona-Stnchez et al. (2011) showed that
an increase in ownership by the ultimate con -
trolling shareholders reduces shareholdersO
demands for timely loss recognition, since
the ultimate shareholders have be"er access
to private information. Recently, Francis et
al. (2013) showed that shareholders® demand
more timely reporting of losses during pe -
riods of Pnancial distress. Dargenidou et
al. (2007) suggested that investor protec-
tion forced by institutional arrangements
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becomes relevant for closely held brms, in
which investors have lower demands for con-

servatism to monitor managers. They also
recommended stricter corporate governance

practices in Europe to compensate for insti-

tutional weaknesses in ensuring investorsO
protection.

Ball and Shivakumar (2005) distin-
guished between private and public brms,
and highlighted that conditional conserva -
tism is lower in private Prms than in public
brms in the UK. They interpreted the diler -
ence in earnings quality between private
and public brms as the result of a dilerence
in market demand. Because private brms
communicate with stakeholders through
channels other than public Pnancial state-
ments, stakeholders in private brms demand
less timely recognition of unrealized loss to
monitor managers. Peek et al. (2010) show
that while country-specibc creditor protec -
tion makes a dilerence in conditional con -
servatism between private and public brms, a
countryOs degree of investor protection does
not. Their interpretation of this Pnding was
that private-brm creditors in countries with
strong creditor protections demand greater
conditional conservatism but that well-pro -
tected investors do not. In all, the results of
previous studies imply that the degree of
shareholdersO demand for conservatism for
monitoring purposes depends on the brmOs
ownership and governance structure, legal
form, and the institutional environment in
which the brm operates.

2.2.Tax-induced Pnancial reporting,
accounting conservatism, and
book-tax dilerences

Tax-induced earnings management has been
studied extensively in the context of public
brms (see Scholes et al., 1992; Guenther, 1994;
Guenther et al.,, 1997; Maydew, 1997; Lopez
et al., 1998; Bea'y & Harris, 1999; Keating &
Zimmerman, 1999; Phillips et al., 2003; Krull,
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2004; Badertscher et al., 2009) and private
brms (Marques et al., 2011; Watrin et al.,
2012). However, the literature on brm-level
conservatism and taxation presents mixed
results. Wa"s (2003a) suggests that tax-in-
duced conditional conservatism increases
the brm value to shareholders by minimizing
the present value of corporate tax payments.
Qiang (2007) draws a distinction between
conditional and unconditional conservatism,
and shows that unconditional conservatism
is induced by taxation, whereas conditional
conservatism is induced by contracts and
shareholder litigation (according to data
from US public brms). Recently, Lara et al.
(2009) extended QiangOs (2007) research
and showed contradictory results regarding
conditional conservatism and taxation using
data from US public Prms.

A growing body of research addresses the
relationship between book-tax dilerences
(di'erences between book and taxable in -
come) and earnings quality by examining
earnings persistence, the extent of earnings
management, conservatism, and stock mar
ket reactions in the US (Hanlon, 2005; Frank
et al., 2009; Heltzer, 2009; Blaylock et al.,
2012) as well as in other low tax alignment
countries (Tang & Firth, 2011, 2012). The em
pirical literature shows that large positive
book-tax dilerences (book income is greater
than taxable income) signal low-quality earn -
ings. However, in their multi-country study,
Blaylock et al. (2015) present contradictory
results based on earnings management. They
report that small book-tax dilerences are
associated with more aggregate-level earn
ings management than large book-tax diler -
ences in public brms. Heltzer (2009) further
demonstrated that since large negative book-
tax dilerences (book income is less than
taxable income) are associated with more
unconditional conservatism, as well as with
less conditional conservatism, they do not
translate into earnings quality in public cor -
porations. However, assessing earnings qual
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ity through dilerences between the book and
taxable incomes is less important to private
brms, since investors in private brms are less
reliant on earnings based heuristics (Mills &
Newberry, 2001), which subsequently alects
the tax-induced reporting of those brms (Be -
a'y & Harris, 1999; Bea'y et al., 2002; Ball &
Shivakumar, 2005).

2.3.Hypothesis development: condi -
tional conservatism of private brms
in high and low tax alignment Euro -
pean countries
Previous studies addressing conservatism
and taxation have analyzed public brms in
common law countries such as the US, which
represents a low tax alignment country. In
studies with European data, both high and
low tax alignment countries are represented.
Tax alignment as brm-level tax incentives
may alect the tax-induced reporting of brms
at the international institutional level. Lara et
al. (2005) suggested that earnings asymme
try between European code and common law
counties, which most often overlap the high
and low tax alignment countries, is less ob-
vious since managers in European code law
countries have greater incentives to reduce
earnings for tax reasons. This may be espe
cially true for private bPrms with concentrated
equity ownership. In low tax alignment
countries, book income and taxable income
are calculated using dilerent practices. This
institutional feature gives brms more op -
portunities to report earnings irrespective
of their taxable incomes. Therefore, brms in
low tax alignment countries may choose to
follow two distinct reporting strategies: one
for bnancial reporting and another for tax
authorities.

The literature on tax alignment (Cop -
pens & Peek, 2005; Burgstahler et al., 2006;
Goncharov & Zimmermann, 2006; Sundvik,
2017) suggests that private bPrms in high tax
alignment countries use greater discretion
over accruals for tax reporting purposes than
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brms in low tax alignment countries. Lara et
al. (2005) have shown that discretionary ac-
cruals partly explain conservatism, especially
earnings responses to bad news in European
code law countries. In particular, when unre -
alized losses are recognized on a timely basis,
conditional conservatism, subject to mana -
gerial discretion (Pae, 2007), might become
useful in tax-induced Pnancial reporting.
Private bPrms in high tax alignment countries
may face large temporary income-decreas
ing tax incentives for Pnancial reporting
especially when taxable income is expected
to be nonnegative. Therefore, brms in high
tax alignment countries may a"empt to re -
duce their taxes via more unrealized losses
recognized as more transitory and in a time-
lier manner. Given that tax issues are more
important for Pnancial reporting of brms in
high tax alignment countries than those in
low tax alignment countries, when taxable
income is expected to be positive, one would
expect brms to adjust their reported earn-
ings via tax-induced reporting conservatism
in the former countries more often (more
conditional conservatism) than in the la"er.
Therefore, we predict the following:

H1:The unrealized losses of private firms are
recognized as more transitory and in a timelier
manner than unrealized gains (more conditional
conservatism) in high tax alignment countries
than in low tax alignment countries when pretax
earnings are positive.

3. Research design
3.1. Empirical models
As a measure of conditional conservatism, we
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where

ANl = Bo + BuDANI;_y + BoANIe_y + BsDANI,_y * ANy

)

+ ByTAXALIGN;; + BsTAXALIGN;, * DANI;,_,
+ BsTAXALIGN;, * ANIj,_; + B, TAXALIGN;,

* DANIje_y * ANI_y + B5_p3CONTROLS), + g,

TAXALIGNJ.[ equals 1 for private brmj if it has
its domicile in Ireland, the UK, or the Nether -
lands (low tax alignment countries) at t, and
0 otherwise;

ANI}.[ equals the change in pretax earnings
from t — 1 tot, standardized by total assets at
the end of t -1 for private brm j;

ANIjt$1 equals the change in pretax earn
ings from t -2 to t — 1, standardized by total
assets at the end ot — 1 for private brmj; and

DANIJ.2$1 equals 1 ifANIﬂ$l is negative, and
0 otherwise.

We use the changes in pretax earnings
instead of changes in net earnings, which
was used in BasuOs (1997) original model, to
be"er assess the tax-motivated conditional
conservatism of private brms. In addition, we
control for brm-level tax incentives arising
from the nonnegativity of taxable income by
estimating equation (1) for sub-samples of
observations with positive and negative pre -
tax earnings.

Our prediction for private brms in high
tax alignment countries is that negative earn -
ings changes are more likely to reverse than
positive earnings changes, indicating that the
expected signs for §,and B, are negative. We
also predict that conditional conservatism
(asymmetric timeliness of earnings refRect-
ing good news versus bad news) is greater in

use a modibed version of BasuOs (1997) serialprivate Prms in high tax alignment countries

dependence model for the reversal of pretax
earnings changes of private brms. More spe
cibcally, we estimate the following equation

to allow for dilerences in the reversal of pos -
itive and negative pretax earnings changes
between private brms in countries with high

and low tax alignments (1):
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than in low tax alignment countries, indicat -
ing that the expected sign for B, is positive,
when pretax earnings are positive and thus
the tax incentive for Pnancial reporting is
strong.

The reversal reaction of the current
yearOs pretax earnings changes to the previ
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ous yearOs negative pretax earnings changes timeliness. Specibcally, we estimate Ball and

are measured by, + B, in equation (1). Ca
no-Rodr'guez (2010) pointed out that it is
not clear whether the level of conditional
conservatism is higher in a sample in which
both the coe#cients B, and B, have high vat
ues than in a sample in which both the coef-
bcients B, and B,have low values. Therefore,
B, fails to adequately distinguish between
relative levels of conditional conservatism in
dilerent samples. To address these concerns,
we report the elects of the type of tax align -
ment on conditional conservatism based
on non-incremental reversal reaction of the
current yearQOs pretax earnings changes to
the previous yearOs negative pretax earnings
changes @B, +p,), as an alternative measure of
conditional conservatism of (1).

Our CONTROLSﬁ includes Sizeﬂ, Leverageﬂ,
Growthjt, and Cycleﬁ with interactions. Sizejt
equals the natural log of year-end total assets
at t for private Prm j. Leverage, equals total
non-current liabilities divided by total as -
sets at the end oft for private Prm j. Growthjt
equals the percentage of change in turnover
from t B 1 tot for private Prm j. Cycleﬂ is the
operating cycle length (expressed in years),
which is computed as average receivables
from t B 1 tot scaled by turnover at t plus
average inventories from t B 1 tot scaled by
operating expenses at t for private brm j.
Prior studies controlled these bPrm-specibc
determinants of conditional conservatism

Shivakumar®s (2005) model as follows to al
low dilerences in accrual-based conditional
conservatism between private brms in coun-
tries with high and low tax alignments (2):

ACCy = 85 + 8, DACFOy, + 8,0CF Oy, + 83DACFOy, * ACFO;,

+ 8,TAXALIGN;, + 85TAXALIGN;, * DACFO;,
|
+ 86TAXALIGN;, + ACFOj, + 8,TAXALIGN;,

@)

* DACFOj; * ACFOj; + 85_p3CONTROLS; + &¢

where
ACC}.[ equals accruals for private brmj at t,
which are computed as the change in non-
cash working capital (Ainventory + Adebtors
+ Aother current assets — Acreditors — Aother
current liabilities) minus depreciation,
standardized by total assets at the end oft — 1,

ACFOﬂ equals the change in cash Row
from operations from t -1 tot, standardized
by total assets at the end oft — 1 for private
brm j, where cash Bow from operations
equals net income before extraordinary items
minus accruals at t; and

DACFOﬁ equals 1 ifACFOﬂ is negative, and
0 otherwise.

We use the changes instead of cash Row
levels from operations to eliminate potential
survivor bias. As Ball and Shivakumar (2005)
noted, Prms with negative cash Bow changes
are less likely to be non-survivors than brms
with negative cash RBow levels. Therefore,
bPrms with negative cash Rows may have

(see Peek et al., 2010). As in Peek et al.Os (2010pwer incentives to manage earnings down-

study, these control variables are brm aver
ages centered on the sample mean to address
multicollinearity.

Ball and Shivakumar (2005) argued that

wards for tax reporting purposes. We control
for brm-level tax incentives arising from non -
negativity of taxable income by estimating
equation (2) for sub-samples of observations

BasuOs (1997) serial dependence model doeswith positive and negative pretax earnings.

not distinguish between transitory gain
and loss components in earnings caused by
random accrual errors, and that it does not
consider the timeliness of transitory compo -
nents in earnings through the accrual pro -
cess. To address these limitations, we use an
alternative model to be"er assess earnings

Following the prior literature (Ball &
Shivakumar, 2005), we predict that accruals
and cash RBow changes are inversely corre
lated, indicating that the expected sign for 3,
is negative. We also predict that unrealized
losses are more likely to be reported than
gains, and that they are less likely to be o!-
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set by accruals, indicating that the expected
sign for 3, is positive. Our primary prediction
is that we are more likely to observe tax-in-
duced conditional conservatism of private
brms in high tax alignment countries than in
low tax alignment countries, which implies
that the expected sign for &, is negative, when
pretax earnings are positive and thus the tax
incentive for bnancial reporting is strong.
To ensure robustness, we report the elects
of a low tax alignment on non-incremental
reaction of accruals to cash Bow changes §;
+8,) as an alternative measure of conditional
conservatism of (2). CONTROLSﬁ are debned
above with equation (1).

3.2. Data

Data are collected from the AMADEUS data
base (March 2013 version) supplied by Bureau
van Dijk. AMADEUS provides information on
bnancial statements of public and private
brms across Europe. We focus on the bscal
years between 2003 and 2011. Our sample se
lection procedures mainly follow the guide -
lines established by Peek et al. (2010) and
Burgstahler et al. (2006).

We concentrate on private brms dom-
iciled in one of the following 15 countries,
which were originally part of the EU in 2003:
Austria, Belgium, Denmark, Finland, France,
Germany, Greece, Ireland, Italy, Luxembourg,
the Netherlands, Portugal, Spain, Sweden,
and the UK. Due to missing data, we excluded
Denmark and Luxembourg.* We focus on me
dium- and large-sized private brms to ensure
that the sample bPrms meet the reporting re -
quirements of the Fourth EU Directive. The
Fourth EU Directive states that smaller com
panies are allowed to formulate abridged in -
come statements and balance sheets; Articles
11 and 27 also distinguish between the diler-
ent-sized private brms in detail. In addition,
small limited companies are not obligated to
audit their bnancial statements. According to
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Burgstahler et al. (2006), a medium- or large-
sized private brm should meet two or more
of the following criteria every bscal year: a
balance sheet total of %2.5 million, a turnover
of %5 million, and at least 50 employees. We
further excluded banks and insurance Prms
(with standard industrial classibcation [SIC]
in the range 6,000D6,799), public institutions
(SIC above 9,000), and privately held subsidi-
aries of quoted brms, because subsidiaries are
likely to be dependent on their parent PrmsO
Pnancial decisions. Next, we screen out legal
forms other than limited Prms, because legal
forms, like proprietorships and partnerships,
do not pay taxes individually. In proprietor -
ships and partnerships, brm income taxation
is bound to individual taxation; therefore,
taxation is not readily available on bnancial
reports. Moreover, these brms may not fully
apply the same reporting principles that lim -
ited brms do (Burgstahler et al., 2006).

Ball and Shivakumar (2005) noted that
over 30% of yearly changes in the book value
of total assets (increases or decreases) can be
caused by occasional transactions like merg
ers, restructurings, or disinvestments. There-
fore, we excluded observations with a yearly
change of over 30% in total assets.

Finally, after eliminating anomalies in b -
nancial statement items (such as unexpected
signs in these items), and after excluding 1%
on minimum and maximum values for ANIﬁ,
ANIjm, ACCﬂ, and &CFOﬁ, our bnal sample
excluding CONTROLS].[ includes 179,162 brm-
year observations (52,383 individual brms)
for (1) and 151,821 brm-year observations
(46,029 individual brms) for (2), during the
period of 2005 to 2011. Our bnal sample add
ing CONTROLSJ.[ includes 153,926 brm-year
observations (46,902 individual brms) for
(1) and 138,225 brm-year observations (43,171
individual brms) for (2), during the period of
2005 to 2011.

Table 1 presents the country-based fre

! The data for calculation of accruals were restricted for Denmark; a sample of Luxembourg was restricted regar

ding CONTROLS.
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I"#$%&'(&he country-based frequencies and percentages of observations for a total sample employed in models (1)-(2); the
samples cover the period of 2005 to 2011

) )+
1232456/ /&8&'9:;<+= /&8&":>;++9

2?@ABC" 0 2,624 1,70 % 2,238 1,62 %
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6B%%J% 0 132 0,09 % 128 0,09 %
5B%$"HI 1 1,044 0,68 % 878 0,64 %
5A"$K 0 26,521 17,23 % 26,081 18,87 %
1%AL%BS$"HI@ 1 4,878 317 % 2,189 1,58 %
MNBA?E"$ 0 3,429 2,23 % 3,307 2,39 %
OP"CH 0 16,372 10,64 % 15,719 11,37 %
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.HCA%I&RCHEINF 1 43,273 28,11 % 38,679 27,98 %
Notes:

TAXALIGNJ,I equals 1 for private firm j if it has its domicile in Ireland, the UK, or the Netherlands (low tax alignment countries) at ¢, and O otherwise.
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Size, equals year-end total assets for private firm j-IL/856/44/<!:9!7A@1429<4!@BIN16@4IC!!
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Cycle, ‘/01234'20/62 /16/D/:02>3/4186QE!r — 1 to 14D23/<!>?1716900/6!27115314120/62; /1:90/9106:/4!B6@E!r — 1 to 114D23/<!>?1@5/621:9;!/85/94/4121!11L/856/44/<!:9!
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H" #-18#)-129<145# " 16/45/01:0/3%!
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I"#$%&:( Descriptive statistics and univariate mean comparisons of accounting variables employed in

model (2); the sample covers the period of 2005 to 2011
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Notes:

ACC, equals accruals for private firm j121!t, which are computed as the change in non-cash working capital (Ainventory + Adebtors + Aother
current assets — Acreditors — Aother current liabilities) minus depreciation, standardized by total assets at the end of 7 — 1!
CFO, equals cash flow from operations at #-14729<26<:=/<I>?1107231244/1412117A/!/9<!@8!¢ — 1 for private firm j, where cash flow from operations

/0123419/11:9D@E/!>/B@6/!/8762@6<:926?!:1/ EA!E:91412DD61234127!,(!!

ACFO, equals the change in cash flow from operations from ¢ — 1 to 1-14129<26<:=/<1>?1107231244/141211A/1/9<!@B!z — 1 for private firm j, where
cash flow from operations equals net income before extraordinary items minus accruals at £!!

DACFO, equals 1 if ACFO, \FI#-129<H#1@T1A/6G:4/C1!

TAXALIGN, equals 1 for private firm j:BLTIA241:74I<@E:D:3/!:91H6/329<-1TA/! 1 J-1861TA/IK/TA/6329<41L30G128123: ; OE/9TIDRL9TE: /AN 21! 1-129 <1

@IAL6G 4/

Size, equals year-end total assets for private firm j-IL/856/44/<1:917A@1429<41@BIN16Q4\C!!
Leveragen!/O1234!7@723!9@9D166/97!3:2>:3:7:/4!<:O:</<!>?!7@723!244/74!27!7A/!/9<!@B!t for private firm jC!!

Growth”!/01234!5/6D/972 ;/1@8IDA29; /1:917169@0/6!B6@E!s — 1 to ¢ for private firm jC!!

Cycle"!/01234!20/62 ;/16/D/:02>3/4IB6GE ! — 1 to 114D23/<1>?1116900/6!21115314120/62 ; /1:90/97@6:/41B6QE !z — 1 to 114D23/<!1>?1@5/627:9;!/85/94/4!

21t (expressed in years) for private firm /C!!!

2PAT2T:AT:DAIBAGITG @PT2:3/<!1/471@B!<:B8/6/9D/!>/1G//9VTA/ 142 E 53/ E/2941@B12DD@197:9 5 1026:2>3/41>71 TAXALIGN, [I"-I""-129<1"""""16/56/4/91!

significance levels of 0.10, 0.05, and 0.01 respectively.

guencies and percentages of observations for
a total sample employed in equations (1)D(2).
The UK, Germany, Italy, and Spain dominate
the sample size, whereas Greece, Belgium,
and Ireland have the smallest number of ob-
servations in equations (1)D(2).

Tables 2 and 3 present the descriptive
statistics and univariate mean comparisons
of accounting variables of private Prms in
high and low tax alignment countries and
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the descriptive statistics of the total sam-
ple for equations (1)D(2). Table 2 shows that
pretax earnings scaled by lagged total assets,
NIﬁ, are 0.063 (0.073) for the average private
brm in high (low) tax alignment countries.
Table 3 shows that total accruals standard
ized by total assetsACCjt, are $0.036 ($0.029)
for the average private brm in high (low) tax
alignment countries. These results suggest
that more accounting conservatism based
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I"#$%&=(The results for model (1): the differential time-series reversal of pretax earnings changes of private firms
between high and low tax alignment countries for the period of 2005 to 2011

! ! ! A Sub-Sample of Firm-Years with

! ! ! Strong Firm-Level ‘Weak Firm-Level
! ! ! S281H9D/97:0/4 S28H9D/97:0/4
Intercept (B} S@123 Q6/<§ ! !
T26:2>3/4 42E53/ u:;9 NI\ NIIFY#
B —0.003%** W Hpger —0.048%**

! (-7.93) ! [ (—40.79)
(G —0.129%** - —0.119%%** —0.124%%*

! (~15.54) ! (-13.38) (-5.65)
@B —0.136%** - —0.238%** —0.152%**

! (—11.00) ! (-17.22) (=5.40)
BN —0.044** W —0.055%** —0.016

! (-3.09) ! (-3.74) (-0.42)
B e + (™ -0.011

! L™ $+06M ! L.+ (-0.22)
By Yes W Yes Yes
X<HIR- »."z ! SZ &%z

N ")&-+.% ! " %-0H" L8)

n et ! ) °)-.#&

B e + (" -0.011
! L+l ! L+ (-0.22)
B)+ @I -0.003 + w8 -0.028

! (-0.18) ! O (-0.96)
uc Hp W H ~0.017%%*
LTAXALIGNI[!") L*$OM ! Lg)#I (-10.98)
Notes:

ANl = By + B1DANI;_y + BoANI_y + B3DANI;_y * ANy + B, TAXALIGN;, + BsTAXALIGN;; * DANI;,_4
+ BeTAXALIGN;; * ANIjy_y + B;TAXALIGN;, * DANI;;_y * ANIj;_y + Bg_,3CONTROLS;, Lo
+ &,

GA/6/-
NI}/01234156/1281/269:9 ; 412711-14129<26<:=/<I>1107231244/1412117A/1/9<1@8!¢ — 1 for private firm j; ANZ |/012341TA/IDA29; /1:9156/1281/269:9; 4IBQE ! — 1 to
14129<26<; =/<I>2101231244/141211A//9<1@8!¢ — 1 for private firm j; ANI,_,|/0123417A/IDA29; /!: 9156/1281/260:9; SAIB6QE!r — 2 to ¢ — 1, standardized by total
244/1412117A/1/9<1@8!r — 1 for private firm jUDANI, | equals 1 if ANI, 'F'# 120<W#10TA/6G 4/ TAXALIGN, equals 1 for private firm j1:B:TIA241:741<QE:D:3/!:9!
H6/329<-1TA/1 1 3-1@61TA/ 1K /TA/6329<41L30G1728123: 9E/97|D@1976 /4M'27‘t 120<1#197A/6G:4/CCONTROLS, ): 9D31</4'Szze ILeverage,-\Growth, -129<|Cycle |GTA!
:97/6207:@94!L9@7'6/5@67/<!B@6'D@ID: 4/9/44MC'Szze , equals natural log of year-end total assets for pnvate firm ]C'Leverage '/01234'7@723'9@9D166/97'3 2> 37:/4
<:0:</<1>?1107231244/7412111A/1/9<!@8!¢ for pnvate ﬁxmﬁ'Growth 1/0123415/6D/912; /'@B!DA29; /1:9!7169@0/6!B6QE!r — 1 to 1 for private firm jl!Cycle 1/01234!
20/62;/16/D/:02>3/41B6GE ! — 1 to t|4DZ3/<|>’7'7169@0/6'27't'5314'20/62 /1:90/91@6:/41B6QE!r — 1 to 114D23/<!>?1@5/621:9;!/85/94/4121111L/856/44/<!: 912/264l1
for private firm j; as in Peek et al. (2010) study, these control variables are firm averages centered on the sample mean to address multicollinearity. Panel
X16/5@6741TA/150@3/<!@6<:926?13/247140126/41/47:E21/41B@6! E@</3IL*151Q29/3\16/5@674!TA/! /8B/D7!@81026:2>3/! TAXALIGN'@9!D@9<:7:@923!29<!19D@9<:7:@923!
conservatism. As in Cano-Rodriguez (2010) study, these measures are computed from the estimated values of parameters of the model (1) which are
reported in Panel A; B 1:9<:D27/417A/!/88/D7\08!026:2>3/! TAXALIGN'@9VTA/\:9D6/ E/972316/0/642316/ 2D7: @9!@B!56/7281/269:9 ; 41DA29 ; /4176197 ; 27:0/156: 06!
year pretax earnings changes and is an indicator of the effect of a low tax alignment on conditional conservatism; B, = B 1:9<:D21/41TA/!/8B/DT!@B1026:2>3/!
TAXALIGN'@9!TA/1909P: 9D6/ E./912316/0/642316/ 207:09!08156/7281/269:9 ; 41DA29 ; /411019/ ; 27:0/156: @612/ 26156/1281/269:9; 41DA29 ; /4129<1:41291231/6927:0/1:9<:P
D27@6!@8!7A/!/88/D7!@B!2!30G728123: ; 9OE/97!@9!D@9<:7:@9231D94/6027:4EC! UCILTAXALIGN! [1*M1244/44/411A/\/BB/D1\@81026:2>3/! TAXALIGN'@9'19D@9<:7:@923!
conservatism and is computed as B, + B, and multiplied by the relative frequency of private firms in low tax alignment countries with negative prior year
56/7281/269:9; 4IDA29; /4ILQN!] TAXALIGN! [ " M§ISA:4IE/2416/1</9@1/41TA/1862D7:@9!@B!@0/6233ID@94/6027:4E ! GA:DA!:41:9</5/9</97'@8!5@4:7:0/!@6!9/ ; 21:0/!
news for private firms in low tax alignment countries, and therefore is an inverse indicator of the effect of Z4AX4LIGN!@9!19D@9<:7:@923ID@94/6027:4ES!X!
9/;21:0/10231/'@8! UC':9<:D21/4129!:9D6/24/!:917A/13/0/31@B! 19D@9<:7:@923!D@94/6027:4E!29<!2!5@4:7:0/10231/1:9<:D21/4121</D6/ 24/3ISA/ 16/ ;6/44:09!/8D31</4!
extreme 1% on minimum and maximum values for ANZ, and ANZ,_,(1A/!TP4121:47:D4126/1>24/<115@9!2!D@026:29D/! E.2716:8!/47: E21@6!7A211:4160>14718@6!A/1/60P
scedasticity (White, 1980), and within firm correlation of residuals; *, **, and *** represent significance levels of 0.10, 0.05, and 0.01 respectively. The
incremental intercept coefficients (B., B, B)M!26/!9@7!6/5@67/<!B@S!D@QD:4/9/44$!
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I"#$%&[( The results for model (2): the differential relationship between cash flow changes and accruals of private firms between high and
low tax alignment countries for the period of 2005 to 2011

! ! ! A Sub-Sample of Firm-Years with

! ! ! Strong Firm-Level Weak Firm-Level
! ! ! S28!H9D/97:0/4 S28H9D/97:0/4
Intercept (8, S0123 Q6/<s ! !
T26:2>3/4 42E53/ u:;9 NIV NIIFi#
@M —0.043%** W —0.034%** —0.085%**

! (~68.83) ! (-51.37) (-55.10)
@M —0.376%** - —0.390%** —0.304%**

! (-78.22) ! (~73.98) (-24.82)
M #HiHH#E + —0.001 —0.063***

! L##* "M ! (-0.16) (—3.88)
@M #H" . W #HHT -0.019

! L= ! L.$™#M (—0.77)
@M -0.015 - —0.036*** HHYH"

! (-1.21) ! (-2.63) LT$(+h
[Com] Yes W Yes Yes
X<WIR- &,%8*Z ! *#(,Z &.8.(Z

N "&(-..) ! TTETL* DN

n &, ! &+-#* **)))

@M —0.015 - —0.036%** HtnH

! (-1.21) ! (-2.63) s+
@)+ @) -0.003 - —0.017* #prr
! (-0.35) ! (-1.86) L.§"+H
uc i W H, #C
LTAXALIGN![!*M L= #5%, M ! LS, .0 L&SHN
Notes:

LM

ACCjy = 8y + 6;DACFO;¢ + 6,ACFO;¢ + 83DACFO;, * ACFO;; + 8§,TAXALIGN;, + 8sTAXALIGN;, * DACFO;,
+ 86TAXALIGN;, * ACFO;, + 8, TAXALIGN;, * DACFO;, * ACFO;; + 85_p3CONTROLS;,
+ €.

GA/6/-

NI\/01234156/128!/269:9; 412111-14129<26<:=/<!>1101231244/T41211TA/!/9<!@B!z — 1 for private firm jI!ACC, equals accruals for private firm /121!+-\GA:DAI26/\DOE511/<!241TA/'DA29; /1:9!
non-cash working capital (Ainventory + Adebtors + Aother current assets — Acreditors — Aother current liabilities) minus depreciation, standardized by total assets at the end of
t=1;ACFO, , equals the change in cash flow from operations from 7 — 1 to #14729<26<:=/<!>?11@7231244/14121'1A/!/9<!@!¢ — 1 for private firm j, where cash flow from operations
/0123419/17!: 9D@E/|>/B@6/'/8762@6< 92611/ EAIE:91412DD6 1234121 (! DACF O, equals | if ACFO !FH-129<1#1@TA/6G:4/(! TAXALIGN,, equals 1 for private firm j!:81:71A24L:741<QED:3/!
:91H6/329<-1TA/! 1 J-1@6!TA/IK/TA/6329<41130G!728123: ; 9E/97!D@1976: /41 27! ¢- '29<'#'@7A/GG 4/C'CONTROLS 1:9D31</4!Size, 'Levemge Growth,129<!Cycle \G:TAL:91/62D7:094!L9@T!
6/5@67/<'8@6!D@9D:: 4/9/44MC'Szze , equals natural log of year-end total assets for private firm ﬁ'Leverage '/01234'7@723'9@9D166/97'3 2>. T 4|< O </<I>’7'7@723|244/74‘27|7A/ 1/9<!1@B!7!

for private firm jl!Growth)| 1/0123415/6D/972; ;/\@BIDA29;/!:91116900/6!B6@E !z — 1 to ¢ for private ﬁnn]C'Cycle 1/01234120/62;/16/D/:02>3/41B6QE ! — 1 to 114D23/<!>?17169@0/6!27!115314!
20/62;/!:90/91@6: /4'BG@E|t — 1 to £14D23/<!>?105/627:9;1/85/94/4121't (expressed in years) for private ﬂrm;, as in Peek et al. (2010) study, these control variables are firm averages
D/97/6/<\@911A/\42E53/\E/29!1012<<6/441E 131:D033:9/26:12411Q29/31X16/5@674!7A/ 15003/ <@6<:926?13/241140126/41/41: E21/ A1BABNE@</3IL . I§1Q29/31\16/5@674!7A//83/DT!@B1026:2>3/\ TAXAL-
IGN on conditional and unconditional conservatism. As in Cano-Rodriguez (2010) study, these measures are computed from the estimated values of parameters of the model (2)
which are reported in Panel A; 8 1:9<:021/417A/!/88/D7!@8!1026:2>3/! TAXALIGN on the incremental reaction of accruals to negative cash flow changes and is an indicator of the effect
of a low tax alignment on conditional conservatism; 8, = & 1:9<:D21/411A/\/88/D1'@8!026:2>3/' TAXALIGN on the non-incremental reaction of accruals to negative cash flow changes
29<ITA/6/8@6/!:41291231/6927:0/1:9<: D27@6'@B'7AI'/BB/D7'@B'Z'S@G'728'23 ;9E/97!09!D@9<:7:@9231D@94/6021:4EC! 1 _ILTAXALIGN![!*11244/44/411A/!/88/D7'@8!026:2>3/! TAXALIGN'@9'19P
conditional conservatism and is computed as 8, + 8 and multiplied by the relative frequency of private firms in low tax alignment countries with negative cash flow changes (PE
]7AXALIGN = 1]). This measure denotes the fraction of overall conservatism which is independent of positive or negative news for private firms in low tax alignment countries
29<!TA/6/8@6/!:41291:90/64/!:9<:D21@6!@B!7A/!/88/D7!@8!2130G!728!23: ; 9E/971@9!19D@9<:7:0923ID@94/602T:4ESIX19/ ; 21:0/10231/1@8! UC!:9<:D21/4129!:9D6/24/1:9!7A/13/0/3!@8!19D@9<:T:@923!
D@94/6021:4E!29<12!5@4:7:0/10231/1:9<:D21/4121</D6/ 24/81SA/ 16/ ; 6/44:09!/8D31</ 4!/ 816/ E/!* Z 109! E:9: E1E!29<! E28: E1E10231/41806!4CC, ,and ACFO TA/TPAT2T:AT:DA126/1>24/ <!
upon a covariance matrix estimator that is robust for heteroscedasticity (White, 1980), and within firm correlation of residuals; *, **, and *** represent significance levels of
0.10, 0.05, and 0.01 respectively. The incremental intercept coefficients (3., 3., S)M!26/!9@7!6/5@67/<!B@G!D@QD:4/9/44$!
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on overall accruals is observed for private
brms in high tax alignment countries, and
brms in these countries report greater losses
than brms in low tax alignment countries. In
addition, Table 3 shows that cash Row from
operations standardized by total assets,CFOﬂ,
is 0.075 (0.081) for the average private brm in
high (low) tax alignment countries.

The average private brm in a high (low)
tax alignment country has total assets (Sizeﬁ)
of %44,573.2 (%68,387.6); a Ieveraga/(erageﬁ)
of 0.291 (0.277); a growth Growthﬁ) of 0.035
(0.022); and a cycle Cycleﬂ) of 0.302 (0.240),
and the dilerences are statistically signib -
cant for a total sample of (1). From the total
sample of (2), the average private brm in a
high (low) tax alignment country has total
assets Sizeﬂ) of %44,099.0 (%64,294.4); a lev
erage (Leveragejt) of 0.288 (0.277); a growth
(Growthﬁ) of 0.035 (0.022); and a cycle Cycleﬁ)
of 0.308 (0.236), and the dilerences are sta
tistically signibcant.

Table 4 presents the Pearson (Spearman)
correlation coe#cients below (above) the
diagonal for variables employed in (1), and
Table 5 presents the Pearson (Spearman)
correlation coe#cients below (above) the
diagonal for variables employed in (2). Mul -
ticollinearity may produce biased regression
coe#tcients if the correlation coe#cients
between two or more independent variables
in a multiple regression model are greater
than 0.8. We conclude that multicollinearity
is not a concern in the regression analysis
presented in the next section since none of
the correlation coe#cients between the inde -
pendent variables exceeded 0.8, as shown in
Table 4 and Table 5.

4. Results

Panel A in Table 6 presents the results for
equation (1) estimated for a total sample and

for sub-samples of observations with posi-

tive and negative pretax earnings. Panel B in
Table 6 summarizes the elects of the type of
tax alignment on two alternative measures of

Tax Alignment and Tax-Induced Conditional Conservatism

conditional conservatism: incremental and
non-incremental reaction of current yearOs
pretax earnings changes to the previous
yearOs pretax earnings changes.

Table 6 shows that negative earnings
changes are more likely to reverse than pos
itive earnings changes in high tax alignment
countries, as predicted. The total sample anat
ysis presented in Table 6 shows that about
26.5% of negative pretax earnings changes are
likely to reverse in high tax alignment coun -
tries; and 26.4% of negative pretax earnings
changes are likely to reverse in low tax aligrn
ment countries; the dilerences are margin -
ally signibcant. Table 6 shows a statistically
signibcant positive relation between high tax
alignment and conditional conservatism for a
sub-sample of observations with positive pre -
tax earnings, as predicted (H1). The result is
insignibcant for a sub-sample of observations
with negative pretax earnings. These results
indicate the higher level of tax-induced con -
ditional conservatism of private brms in high
tax alignment countries compared to low tax
alignment countries. However, the results on
alternative measure of conditional conserva-
tism reported in Table 6 suggest that the type
of tax alignment has no elect on tax-induced
conditional conservatism of private brms.

Panel A in Table 7 presents the results for
equation (2) estimated for a total sample and
for sub-samples of observations with posi-
tive and negative pretax earnings. Panel B in
Table 7 summarizes the elects of the type of
tax alignment on two alternative measures
of conditional conservatism: the incremental
and non-incremental reaction of accruals to
the current yearOs negative cash Bow changes.

Panel A in Table 7 shows that about 39.1%
of negative cash RBow changes are olset by
accruals in high tax alignment countries,
whereas about 40.8% of negative cash Row
changes are o!set by accruals in low tax
alignment countries among a sub-sample of
observations with positive pretax earnings.
These dilerences are statistically signibcant
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and support H1. In addition, Table 7 shows a
statistically signibcant negative relation be -
tween high tax alignment and conditional
conservatism for a sub-sample of observa
tions with negative pretax earnings. Overall,
the results presented in Table 7 suggest that
private Prms in high tax alignment countries
recognize unrealized losses in a timelier man-
ner than unrealized gains for tax reasons than
private brms in low tax alignment countries.

4.1 Analysis of unconditional
conservatism
Previous studies suggest that unconditional
conservatism is induced by taxation (Qiang,
2007). To examine whether the type of tax
alignment alects the tax-induced uncondi -
tional conservatism, we use a method simi-
lar to the one by Cano-Rodr'guez (2010) for
computing the dilerences in unconditional
conservatism between high and low tax
alignment countries based on equations
(1)P(2). We computed UC(TAXALIGN=1) as
B, + B (5, +5,) and multiplied by the relative
frequency of private brms in low tax align -
ment countries with negative previous yearOs
pretax earnings changes (with negative cash
Bow changes) (PE[TAXALIGN = 1]) for equa
tion (1) (equation [2]). The coe#cient on UC
denotes the fraction of overall conservatism,
which is independent of positive or negative
news for private brms in low tax alignment
countries. Therefore, it is an inverse indicator
of the elect of low tax alignment on uncon -
ditional conservatism. A negative value of
the coettcient on UC indicates an increase in
the level of unconditional conservatism for
private Prms in low tax alignment countries
and a positive value indicates a decrease. The
results of additional analysis are reported in
third row of Panel B in Tables 6 and 7.

The results in Panel B in Tables 6 and 7
show a statistically signibcant positive re-
lation between high tax alignment and un -
conditional conservatism for a sub-sample of
observations with positive pretax earnings.
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In addition, Table 6 shows a statistically sig-
nibcant negative relation between high tax
alignment and unconditional conservatism
for a sub-sample of observations with neg-
ative pretax earnings. These results suggest
that tax-induced unconditional conservatism

is more prevalent in private brms in high tax
alignment countries than those in low tax
alignment countries.

4.2.Sensitivity analysis: controlling for
listing status
To check whether the results presented in
Tables 6 to 7 are sensitive to a listing status,
we estimate equations (1)B(2) for a total
sample of listed brms and for sub-samples
of listed-brm observations with positive and
negative pretax earnings. Panel A in Table 8
reports the results of (1), and Panel A in Table
9 reports the results of (2). Panel B in Tables
8 and 9 summarizes the elects of the type of
tax alignment on conditional conservatism
using two alternative measures of conditional
conservatism from equations (1)D(2). Tables 8
and 9 report the predictions of private pPrms,
as a comparison group. Contrary to predic-
tions about private brms, Table 9 shows a
statistically signibcant negative relation be -
tween high tax alignment and conditional
conservatism for a total sample of listed brms
and for a sub-sample of listed-brm observa
tions with positive pretax earnings. These re-
sults suggest that low tax alignment induces
more conditional conservatism among listed
brms than high tax alignment. All models in
Table 8 are insignibcant, which suggests that
the type of tax alignment has no elect on the
conditional conservatism of listed Prms.
Tables 8 and 9 also report the results from
the elects of the type of tax alignment on
unconditional conservatism as an alternative
measure of accounting conservatism. Panel
B in Tables 8 and 9 shows a statistically sig
nibcant negative relation between high tax
alignment and unconditional conservatism
for a sub-sample of observations with nega-
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I"#$%&>(The results for model (1): the differential time-series reversal of pretax earnings changes of listed firms between
high and low tax alignment countries for the period of 2005 to 2011

! ! ! A Sub-Sample of Firm-Years with
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D@94/6021:AECUCILTAXALIGN! [\ " I1244/44/4TA/\/BB/D1!@8!026:2>3/! TAXALIGN on unconditional conservatism and is computed as B, + f,129</E137:53:/<!>?!
the relative frequency of listed firms in low tax alignment countries with negative prior year pretax earnings changes (PE [TAXALIGN![!*"§ISA:4!E/2416/!
denotes the fraction of overall conservatism which is independent of positive or negative news for listed firms in low tax alignment countries, and therefore
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conservatism and a positive value indicates a decrease. The regression excludes extreme 1% on minimum and maximum values for ANI, and ANI, A/
t-statistics are based upon a covariance matrix estimator that is robust for heteroscedasticity (White, 1980), and within firm correlation of resnduals * wk
and *** represent significance levels of 0.10, 0.05, and 0.01 respectively. The incremental intercept coefficients (B., B.. p,\Il26/!907!6/5@67/<!B@6!D@9D: 4/9/443
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I"#$%&<(The results for model (2): the differential relationship between cash flow changes and accruals of listed firms between high and
low tax alignment countries for the period of 2005 to 2011

A Sub-Sample of Firm-Years with
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I"#$%&'Y (Sensitivity analysis for model (2): the differential relationship between cash flow changes and accruals of private and listed
firms between code and common law countries for the period of 2005 to 2011
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tive pretax earnings. All other regressions in
Tables 8 and 9 pertaining to the coe#cient
on UC are insignibcant. These results suggest
that high tax alignment induces less uncon -
ditional conservatism among listed Prms
than low tax alignment when the tax incen -
tive for Pnancial reporting is weak. Overall,
we conclude that the results presented in
Tables 6 and 7 for private brms are sensitive to
a listing status, given the results presented in
Tables 8 and 9.

4.3.Sensitivity analysis: the elects of
common versus code law legal
origin
Ball et al. (2000) suggests that a common law
legal origin induces conditional conserva -
tism more than a code law legal origin for
listed US bPrms. The variables COMMON that
equals one for common law countries, and
zero otherwise, and TAXALIGN are highly cor
related (0.88) in our sample of private brms.
In addition, when we conducted a collinear -
ity test for equation (1) with the control var -
iable COMMON, the collinearity (collin) test
showed high values of variance inf3ation fac-
tors (VIF>10). In addition, the variables TAX
ALIGN and COMMON overlap in 12 countries
of our sample. Therefore, it is not possible to
control for the elects of a common law legal
origin in equations (1)B(2). To check whether
the results reported for public Prms in Table
9 can be a"ributed to common law legal or -
igin, we estimate equation (2) by replacing
the variable TAXALIGN with COMMON in
equation (3) for a total sample of listed brms
and private brms, separately. Table 10 reports
the results of these additional tests. Although
we cannot rule out code versus common law
legal origin as an alternative explanation for
the results reported in Tables 6 and 7 for pri
vate brms regarding the results presented in
Table 10, we highlight that the results of our
sensitivity analysis support the study Pndings
of Ball et al. (2000), who reported a positive
relation between common law legal origin
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and conditional
pPrms.

conservatism for public

Sensitivity analysis: controlling for consolidated
accounts

Consolidated Pnancial statements have
more opportunities to manage taxes than
individual Pnancial statements. Therefore,
it is reasonable to test whether the results
reported in Tables 6 and 7 are sensitive to
the exclusion of consolidated Pnancial state-
ments. Untabulated results of this additional
sensitivity analysis suggest that the regres
sion results presented in Tables 6 to 7 are
insensitive to the exclusion of consolidated
Pnancial statements.

4.4. Other considerations

The regression analysis of the panel data set is
often subject to the potentially biasing elects
of heteroscedasticity and the autocorrelation
of residuals since accounting variables within
a single brm are correlated in a time series. To
address this concern, the results presented
in Tables 6 to 10 were initially based upon a
covariance matrix estimator that is robust to
heteroscedasticity (White, 1980), and within
bPrm correlation of residuals. Overall, the re-
sults that are robust to alternative measures
of accounting conservatism presented in Ta-
bles 6 and 7 suggest that greater tax-induced
conservatism is observed for private brms in
high tax alignment countries than in low tax
alignment countries.

5. Conclusions

The aim of this study is to investigate whether
fundamental reporting costs directed to
shareholders arising from tax alignment af -
fect the supply and demand for tax-induced
conditional conservatism. We aim to provide
evidence on the dilerences in tax-induced
conditional conservatism in high versus low
tax alignment countries using a sample of
private brms in 13 EU member states. This
study extends prior literature, which pro -
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vides mixed views on whether conservatism
is induced by taxation. It also contributes to
the prior literature on the institutional dif -
ferences and investorsO reporting demands in
private brms. We bnd that tax-induced condi -
tional conservatism is more likely to occur in
high tax alignment countries than in low tax
alignment countries after controlling for tax
incentives at the brm level via nonnegative
pretax earnings, and brm-specibc determi-
nants of conditional conservatism. In addi -
tion, when we use unconditional conserva-
tism as an alternative measure of accounting
conservatism, we bnd that tax-induced con-
servatism is more likely to occur in high than
in low tax alignment countries in a sample of
private brms.

The results of our study highlight the role
of tax alignment in determining the optimal
set of accounting policies from the perspec-
tive of shareholders, which most often consist
of managers or ultimate owners in private
brms, who have access to private information.
The results contribute to the prior literature
on tax alignment and earnings management
by suggesting that unrealized loss recogni-
tion is subject to managerial discretion over
accruals for tax reasons more in high than in
low tax alignment countries.

Regardless of the fact that institutional
factors such as legal and tax alignment re-
gimes overlap in practice, and may distort re-
sults, controlling for tax incentives on bnan -
cial reporting at the brm level and using an
alternative measure of accounting conserva-
tism for a sample of private and listed brms
adds robustness to our results. Although we

Tax Alignment and Tax-Induced Conditional Conservatism

cannot rule out code versus common law le-
gal origin as an alternative explanation for
the results reported in this study, our sen-
sitivity analysis support the prior literature

which reported a positive relation between
common law legal origin and conditional

conservatism for public brms.

Given that the high tax alignment in -
troduces a persistent downward bias on
earnings in the form of conditional conserv -
atism, it also lowers tax receipts in high tax
alignment countries and may run counter
to the needs of tax authorities. However,
our study is unable to assess whether taxa
ble income of brms in high tax alignment
countries is at lower quality (or more tax-ag -
gressive) than in low tax alignment coun -
tries. This constitutes a potential topic of
future research. In addition, the dilerence
in shareholders® demand for conditional
conservatism, which is determined by the
incentives of a high tax alignment and a
common law legal origin between private
and listed brms, remains a potential topic
of future research. Although, we cannot ad-
dress the tax management activities by brms
in this study, our study shows that Pnancial
reports are more tax-induced in high than in
low tax alignment countries in the form of
accounting conservatism. Thus, the results
of our study may have practical implications
for the harmonization of accounting within
the EU, as well as for a single country juris
diction. Overall, we believe that the current
results benebt the dilerent constituencies
in private-brm Pnancial reports, regulators,
and the economy in general.
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