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Abstract

FIN 48, Accounting for Uncertainty in Income Taxe#roduces new disclosure
and computational requirements that reduce diseréti estimating tax reserves. FIN
48's adoption rule requires firms to record cumutaeffect adjustments in stockholders’
equity rather than through earnings. We predidt olar-reserved firms will decrease
their tax reserves in advance of adoption becaudse releases will enhance earnings and
potentially decrease visibility to the IRS. We aizal 2006 and 2007 disclosures for 200
non-financial, non-utility firms followed by analigs We find that firms are more likely
to decrease reserves in the quarters prior to apptN 48 if they have excess reserves,
even controlling for settlements. Our study shéegigt lon how firms that held excess
reserves, either because of conservatism or earnmiaggagement, reacted when FIN 48
increased the cost of maintaining excess resel@sover, our results suggest that an
unintended consequence of providing equity adjustsi®r cumulative effect
adjustments is that companies will leak benefiefdcts into earnings before adoption.
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Changesin Tax Reservesin Anticipation of FIN 48
1. Introduction

We examine disclosed changes in tax reserves betarectment and adoption of
Financial Interpretation No. 48 (FIN 4&¢counting for Uncertainty in Income Taxé&s
learn whether the FASB’s adoption rules affect gaeption reporting. FIN 48
standardizes recognition and measurement of umceababenefits and also requires, for
the first time, that firms disclose the amounthdit reserves for unrecognized tax
benefits. On adoption of FIN 48, firms must recany cumulative effect of a change in
reserves for uncertain tax benefits (UTB) as anstdjent to opening stockholders’
equity.

Firms whose reserves are insufficient benefit ftbra treatment because they
avoid an earnings decrease when they increaseréiseirves. However, we expect that
over-reserved firms would prefer to decrease reseirvadvance of adoption. Doing so
increases earnings rather than merely stockholeéersty and also potentially reduces
IRS and other political scrutiny. For these reassagredict that firms with estimated
excess reserves at enactment will decrease resarddglus increase earnings in the
quarters prior to FIN 48 adoptidn.

Although the incentive to “use it [earnings] ordds’ seems clear, we are unsure
whether firms were able to take advantage of tgeasetric earnings treatment
associated with FIN 48 adoption. The Sarbanes-OQktyof 2002 (SOX) mitigated
much of the discretion in tax accounts. Auditoraducting SOX Section 404 audits

identified numerous material control weaknessdsnms’ tax accounts (KPMG 2006,

! For firms in our sample, FIN 48 was adopted atibginning of the 2007 fiscal year. None of our glem
firms adopted FIN 48 early, nor have we heard gfearly adopters. Enacted in July 2006, FIN 48 beca
effective for calendar year firms on January 1,72200



23-24; Gleason, Pincus and Rego 2007). As a remét;dotal evidence suggests that
auditors now require documentation of total taxeress by year and tax jurisdiction,
limiting managers’ discretion in adjusting tax negss, even related to IRS settlements. In
addition, tax directors seem less willing to vidwit departments as sources of earnings
management following SOX. For instance, in 200tyeys identified tax departments’
top priorities as effective tax rate (ETR) managenaad cash tax savings, but by 2006,
accurate and timely financial reporting and SOX 46mpliance had moved to the top of
the list?

As prima facie evidence that firms could not adtrely opportunistically, firms
did not eliminate all excess reserves prior to #dapOur descriptive statistics show that
more than a third of firms with excess reservesabse their reserves in whole or part at
adoption of FIN 48 rather than before adoption. S ltbhe extent to which firms
responded to pre-adoption incentives is an opeastiqune

We examine financial statement disclosures relatedx reserves and FIN 48
during 2005 and 2006 for a sample of 200 firms Mddtember 31 fiscal year-ends. Our
sample is composed of the 100 largest and 100 ssta@bn-regulated and non-financial
public companies that are covered by at leastdnadysts on the Institutional Brokers
Estimate System (I/B/E/S)The disclosures allow us to determine whethema fi

increases or decreases reserves, but not necgssardmount of the change. Thus, for

2 http://www.kpmg.com/aci/docs/surveys/KPMG_Tax_Surpef. Similarly, Ernst and Young documents
that ensuring tax accounts and disclosures in fil@hstatements are correct and managing taxmisk i
general are the two leading measures of tax depattperformance.
http://www.ey.com/GLOBAL/content.nsf/InternationBARAS - Global Tax_Risk Survey 2006

% We require five or more analysts even for our $fitah sample to identify public firms that are
motivated to meet/beat analysts’ forecasts. Wecsad these 100 small and 100 large firms in F062o
construct a proxy for over- or under-reserved pidoFIN 48 data becoming available. As expected,
preliminary tests suggested that large firms weoeentikely to release tax reserves in 2006 consistéth
firms facing greater IRS scrutiny recording largeserves.




most of our tests, we employ indicator variabléateel to the sign of the change.

Using the provisions of FIN 48, we test whethemfrthat are over-reserved at
enactment are more likely than other firms to daseeeserves in the quarters prior to
adoption. We compute the change in reserves faligwilN 48 enactment as the sum of
the change in reserves at adoption and any distldsmnges in the third and fourth
quarters of 2006. If the net change representtease, we designate the firm as over-
reserved at enactment. A firm is under-reservéigeiinet change increases reserves.

Univariate tests are consistent with our predictlwat, on average, firms with
excess reserves began to release them after FNat@ment and prior to its adoption.
Specifically, univariate tests show a significamtrease in the number of firms disclosing
decreases in reserves in quarters three and f&00# relative to 2005. In contrast, few
firms disclose increases to reserves in the quabefiore adoption. The number of firms
increasing reserves is not significantly differbatween 2006 and 2005.

Using a logit model, we regress the sign of themeschange in quarters three
and four of 2006 on a dummy variable for whetherftrm had excess reserves at
enactment. Because settlements provide a disoretd that resolves uncertainty about
issues under audit, we control for disclosurestifeaments with a tax authority. We
include controls to capture tax reserve activityelated to FIN 48 adoption, including
firm size, number of disclosed jurisdictions, thstltax return year closed by the IRS,
and the effective tax rate. We also control fordifeerence between the imputed pre-
adoption reserve and the expected outstandingwax to the IRS, which we estimate
using historical IRS examination and settlemenadat

As predicted, we find that firms with excess reserat enactment are more likely



to decrease reserves through quarterly earningstorFIN 48 adoption than are other
firms, all else equal. We find no evidence thanhBrthat are under-reserved are more
likely to increase reserves prior to adoption. Wse &nd that settlements are strongly
related to releasing reserves, consistent withnitnoes for over-reserved firms to settle
disputes with the IRS prior to adopting FIN 48. &thter, our evidence suggests that
many firms with excess reserves sought to resaheenainties prior to adoption. Such
resolution permitted firms to record releases aremses to earnings rather than as
increases to stockholders’ equity. In our sampied that appear to have excess reserves
at enactment released about half of their aggrekfatebillion in reserves before

adoption.

Our result that firms with excess reserves are riloey to release reserves prior
to adoption is robust to various samples and sipatibns. Specifically, our results are
robust to replacing the dependent variable withetkigected rather than the actual
release, using the excess reserve at adoptiorr tadnethe imputed excess at enactment,
using continuous explanatory or dependent variaklesinating firms with no reserve,
including industry indicators, and eliminating fisrwith losses. In an extension of
Dhaliwal, Gleason and Mills (2004), we find weakd®nce that releases are more likely
if over-reserved firms would have missed their fbuquarter consensus forecast without
a decrease in tax expense. Finally, we find noexnad that firms are attempting to
“hide” from the tax authorities by removing all eeges from their books in advance of
FIN 48 adoption.

Our evidence, consistent with opportunistic behaaround FIN 48, has broader

implications for other changes in accounting statislaAdoption rules that record



cumulative effects in equity create asymmetric reépg incentives. One example is
Statement of Financial Accounting Standards No. (BAS 154)Accounting Changes
and Error Correctionswhich applies to all voluntary changes in accounting @ple
and mandatory changes where other adoption guetetire not specified. SFAS 154
directs firms to adjust the beginning balance tdireed earnings unless retrospective
application is impracticablelf the voluntary change is favorable to net incdmehe
year of change, firms may claim that retrospecéipplication is impracticable and
include the change in net income, following APB @pn No. 20. On the other hand, if
the voluntary change would decrease net incomdikitiédhood that firms will follow
SFAS 154's retrospective application and adjusimet earnings might be greater. SFAS
159, The Fair Value Option for Financial Assets and Fingl Liabilities, provides
another example. Investment advisors touted thestdent to equity rather than to
earnings as the “FAS 159 Mulligan” (Leone 2007; ryeand Kopecki 2007). In contrast
to that setting, we found no business press astiuighlighting the incentive to release
reserves before FIN 48 adoption. Thus, it doesappear that regulators anticipated our
results. Although pressure from the Securities &hlange Commission (SEC) appears to
have reigned in early abuses related to SFAS h&Qdtential for asymmetric incentives
to increase accounting opportunism is evident.
2. Background and hypothesis
2.1 Brief technical details

Corporations and external auditors applied a wanétaiccounting methods to

recognize and estimate uncertain tax benefits poi&iiN 48. In the appendix, we

* APB Opinion No. 20 required that the cumulatiffeet of accounting changes be recorded in income.
Currently, many changes in method require retrgaatstatement of the financial restatements. Bexa
FIN 48 does not require restatement, our resulis ma fully generalize to other settings.



illustrate typical journal entries common to pesdzefore and after FIN 48. The
differences arise not in the basic entries, bah@&estimation method, which also
potentially affects when firms should record taxéf@s and liabilities.

The diversity in measurement before FIN 48 arogsaim because SFAS 109,
Accounting for Income Taxedid not address uncertainty in accounting fopime tax
assets and liabilities (FIN 48ummary. SFAS 5Accounting for Contingencies,
provides authoritative guidance for recognition distlosure of contingent losses, and
many companies applied this guidance to unceréiménefits. Under SFAS 5
companies should record tax reserves to offsdveaefits when losses are probable and
the amount or range of loss is estimabiéN 14's interpretation of SFAS 5 directs firms
to record the lower estimate of a liability whenarount of a range of loss is more
likely than another amount. However, not all taxgrayfollowed SFAS 5 to estimate
uncertain tax benefits. KPMG auditors reported thair firm policy required companies
to record a contingency unless the uncertain taxipa had a 70 percent or higher
probability to survive a challenge by the IR&necdotally, other firms suggest that
many clients used an expected value approach todieg contingent liabilities. In
summary, practice varied widely.

FIN 48 establishes a benefit approach for recoggiancertain tax benefits.
Specifically, FIN 48 requires a firm to identify egrtain tax positions and evaluate each

position in two steps:

®> The FASB (SFAS 5, para. 65) recognized that niavgstors preferred stable earnings and firms could
build reserves that they could later use to smeathings. However, the FASB stated that “earnings
fluctuations are inherent in risk retention, aneiytshould be reported as they occur.” There i3 als
evidence that under SFAS 5 some firms used lowarglility thresholds for recording tax-related
contingencies.

® The Permanent Subcommittee on InvestigationseoEimmittee on Homeland Security and
Governmental Affairs (PSICHSGA) of United States&e “The role of professional firms in the U.& ta
shelter industry” on February 8, 2005.



(2) Determine whether it is more likely than not tHa tax position will be
sustained upon examination, including related agp@ditigation, based on its technical
merits. An important difference from past pracig¢hat a company must assume that
the appropriate taxing authority will audit the qmny’s books and will have knowledge
of all relevant informatiod. If an uncertain tax position fails this “moredil than not”
test, the firm cannot recognize any of the benkfgtead, the firm records a tax liability
equal to the amount of the uncertain tax position.

(2) If the company determines that the more likely thahstandard is met,
then the company must measure the tax positioet@rmine the amount of the benefit
that should be recognized on its financial stateamefihe recognized benefit is the
largest amount of benefit that is more than 50 gu@rtkely to be realized upon ultimate
settlement. In essence, the firm has a reserve for the diffiez between the benefit
claimed on the return and the benefit recognizeaddome as a result of applying steps
(1) and (2).

The most controversial aspect of FIN 48, from tagps’ point of view, is the

new requirement for detailed disclosure of the meséor uncertain tax benefits£IN 48

" Although SFAS 5 does not directly permit firmsctnsider audit probability and detection risk, F8!
explicitly prohibits such consideration by basiegagnition on the technical merits of the position,
assuming that the tax enforcer has all relevantrmétion. That clarification and our anecdotal
conversations with audit firms over the last decaaggest that many firms with low audit probatshti
recorded smaller tax reserves prior to FIN 48.IdyIRobinson and Sansing (2008) analyze conditions
under which reserves either increase or decreaaeesalt of FIN 48. The result depends on whetther
mean benefit retained after audit is larger or m#éhan the median benefit assuming audit.

8 See FASB Staff Position (FSP) No. FIN 48Bkfinition of Settlement in FASB Interpretation. M8,
which changed the rule from ultimate to effectiegtlement.

® Under SFAS 5, if no accrual is made for a losgiogency, or if the loss in excess of the amountaed
is reasonably possible, firms should disclose tingency (Para 10). SFAS 5 also directs firms to
disclose amounts recorded for contingent lossteifibsence of such disclosure would be misleading
financial statement users. Historically, few firdisclose tax-related contingent losses and maesiib
use boilerplate language. Gleason and Mills (2@2)mine financial statements and footnotes for a
sample of the 100 largest industrial firms oveirefyear period from 1987-1998. They find that oR#y
percent of firm-years mention tax contingenciesing a text search of 1993-2005 10-Ks, Blouin andar



requires the following disclosures on an annuaisbas

» atabular reconciliation of the beginning and egdialances of the recorded
liability for unrecognized tax benefits;

» the total amount of unrecognized benefits that watilect the ETR (i.e., the
“permanent” effects);

» the amounts of accrued interest and penaltiescrArinay record interest and
penalties either in interest expense and SG&Asqraat of income tax expense,
but it must disclose its classification choice;

* adescription of any possible changes expectdaeitoming 12 months;

» the years still open to examination in major filjagisdictions.

FIN 48 requires a company to report the effectdafding FIN 48 as a “change in
accounting principle” and record any cumulativeeetfadjustment as an adjustment to
the opening balance of the company’s retained egsraccount for the fiscal year of
adoption. Because prior accounting methods werersiy the adoption adjustment does
not imply that the firm was improperly accountimy fts reserves previously.

2.2 Hypotheses

The judgment inherent in estimating reserves m#k&s a ripe setting for
earnings management. For instance, Petroni (198 that property-casualty insurers
under-provide for claim losses in an effort to mpskr financial performance from
insurance regulators. Jones (1991) finds that thBipanies appeared to decrease
earnings using discretionary accruals during aoplenhen the U.S. International Trade
Commission was considering increasing import taioff foreign companies. The
complexity of tax expense makes it a particularffiallt account for users to
understand. For example, Plumlee (2003) findsdhatysts have difficulty predicting
changes in tax rates. Until recently, the lackledcauthority regarding uncertain tax

benefits exacerbated the opaqueness of tax acoguiitius, corporations could manage

(2007) find only 20 percent of firms that repor txistence of a “tax cushion” or “tax contingency”
disclose any information regarding the level or¢hange in tax reserves from 1993 to 2005.



earnings through the discretion in recording taerees for uncertain tax benefits.

Prior evidence suggests firms use tax expenseafoirggs management. Dhaliwal
et al. (2004) show that firms often achieve analyfsirecasts through tax expense
decreases. Blouin and Tuna (2007) find that firgysear to use tax reserves to smooth
earnings. Firms could under-record tax reservésc@ase earnings. Alternatively,
during good times firms could build excess tax nesg as a cookie jar to be released
when earnings are needed. Gupta and Laux (2000)wkrat 120 disclosures of reserve
releases between 2003 and 2005 for a random saripl® firms in the S&P 500 Index.
They find that in 47 percent of quarters with relesg firms would have missed their
earnings forecast in the absence of the resenezsalv

We do not claim that all tax reserves are the teguwdpportunistic accounting.
Anecdotal evidence is consistent with large firrasihg sufficient reserves to avoid
earnings decreases when firms settle with the IRBIgl IRS examinations. For example,
Glaxo Smithkline reported a record settlement wht IRS in September 2006 for $3.4
billion. The company stated that there was norfie@s hit” because they were
adequately reserved (Hilzenrath 2007), and the 200@1al report shows no reserve
release, indicating that Glaxo Smithkline had adéejubut not excessive reserves.

The adoption rules of FIN 48 change the incenttedsuild or release reserves.
Under-reserved firms avoid an earnings decreasedwnyding the increase to reserves as
an adjustment to stockholders’ equity as requirgdku FIN 48. In contrast, firms with
excess reserves do not benefit as much from atyeapjustment as they would from
releasing reserves to earnings. So, firms may gépdaelieve the excess reserves

represent a “use it or lose it” earnings opportubgtween FIN 48 enactment and



adoption. On average, we expect that managersanerefer more earnings to less,
due to various incentives such as meeting earfiegshmarks associated with analysts,
compensation contracts, or debt agreem&nfs. the extent the pre-adoption period
represents a one-time chance to bring excess essine earnings, the incentive that we
are studying applies broadly to any accountingdsieshenactment period.

In addition to the earnings incentive, firms maghvto release reserves prior to
FIN 48 adoption to reduce political or IRS scrutifpr example, FIN 48 disclosures led
the Senate Permanent Subcommittee on Investigataend letters on August 23, 2007
to 40 taxpayers requesting additional detail sujpppiFIN 48 disclosures related to
“transactions, activities or structures involvirmgdign entities or jurisdictions.” Those
firms that released reserves early may have avogtzving this confidential letter.

Disclosure of tax reserves also potentially incesdfS scrutiny, although this
was not the intent of the FASBAs far as we know, the IRS has not historicallgdis
financial statement footnote data to select a nefiar audit, although the business press

has raised such concerns for the futdre. discussing the FASB's issuance of FIN 48,

1%1n addition, if some portion of the market's peigiants fixates on earnings (Deitrich 1984; Han8%9
Chen and Schoderbek 2000), or managers believedthehen firms should prefer to report higher
earnings. Because classification of amounts omemnie statement impacts firm valuation (Elliott and
Shaw 1988), firms appear to manage the classificatf amounts on the income statement (McVay 2006).
Recording the change in method directly to retaie@chings is similar in spirit to the ultimate
reclassification: the effect of the cumulative cpars altogether excluded from net income. Weao n
expect or test cross-sectional differences in itices that would typically exist when the choiceige of
timing: increase earnings now or later. In suppletaletests, however, we consider whether the reserv
releases generate substantial forecast errors.

" FASB member Edward Trott told the Tax Council Pylinstitute's Tax Policy and Practice Symposium
in Washington that the FASB did not impose theldsare requirements for the sake of the IRS. Rathe
he stipulated that the FASB’s disclosure positi@swo provide better information to the capital kess.

The FASB believes that the IRS has substantialratata to uncover noncompliance and FIN 48 is not a
substantial new tool (“SEC Encourages Issuers ®m@asn Judgment in FIN No. 48 Disclosures”
(February 7, 2007)RIA Checkpoint Corporate Finance Weekly Updgt)).

!2 See Internal Revenue Manual Section 4.46 foreourmudit procedures for large firms. The IRS audit
the largest corporations regularly under the Comtgid Industry Cases program. Our 100 large firms
probably face high audit probabilities already. Heer, half our sample of small firms has financial
statement assets between $10 million and $2500mjland the 2006 IRS Data Book reports that the IRS

10



Robert Willens of Lehman Brothers commented, ‘Nfuld not be overstating the case
to conclude that FIN 48 may prove to be one ofntlest significant enforcement tools
the IRS has been presented with in recent yeaidifls, Robinson and Sansing (2008)
model the strategic interaction between the taxpagd the government before and after
FIN 48. Their model suggests that the IRS can lisétN 48 disclosed tax reserve as a
signal of the strength of the taxpayer’s underlypogition, given that the IRS observes
the taxpayer claiming an uncertain tax benefittematurn. Thus, companies with large
reserves face higher audit probabilities after BE8\reveals the reserve. This prediction is
consistent with taxpayer beliefs. On May 9, 200PMG surveyed about 4,000 webcast
participants with the question “Is FIN 48 likelyitacrease audits by tax enforcers?”
Fifty-two percent answered “highly likely,” and @ércent answered “likely*® Thus,

even if actual audit probabilities do not incredse)s may change their reporting
because they believe probabilities will increaskelse equal, we predict that firms with
excess reserves prefer to release them in 2008ubecenaintaining a cookie jar for
financial reporting purposes is more costly for paxposes starting on January 1, 2007.
In the extreme, firms could avoid scrutiny by reidgaheir contingent tax liability to
zero.

However, various constraints may mitigate firmspogunistic behavior. First,

audits about 14 percent of firms that size. Ourai@img small firms are larger than $250 millionaskets,
and the audit probabilities generally increase \aghet size.

13 willens (2006). On April 12, Deborah Nolan, IRBISB Division Commissioner, affirmed that the
IRS is reviewing its policy of restraint on requegttax accrual workpapers. She added that theRMS
“does not have a policy on asking for the [FIN U8’ but that taxpayers may volunteer the inforimatin
order to get certainty. However, as of April 1Zde¢han 20 taxpayers had used the IRS audit issue
resolution process for uncertain tax positionsnaligg that taxpayers are not yet willing to offer
transparency in exchange for certainty. Fannindp $ears was a comment by Robert D. Adams, senior
adviser to the commissioner of the IRS Large andsie Business (LMSB) Division, that the IRS might
reopen an audit more often than it has in the foeask about a FIN 48 disclosure (Stratton (2007)
TaxNotes April 13, 2007).

14 KPMG Tax Governance Institute 5/9/07 Webcast, 8\ The First Quarter Experience.
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because internal control audits under SOX Sectizhrévealed widespread material
control weaknesses in tax accounting systems Xp@rse accounts have been under
additional scrutiny following SOX> Thus, perhaps firms had fewer excess reserves
when the FASB enacted FIN 48. Second, the SEC aoevd opportunistic reporting of
reserves as counter to GAAP, requiring a restatefMiéys noted before, KPMG’s 2006
Tax Department Survey indicates that tax direatons place a higher priority on
accurate and timely financial reporting and SOX 406rhpliance than on ETR
management or cash tax savings, which were theehiorities in 2001. Finally, firms
may prefer to retain excess reserves for futureiegs management. Although FIN 48’s
purpose is to impose more structure and constiaanation, it is too early to tell whether
it will succeed. If managers believe the benefiha¥ing a cookie jar for future earnings
management exceeds the cost of potentially high8rdcrutiny, they could maintain
excess reserves even after adoption, counter tpredrction. Future research can
investigate whether tax-related earnings managedesmeases after FIN 48.

Excess reserves, as measured by FIN 48 standeedsytanecessarily indicative
of opportunistic reserves. Rather, some firms neapnd contingent losses conservatively
without any intention to manage earnings in thereit The wide variation in practice
pre-FIN 48 suggests that some firms will have exceserves, particularly if their audit
firm required the benefit to meet a probable thoésiior recognition. Whether the excess

is associated with opportunism (cookie jar), comsgsm, or method change, the

15 Tax weaknesses were included in 30 percent affilireporting material weaknesses (Federal Taxes
Weekly Alert, 12/22/2005; Hanlon and Krishnan 2005)

16 Although the SEC’s Staff Accounting Bulletin 168&kes explicit the requirement to evaluate the
materiality of the cumulative and current effectsarrecting errors, an SEC staff member on a KPMG
webcast seemed to indicate that the SEC wouldatéidifferences between reserves and audit ouome
to changes in estimate, if the bases for initialiagptions were documented. Thus, we are unsure how
powerful an incentive the SEC oversight is in ge#ting.

12



earnings and scrutiny incentives should motivgteeaadoption release to earnings.

In sum, we predict that excess reserves at enatimiébe positively associated
with decreases in reserves before adoption. Mveoyill infer that firms responded
opportunistically to the adoption requirements eodfit earnings. Alternatively, auditor
scrutiny and managers’ and audit committees’ carecabout financial reporting
accuracy may be sufficient to curtail opportunigsa.we compare over-reserved firms to
all other firms and to under-reserved firms, westarct two hypotheses as follows:

Hypothesis 1: The likelihood that a firm will dease reserves in the quarters
between enactment and adoption of FIN 48 is grefatefirms that are over-reserved at
enactment than for other firms.

Hypothesis la: The likelihood that firms that axeer-reserved at enactment will
decrease reserves in the quarters between enacamdradoption of FIN 48 is greater
than the likelihood that under-reserved firms wilrease reserves.

3. Research design
3.1 Test of H1

We test our main hypothesis by estimating whetheptrobability of releasing
reserves during the pre-adoption period is asstiatth a firm having excess tax
reserves at FIN 48 enactment (June 30, 2006). Becsame firms disclose only the
direction of a reserve change in their quartenkyftetnotes, we base our main tests on
the existence of a reserve release, rather thailmeommount of the reserve change. We

maximize our sample by using an indicator dependariable!’

We estimate the following binary logit model tottear hypothesis:

|n PDecreasePE48 :ﬁx +&
1- PDecreasePE48

" Our results are robust to the use of a continvausble in the model, setting to zero the handful
observations that disclose only “increase” or “dese.”

13



1 . .
Where BecreasepRE4§W: the probability that the firm decreases resefoes
€

uncertain tax benefits in the third or fourth geaxf 2006.
SX = fo + p1OverreservedEnactDummypgDiscloseSettlement gsLogSales +
Satdurisdictions + psLastYearClosed BsETR +/7(Reserve-Expected Loss)/Sales
+ e,
where:

DecreasePRE48 one if the firm reduces its reserve during thedtilaind fourth quarters
of 2006; zero otherwise.

OverreservedEnactDummayone if a firm is over-reserved as of June 30,62@@éro
otherwise.

DiscloseSettlement ene if the firm discloses in its tax footnoteshe third or fourth
quarter of 2006 that it settled a dispute withxaaathority; zero otherwise.

LogSales= the natural logarithm of sales (Compustat da&ta it12) at December 31,
2006.

#Jurisdictions= the number of foreign jurisdictions and U.S. esawith open tax years
specifically mentioned in the first quarter 200NM8 disclosure.

LastYearClosed T he last year for which the IRS has completedxts@nation of the
return per the first quarter 2007 FIN 48 disclosure

ETR= The effective tax rate for fiscal year 2006 (Rs@mn for income tax #16 / Pretax
Income #170).

Reserve =Estimated reserve at enactment, equal to the dsdlbnrecognized Tax
Benefit at adoption, plus any disclosed adjustmeitker at adoption or in
guarters three and four of 2006.

Expected Loss Estimate of expected loss at June 30, 2006, caéollassing data from
audited and unaudited returrseéTable 3 for calculation).

Our main relation of interest is whether firms watkcess reserves at enactment
decrease them through quarterly earnings befogeatiept FIN 48. We assign
DecreasePRE48qual to one if the firm reduces its reserve dutiregthird and fourth
quarters of 2006; zero otherwise. To estimate theuet by which a firm is over- or

under-reserved on June 30, 2006, we add the chamgtined earnings at January 1,

2007 to any disclosed reserve changes in the @imddfourth quarter of 200@/e set

14



OverreservedEnactDumnegual toone if the sum of the changes is a negative number;
zero otherwise®

We control for several factors associated withlitkedihood that a firm will
release reserves, including whether the firm ha&searve to release. We acknowledged
earlier that firms do not have complete discretwar decreases in reserves. Anecdotally,
some auditors appear to permit a reserve reledgevbien a new event verifies that
reserves are too high — akin to recognizing a gamtingency. Gleason and Mills (2002)
and Gupta and Laux (2007) find that a firm oftele@ses reserves when a discrete event
occurs that changes its information set, such tilingea dispute with a tax authority.
Thus, we include a dummy variabBig¢closeSettlemenequal to one if the firm
discloses that it settled a dispute in the thirfbarth quarter of 2006; zero otherwise.

We control for size using the natural log of salesySales Because large firms
are more likely to have returns audited by tax anities, they are more likely to record
reserves and adjust reserves in any given péfibdrge firms may also face political
costs associated with being perceived as aggressiy@anners, as evidenced by
attention from the Senate Foreign Relations Conemitiscussed earlier. These firms
could have stronger incentives to reduce resemestp FIN 48 adoption in order to

limit detailed disclosure. We also control for tieémber of foreign and state jurisdictions

18 Nine firms are classified as over-reserved at B€006 even though the adoption adjustment to
retained earnings is negative. In alternate tesaneasure our explanatory over-reserved binaigiviar
as the sign of the cumulative effect adjustmemetained earnings at January 1, 2007. By ignotieg t
third and fourth quarter pre-adoption changes,dhlernate test does not rely on voluntary discleswf
changes in reserves. However, to the extent filmsreted reserves prior to adoption, the alternest is
less powerful.

19 Examples of discrete events other than settleniediisde the following: expiration of the statute o
limitations; resolution of uncertainties relatedcteanges in foreign tax laws; and changes in estisrfar
tax benefits claimed on prior year tax returns famdax reserves pertaining to prior period tax@sqgres.
2 |n preliminary work conducted prior to the availip of FIN 48 disclosures, we used large versusb
firms as our proxy for likely over- versus underserve. We found that large firms were more likely
release reserves in the third and fourth quarte206. We control for size in the regression beseaiti
was our original sample selection partitioning &hle.
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(#Jurisdictions)n whichthe firm reports that it has open tax returns.imdithtion of this
proxy is that many firms say they have open retinrsgveral jurisdictions but do not
provide a specific number. We include the last yeawhich the IRS has completed its
examination of the returrLéstYearClosey as reported by the firm.

Firms with low ETRs may face political pressuresr{@erman 1983) or
additional IRS scrutiny if they appear to be aggingsin their tax positions. We
conjecture that these firms prefer to report smaélserves at FIN 48 adoption, and thus
will decrease reserves prior to FIN 48 adoption. idédude the ETR for the 2006 fiscal
year as a control for such political pressuresexpkct lower ETRS to be associated with
a higher likelihood of decreasing reserves. Becauseneasure of ETR includes any
current year addition to the tax reserve, thisalde will lack power to identify
aggressive firms with large annual additions tortreserves. Our results are robust to
using a four-year average long-run ETR.

We use confidential data on IRS examinations cotaegdlbetween March 1991
and March 2007 (of tax returns from 1960 throug@4)Q@o control for tax compliance
risk that the IRS historically detected and chajksh The confidential data include the
tax deficiency Deficiency proposed by the IRS examiners and the amountshyatite
taxpayer to settle the examinati@eftlement Settlemenequals all amounts paid in the
examination, appeals or judicial process for clastdrns.

We estimatdxpected Lossn June 30, 2006 in several steps. First, we oactst
a measure of the firm’s experience with settlinfiailencies with the IRS. We use the
ratio of the sum of the firm’s settlements dividgdthe sum of the firm’s deficiencies.

We bound the ratio between zero and one. Secondumehe deficiencies by firm for
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all return-years for which IRS examinations are ptated but not settled. Third, we
multiply the historical settlement ratio by the sofdeficiencies on unsettled, audited
returns to construct a measure of expected lossepen audited return-years. Fourth,
we consider the unaudited returns (all return-yaétes the last completed examination,
or three years if missing). We use the averageiof pettlements and expected losses on
audited returns as the annual expected loss orditedueturns. Finally, we sum the
expected losses on audited and unaudited retuosnoour estimate dExpected Loss
3.2 Tests of Hla

We employ a multinomial logistic regression to exsé whether the relation
between being over-reserved and releasing reserdiféerent from the relation between
being under-reserved and building reserves. Wasvaboth the change in reserve and the
status of over- or under- reserved to take on thadees of -1, 0, +1. If the January 1,
2007 reserve exceeds the estimated June 30, 268&eeour explanatory variable takes
on a value of positive one, indicating insufficieeserves on June 30, 2006. If the
January 1, 2007 reserve is less than the Jun€)B6,r2serve, the explanatory variable
takes on a value of negative one. If there isifferénce between the January 1, 2007
reserve and the estimated June 30, 2006 reseevexfhianatory variable equals zero.
The dependent variable equals -1 if the firm redsasserves in the third or fourth
guarters of 2006, O if it does not change reseed,+1 if it builds reserves in the third
or fourth quarters of 2006. A finding that havingess reserves at enactment explains
changes in the reserve between enactment and adaptire than having either
sufficient or insufficient reserves will providepuort for Hla.

4. Sample description
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We collect disclosures related to uncertain taxefiefor the 100 largest (based
on average ranks of market value and total asaptsjhe 100 smallest, calendar year-
end, non-regulated and non-financial firms thatfalewed by five or more analysts.
Requiring at least five analysts to cover the fiemsludes small, non-followed firms
from our sample. We also require firms to havedfégel0-K for 2005 and 2006 and 10-
Qs for the first three quarters of 2006 and th&t fjuarter of 2007.

Table 1 describes the industry composition of #rgd and small firms in our
sample. Most of the large firms are clustered seamtensive industries: Durable
Manufacturing (21 firms), Extractive Industries (fliins), and Transportation (15 firms).
For small firms, the largest industry category {i®s) is Services, followed by Durable
Manufacturing (20 firms).

Table 2, Panel A compares the actual change iretserves at FIN 48 adoption to
the anticipated effects that firms disclosed inftheth quarter of 2006 as tabulated in
Blouin, Gleason, Mills, and Sikes (2007), hereieaBGMS (2007). Almost as many
large firms decrease tax reserves (39 firms) agase reserves (41 firms). In contrast,
39 small firms increase tax reserves while onlg Bwmall firms decrease tax reserves.
When firms disclose an explicit expectation of BN 48 effect, that expectation was
largely borne out. However, firms reporting thagytiwere still evaluating the effect
during 2006 often have a FIN 48 adjustment. Mosdlsfitims that were still evaluating
the effect in 2006 increased reserves at adoption.

Table 2, Panel B summarizes the amounts of theuesbange at adoption. For
large firms, the mean change equals $-19.11 mijllidrich is 0.05 percent of assets. For

comparison, BGMS (2007, Table 3) report that tHeses in aggregate increased
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stockholders’ equity by about $2 billion to corrémt being over-reserved. The mean
change for small firms equals $0.55 million, whisi®.20 percent of assets.

5. Results

5.1 Univariate tests

Table 3, Panel A reports descriptive statisticslierlarge and small firms in our
sample. By design, large firms have significanighler values for all financial variables,
including the amount of UTB. The change in resesuweot significantly different across
the groups because the standard errors are largavéage, total UTB is substantial as a
percentage of sales (3 percent for large firmslahgercent for small firms) or as a
percentage of pretax income (about 18 percentdtr dmall and large firms). In
untabulated tests, UTB that would affect earningisghare is 10 percent of pretax
income for large firms and 13 percent of pretavome for small firms. We also describe
the estimated UTB on June 30, 2006, and find ttmatsistent with firms releasing
reserves, the average UTB is larger on June 3@, 268n on January 1, 2007.

In addition to larger assets, sales, market valnd,income, large firms also have
higher returns on assets. Only five of the largadihave a loss in 2006, but 17 of the
small firms do. We control for loss firms in supplental tests. Effective tax rates are not
significantly different between our large and snfiaths. However, large firms report in
more jurisdictions and more years open under audit.

Among large firms, 39 percent disclose a settlerdening the third or fourth
quarter of 2006, as do three percent of the snmaikf Finally, we report as of June 30,
2006 the scaled estimatesk{pected Los® the IRS and the scaled difference between

the estimated tax reserve and this loss. For lEmgs, the mean estimated loss
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approaches one percent of assets, and the diffelstoeen the reserve and the
estimated loss (to the IRS) is another one pekeassets.

Table 3, Panel B reports the frequency of increasdsdecreases in tax reserves
at FIN 48 adoption and in the surrounding quartersotal, 60 of the 100 large firms
disclose a change in reserves during 2006. Thigeé€ent is significantly higher than the
41 percent from 2005 (untabulated p-value = 0.Biladdition, firms disclose more
information about reserves in 2006 than in the $ early 2000s (see Gleason and
Mills (2002) and Blouin and Tuna (2007)). The irase in firms reporting material
changes in reserves in 2006 relative to 2005 aiod giudies implies that firms increased
disclosure in the quarters leading up to FIN 48péida. We find that only two firms
completely eliminate their tax reserves before dana, 2007.

For small firms, four, nine, and six firms disclagenges in 06Q3, 06Q4 and
07Q1, respectively. The infrequent changes sugbassmall firms are less likely to
experience events that significantly revise thetmeates of tax loss.

Even without any manipulation, firms’ normal tayogting and planning
activities will lead to increases and decreaseaxmeserves. However, consistent with
our hypothesis, the overwhelming majority of regechianges disclosed in 2006 are
decreases, and decreases in 2006 exceed decre@26€8§3' Few firms disclose
increases in reserves prior to adopting FIN 48,waadabserve little change in firm

behavior related to reserve increases between 20020062

ZLWe replicate our tests for decreases in resemiesgi2005. There is no relation between being -over
reserved at June 30, 2006, and releases during Z8@Se results suggest that firms did not begin
“clandestine” adoption of FIN 48 in 2005 when th&3B issued its exposure draft, which did not inelud
additional disclosure provisions.

22\We do not code dscreasedsn Q1 of 2007 those observations that only repmreases in accrued
interest on UTBs in their FIN 48 disclosures.
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In Panel C, we compare reserve releases to ounastiof excess reserves at
enactment. For the 66 firms that have excess resetvJune 30, 2006, the aggregate
excess is about $8.6 billion. During tHé &nd 4" quarters of 2006, the aggregate
releases are $4.2 billion by 43 firms. Settlemawetount for only 32 releases, less than
75 percent. By comparison, settlements accounmtdarly all reserve releases in 2005,
both in frequency and amoufitOverall, this panel suggests that firms succeéued
releasing half of their excess reserves betweect@eat and adoption.

Table 3, Panel D indicates that a higher than exeplgaroportion of firms that
have imputed excess reserves on June 30, 2006ealkeserves prior to adopting FIN 48.
We have no evidence from public data or from disimuss with the IRS that settlements
increased directly in response to FIN 48. Availghlélic IRS statistics show no obvious
trend from 2004 to 2006 that would be consisterih itms anticipating FIN 48. For
large corporations ($250 million of assets or maifed IRS completed 740, 1,065, and
944 exams in 2004, 2005, and 2006, respectivedy,résulted in additional t&X.

Because the IRS’ fiscal year ends on Septemben&bave no public data yet
concerning whether IRS audit activity and taxpasgdtlements increased surrounding
FIN 48. However, few firms sought formal expeditedolution (Stratton 2007).

Panel D also reveals that having insufficient resgi(column 3) appears to be

unrelated to changes in reserves pre-adoptiorh&®72 firms that we estimate are under-

reserved on June 30, 2006, only eight increasevese@rior to adoption, and ten actually

% perhaps some of these settlements were also reatibg changing accounting standards, because the
FASB issued its Exposure Draffincertain Tax Positionon July 14, 2005. However, our finding that
firms that settled examinations usually releasedmeaes is consistent with prior research (Guptalak
2007).

%4 See Tables 10 and/or 11 in the IRS Data Book etstiat
http://www.irs.gov/taxstats/compliancestats/artiglgd=97177,00.htmior the frequencies of exams
resulting in “unagreed, recommended additional’'tax.
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release some reserves prior to adoption. Nearlyf &fle firms disclose no change
between enactment and adoption and instead desasdolders’ equity at adoption.

Table 4 shows correlations between our dummy vigritmv decreasing reserves
before FIN 48 adoption and our explanatory varislge present the correlations for the
full sample and for the large firm and small firombssamplesLogSalesstrongly explains
releases only in the full sample suggesting thatwariable is capturing structural
differences in the two sub-samples. Nearly alhef large firms have substantial reserves,
whereas many of the small firms have zero resdyeése FIN 48. Only firms that had a
prior reserve could have released reserves beftmgtian?® Disclosing a settlement is
strongly correlated with releasing reserves, seovdrol for settlements in our multiple
regression. Finally, releases are correlated wighdifference between the reserve and the
expected loss in the small firm sample. This catreh suggests that the small firms that
have reserves prior to FIN 48 adoption were sultgeongoing IRS audit activity.
5.2 Multivariate results for H1

Table 5 reports our primary multivariate resultsir @ependent variable for the
binary logit regressions BecreaseReseryahich equals one if the firm decreases its
reserve during the third and fourth quarter of 2808 zero otherwise. Our explanatory
variable is whether the firm is over-reserved aeJ80, 2006, defined above.

Our results, using the full sample and the larga Bub-sample, are consistent
with our hypothesis. Using the full sample, theftioent on being over-reserved is
positive (Coeff=3.934) and significant at the oreegent level. Using untabulated odds

ratios we estimate that the predicted probabilitgroadequately- or under-reserved firm

% Our results are robust to using only 139 (of afltfirms) or 87 (of 100 large firms) firms thaave
positive imputed tax reserves on June 30, 2006.
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releasing a tax reserve in quarters three andd2006 is only one percent using the
median values of all the explanatory variables. piesglicted probability of a tax reserve
release increases to 37 percent for firms with &xceserves but no settlement. Even
controlling for disclosed settlements, firms rekeasserves before adopting FIN 48.
Firms with settlements are 88 percent likely t@ask reserves, and firms with
settlements and excess reserves are 99.7 peroegtth release reserves.

Our results are qualitatively similar in the lafgen sub-sample. Within the small
firm sub-sample, there are too few releases andieat an overlap with settlements to
estimate a valid model. As a result, we do notltletsmall firm results in other tests.
5.3 Multivariate results for Hla

Next, we extend our primary analysis to test ndy @rhether over-reserved firms
release reserves, but whether under-reserved fioomot build reserves. Thus, we
estimate a multinomial logistic regression to pcethe sign of the pre-adoption reserve
change on the sign of the difference between theals 1, 2007 reserve and the June 30,
2006 estimated reserve. If the January 1, 2007wesxceeds the estimated June 30,
2006 reserve, our explanatory variable takes om@evof positive one, indicating
insufficient reserves on June 30, 2006. If the dana, 2007 reserve is less than the June
30, 2006 reserve, the explanatory variable takes vadue of negative one. If there is no
difference between the January 1, 2007 reserverenestimated June 30, 2006 reserve,
the explanatory variable equals zero. The dependegiable equals -1 if the firm releases
reserves in the third or fourth quarters of 2008,i0does not change reserves, and +1 if
it builds reserves in the third or fourth quarter2006.

Table 6 indicates that having excess reserves & 3J0, 2006 is significantly
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positively related to releasing rather than holdingstant or building reserves. This
result is consistent with Table 5. Of incrementéérest, there is no relation between
releasing or building reserves and having insudficreserves on June 30, 2006. The
odds ratio tests in Panel B confirm that althougéreeserved firms release reserves
prior to adoption, under-reserved firms do notdbtilem in advance. Excess reserves
explain changes pre-adoption more than either kyasurfficient reserves or having
insufficient reserves (order 1 versus 2 or 1 veBusiowever, sufficient or insufficient
reserves (order 2 versus 3) contribute no additickedihood of reserve changes.

5.4 Exploratory work regarding IRS examinations

Table 7 reports the results of investigating thatien between imputed excess
reserves per financial statement disclosures arest@mate of excess reserves based on
IRS examination data. Column one reports the resdlestimating a logistic regression
to explain whether the firm had imputed excessrueseon June 30, 2006, and column
two estimates a similar model for whether the fialeases reserves when it adopts FIN
48 on January 1, 2007. As in Table 5, we use IR& taconstruct an explanatory
variable that represents the difference betweetatheeserve and the expected loss,
where we measure both components on June 30, 80@teffirst column, and on
December 31, 2006 for the second column.

Table 7 shows that larger firms are more likelhv&we excess reserves either at
enactment (first column) or at adoption (secondicwl). The results also suggest that the
greater the difference between the reserve anexpected IRS loss, the more likely the
firm has excess reserves. These results confirtrctmdrols for size and the difference

between the reserve and the expected loss in stunftpre-adoption releases in reserves

24



are reasonable proxies for whether a firm had exeEserves at enactment or adoption.
5.4 Additional (untabulated) tests

Industry Disclosures in one corporation provide informatio other corporations
in that industry. For example, in September 200éx&settled a major transfer-pricing
audit with the IRS (Hilzenrath 2007), conveying aidthal information about the likely
outcomes of their own transfer-pricing audits tbestpharmaceutical companies. We
assign firms to 15 industry groupings (Barth, Beéaaad Landsman,1998). Although
including industry fixed-effects does not changeiaterences in Table 5, the model fit
IS questionable.

Expected FIN 48 effedReleasing reserves opportunistically probably nesgui
firms to know in advance whether they are overmexstby FIN 48 standards. Table 2,
Panel A suggests that only 17 large firms and twalkfirms disclosed that they
expected a decrease. We replicate our tests usengxpectation of being over-reserved
to explain a decrease in reserve preceding adopfieiN 48. The expectatioexplains
reserve decreases (two-tailed p-value is 0.02fFariull sample and 0.097 in the large
firm sub-sample), providing further support for H1.

Adoption proxy for excess reservls explained previously, we compare the
imputed reserve on June 30, 2006 to the UTB onalgriy 2007 to determine whether a
firm is over- or under-reserved at enactment. Hauew firms disclose releases but not
increases, then our proxy for firms being over-rese is overstated. As a sensitivity test,
we use the adjustment to retained earnings at @hoas$ our binary variable of over- or
under-reserved. Our results are robust at thertdrfiee percent levels (two-tailed) for

the full sample and the large firm sub-sample. Hevewe do not use the adoption
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variable for our main tests, because this alteraaiimits some over-reserved firms.
Thirteen firms with zero change to their UTB onuany 1, 2007 released reserves in the
third and fourth quarters of 2006, suggesting tveye over-reserved at enactment.

Analyst forecast target®haliwal et al. (2004) find that firms are moredik to
decrease tax expense if they would have missedftheth quarter consensus forecast
without decreasing their effective tax rate frora third quarter. We introduce a variable
(MissWithoutTakthat equals one if the firm would have missed thedast, and zero
otherwisealone and interacted with an indicator variablelfaving excess reserves.
Third quarter releases are unrelated to whethar@gerved firms would have missed
their forecasts. In the fourth quarter, over-reedrfirms that would have missed their
forecasts without decreasing their ETRs from thermguarter are weakly more likely to
decrease reserves (two-tailed p-value = 0.107)ol¢ain this latter result only when we
omit Disclose Settlement G¥bm the regression. In the presenc&eftlementthe model
is no longer valid, probably because settlemertsases, and beating targets are
correlated (Gupta and Laux 2007). Our primary tssale unchanged, however. Being
over-reserved remains significant at the one peideesl, suggesting that some firms
shed excess reserves without regard to beatingsasaiorecasts.

We consider whether untabulated descriptive evid@an corroborate the use of
reserve releases for earnings management. Bagaabtio FIN 48 and analysts’ data, no
firms with excess reserves on January 1, 2007 ohibssr third quarter earnings target,
although one firm with insufficient reserves missleid target. In the fourth quarter, eight
firms with excess reserves on January 1, 2007 ohibeer targets. The median forecast

error for these eight firms was -2 cents, so retgpsufficient tax expense to achieve the
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forecast appears feasible for at least some oétfioas. The failure of these firms to
release reserves to beat the analyst target isstentswith regulatory and audit scrutiny
deterring some opportunisth.Eighteen firms that built reserves on Janua30D7
missed their fourth quarter earnings target, witheglian forecast error of -6 cents.

Hiding Reserve BalancesAn alternative explanation of our findings isthirms
are attempting to “hide” from the tax authoritigsremoving the reserves from their
books in 2006 to minimize their disclosure undeéd BB. However, the FIN 48
disclosures suggest that only two firms complegdityinate their tax reserves before
January 1, 2007. The remainder of the sample ¢ch@rigeir reserve balance ahead of
adoption ultimately reported a reserve balance damuary 1, 2007.

Continuous effect®We also estimate an ordinary least-squares regress$ithe
continuous change in reserves between enactmeradmpdion on the continuous
amount of over- or under-reserve at enactmentirgchbth variables by sales. We
include an interaction term for being over-reseraednactment times the amount of
over- or under-reserve to test whether over-resefivers decrease their reserves by a
greater amount of the over-resefV&€onsistent with the multinomial logit results and
hypothesis 1a, untabulated results show that treuatrof over- or under-reserve only
explains changes in reserves when the firm is ceserved® Because the continuous

measures both include the changes in reserves ithitldl and fourth quarter of 2006, any

% Some firms likely prefer smooth or predictablenémgs. Although we have not determined the extent t
which the releases made earnings less smooth, ithiittee evidence that the releases resulteaigd
forecast errors. Of the four firms that releasestrees and beat their targets due to a tax ratea®sein

the third quarter, two firms exactly beat the f@sic one beat by one cent and the last beat by tenats.

Of the nine firms that similarly beat the foreciasthe fourth quarter, the largest amount by whiky

beat the forecast was four cents. One such firmdveave missed the forecast by $1.56.

2" We thank John Phillips for suggesting this test.

% The untabulated coefficients on the interactiomtef about 60 percent (t = 12.78) in the full séergnd
55 percent (t = 7.21) in the large-firm sample @asistent with the descriptive results that mbenthalf

of the aggregate excess reserve was releasechimimngs.
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measurement error induces a relationship. Howeere is no relation between the
amount of over- or under-reserve and changes arves when the firm is under-
reserved, in spite of the supposed mechanicalteffec

6. Conclusion

By enacting FIN 48Accounting for Uncertainty in Income Taxése FASB
seeks to increase conformity in recognition andsueament of uncertain tax benefits
and to increase transparency by requiring first-egclosure of those liabilities. Because
prior practice varied widely, we expect variationwhether firms increase or decrease
reserves when they adopt FIN 48.

Our focus is on the reporting preceding FIN 48 didop FIN 48 requires that any
cumulative effect of the change in reserves upapton be recorded directly to opening
stockholders’ equity. This treatment is favoraldeffrms that need additional reserves
because an increase to reserves at adoption wikdge stockholders’ equity, as opposed
to earnings. However, firms with excess reservdish@iunable to recoup an earnings
benefit since decreasing their reserves upon amtogtelds an equity adjustment. In
addition, maintaining conservative or excess resefgr earnings management becomes
more costly after FIN 48 if large reserves increl@® or political scrutiny. Thus, we
predict that firms are more likely to decrease mesein quarters three and four of
2006,before adoption, if they have excess reseat/esactment (estimated at June 30,
2006). We control for settlements with a tax autigdrecause firms with excess reserves
may resolve disputes prior to adoption to provitiependent auditors with verifiable
evidence that uncertainty has been resolved.

To assure a sample of firms with variation in ov@runder-reserve, we hand-
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collect 100 each of the smallest and largest fiimiewed by five or more analysts,
excluding firms in regulated or financial industridlearly all disclosed quarterly
changes are decreases. Furthermore, firms who gopeahave excess reserves at
enactment released nearly half of that excess fwriadopting FIN 48.

Our logistic regression results confirm that desesan reserves leading up to
FIN 48 adoption are more likely if firms had excesserves at enactment, even after
controlling for disclosed settlements with tax autities. On the other hand, firms
without excess reserves generally wait until adopto increase reserves through
retained earnings. These results suggest thatt8]Mhile intended to increase
conformity as well as transparency, generated smwmeonformity in its adoption.

Evidence of opportunistic behavior around FIN 48 heoader implications for
whether adoption rules that record cumulative eé$f@t equity create asymmetric
reporting incentives. Recent standards requiréyqdjustments when restatement is
impracticable. SFAS No. 15Accounting Changes and Error Correctiohsis general
applications, whereas SFAS No. 139¢ Fair Value Option for Financial Assets and
Financial Liabilities is a specific example. In the latter setting, ynfirms postponed the
recognition of unrecognized losses in order to iee@m equity adjustment. FIN 48
provides an opportunity to complement that setith evidence of firms accelerating

benefits into income when the adjustment would wtige only affect equity.
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Appendix, Example of journal entriesto account for tax reserves.

This example provides the structure of recordinxgréserves. This structure
generally applies both before and after FIN 48e Most substantive changes under FIN
48 apply to the method for recognition, estimathma disclosure.

When a corporation files its tax return, it obtditexx benefits” from deductions
and credits. Consider a simple example where aifiours a $1,000 tax liability before
considering any tax credits for which it may bgilie. If the firm is eligible for a
Research and Experimentation credit of $100, therfitm accounts for its income taxes
prior to FIN 48 as follows:

Year 1 Debit Credit

Tax Expense $900

Cash $900

If the $100 tax benefit is uncertain, the matctpnigciple requires additional
judgment. Under SFAS 5, the firm would record addg#l tax expense and a contingent
liability when some amount of the uncertain benediresents a probable and estimable
loss. Under FIN 48, the original benefit can ooéyrecorded to the extent it meets the
recognition and measurement thresholds of “mosdylikhan not.” In either case, some
amount could increase the tax expense and inctkagax liability. Such amount(s)
could be recorded in the year the firm files thergturn or in subsequent years as more
information becomes available about the uncertainty

Whatever the applicable amount, the journal enfggseral form would be a
debit to tax expense and a credit to tax liabilllye FASB is explicit in FIN 48 that the
tax liability cannot be recorded in deferred talkasmust be in taxes payable (current or
noncurrent). We understand anecdotally that somesfrecorded the liability in deferred
tax prior to FIN 48. The adoption disclosures iadiconly a minority of firms took this
approach.

Year 1, 2 or3 Debit Credit

Tax Expense $XX

Contingent Tax $XX
Liability

Now assume that in Year 4, the tax authority autigsfirm’s research credit, and
requires the firm to pay an additional $20. Addibassessments do not mean that the
firm did something wrong, but that the firm’s irpeetation of the tax law and its facts
differed from the IRS'$?

% The tax assessment has cash flow implicationth®company. The possibility that the disclosure
requirements of FIN 48 will increase audit scrutingtivated Frischmann, Shevlin and Wilson (2007) to
conduct an event study for key dates surroundihg4d enactment. They find mixed evidence that
aggressive taxpayers suffer lower returns on daltes the probability of FIN 48 passage increaséds T
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If the firm had previously made no provision foethncertainty of the $100
research credit, then it must record $20 of addiétidax expense when it pays the cash to
the IRS as follows:

Year 4 Debit Credit

Tax Expense $20

Cash $20

If instead the firm had already recorded some litgtdor the uncertain tax
benefit, the Year 4 journal entry would only recaattitional tax expense to the extent
the accrued contingent tax liability was too lowt imould decrease tax expense and
increase income to the extent the accrued conttriggniability was too high.

Anecdotal evidence and FIN 48 adoption disclosauggest that some firms recorded
the contingent liability as a deferred tax lialyilihstead of in taxes payable. Figure 1
illustrates the sequence of events. Note that ftasls only occur when the return is filed
and when subsequent payments are made to theriieB:dning adjustments to accrued
taxes payable are non-cash entries.

mixed evidence could be consistent with Mills, Rdgin and Sansing’s (2007) model that indicates only
aggressive taxpayers with poor facts fare worseurtN 48.
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Figure 1: lllustration of the recording of tax eeges

YEAR (7 (3 (2 2
) N \2/ \3/ & >
Net Income (900) (15) (20) 5
Net Assets (15) (20) 25
Cash Flows (900) (20)

In Year 1, the firm records the current period)s¢apense and pays the tax owed on its return,iwihidudes $100 of R&E credit.

In Year 2, facts and circumstances lead the fireoteclude that only $85 of the R&E credit takentsriYear 1 return is more likely than not of
being sustained. Alternatively, under SFAS 5 the flecides that $15 is a probable and estimabiéragent loss.

In Year 3, facts and circumstances lead the fireotaclude that only $75 of the R&E credit takentsriYear 1 return is more likely than not of
being sustained. Alternatively, under SFAS 5 thm filecides that an additional $10 is a probableestichable contingent loss.

In Year 4, the audit of Year 1's return concludi) of the Year 1 R&E credit is disallowed, andfihm pays the IRS $20 in additional tax.
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Table 1, Sampleindustry composition

Industry (per Barth, Beaver and Landsman, 1998) Large Firms Small Firms
(N=100) (N=100)
1. Mining and construction (1000<=SIC<=1299 or 14681C<=1999) 1 1
2. Food (2000<=SIC<=2111) . L
3. Textiles, printing and publishing (2200<=SIC<8RYy 5 5
4. Chemicals (2800<=SIC<=2824 or 2840<=SIC<=2899) 4 0
5. Pharmaceuticals (2830<=SIC<=2836) 10 3
6. Extractive industries (2900<=SIC<=2999 or 13085x<=1399) 16 3

7. Durable manufacturing (3000<=SIC<=3999 excludbg0<=SIC<=3579 or
3670<=SIC<=3679, plus 7370<=SIC<=7379) 21 20
8. Computers (3570<=SIC<=3579 or 3670<=SIC<=3679)

9. Transportation (4000<=SIC<=4899) 155 152
10. Utilities (4900<=SIC<=4999) excluded from sample
11. Retail (5000<=SIC<=5999) 4 12
12. Financial institutions (6000<=SIC<=6411) excluded from sample
13. Insurance and real estate (6500<=SIC<=6999) excluded from sample
14. Services (7000<=SIC<=8999) excluding 7370<=SI379 10 38
15. Other 1 0
TOTALS 100 100
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Table 2, Comparisons of expected FIN 48 effects disclosed in the Form 10-Q for thefourth quarter of 2006 to actual adoption
adjustmentsat January 1, 2007 disclosed in thefirst quarter of 2007.

Pane A LargeFirms Small Firms

Anticipated Actual FIN 48 Adoption 1/1/2007 Anticipated Actual FIN 48 Adopt1/1/2007
Effect No Effect No
2006Q4 Increase Decrease Change 2006Q4 Increase Decrease Change

Anticipated Effect of FIN 48 adoption
disclosed by company:

Still Evaluating 24 13 8 3 51 29 2 20
Still Evaluating/Immaterial Adjustment 9 4 3 2 12 3 1 8
Still Evaluating/Expect "Modest" Effect 1 1 0 0 0 0 0 0
Still Evaluating/Expect Decrease to
Reserves 2 1 1 0 1 1 0 0
Still Evaluating/Expect Increase to
Reserves 2 2 0 0 1 0 0 1
No or Immaterial Adjustment 37 10 12 15 31 6 1 24
Does Not Address 0 0 0 0 2 0 0 2
Decrease in Reserves 15 1 14 0 1 0
Increase in Reserves 10 9 1 0 1 1
100 41 39 20 100 39 56
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Panel B LargeFirms Small Firms
Disclosed Expected Disclosed Expected
Reserve Change Actual Reserve Reserve Change  Actual Reserve

2006Q4 Change 1/1/2007 2006Q4 Change 1/1/2007
N 29 100 3 100
Mean amount of change ($MM) (87.08) (19.11) 0.00 0.55
Mean amount of change as a percentage of 2005
assets 0.02% 0.05% -0.07% 0.20%
Median amount of change ($MM) (2.00) 0.00 (1.50) 0.00
Median amount of change as a percentage of 2005
assets -0.02% 0% -0.51% 0%
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Table 3, Descriptive statistics

Panel A, Mean, Median by Firm Size
LargeFirm Small Firm Difference
Variable N* Median Mean N Median Mean in Means
UTB / Sales 100 0.019 0.030 100 0.002 0.011 rkk
UTB / Pretax income if positive 95 0.135 0.187 83 0.042 0.182
Change to Reserve 1/1/07 100 0.000 -19.110 100 0.000 0.546
Implied 6/30/06 Reserve / Sales 100 176.000 543.648100 0.162 1.214 ok
Implied (over)under reserve 6/30/06 100 1.292 2.094 100 0.031 0.522 *x
Over-reserved 6/30/2006 Dummy 100 -7.000 -49.696| 100 0.000 0.533
LogSales 2006 100 9.753 9.887 100 5.521 5.374 ok
Assets 2006 100 25,000 49,149.490 98 250 307.119 ok
Sales 2006 100 17,000 34,243.210 100 250 319.116 ok
MVE 2006 100 30,000 53,294.800 97 50Q° 508.045 ok
PTI 2006 100 2,500 4,612.200 100 20° 23.365 ok
ROA 2006 100 0.108 0.116 99 0.064 0.071 ok
LossDummy 2006 100 0.000 0.050 100 0.000 0.170 ok
Effective Tax Rate (ETR) 100 30.211 29.838100 34.704 27.069
#Jurisdictions 100 0.000 1.890 100 0.000 0.640 ok
LastYearClosed 100 2,000 1,999.650100 2,002 2,001.030 *
Settlement Disclosed in Q3 or Q4 Footnot#00 0.000 0.390 100 0.000 0.030 ork
IRS variables measured at 6/30/06:
For full sample:
Expected Loss/Sales2006 100 0.00174 0.00880D100 0.00000 0.00072 ok
(Reserve—ExpectedLoss)/ Sales200600 0.00462 0.01214100 0.00029 0.00450 o
For audited firms only:
Expected Loss/Sales2006 ¢ 0.00220 0.00988 °© 0.00026 0.00131 ok
(Reserve—ExpectedLoss)/ Sales2006 0.00438 0.01071 ¢ 0.00126 0.00545 rx
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*** ** indicatest-test for differencein meansissignificant at p-value < 0.001, 0.01.

#We have fewer than 100 observations in some ¢asemise the firm either had negative pretax inconbecause the firm was de-listed and does nottrepo
market value of equity.

®Rounded

°Number of taxpayers for which we have any audiadasuppressed for IRS confidentiality in smathpte. We determine the frequency by having a
nonmissing examination date in the available datthe full sample, we set missing audit data t@ze

Variable Definitions: UTB/Sales =Uncertain Tax Benefit “UTB"/Sales2006 (Compustahaa data #12)JTB/Pretax income if positive HTB/pretax

income (Compustat annual data #17Ghange to Reserve 1/1/67The adjustment to stockholders’ equity as altegwdopting FIN 48 as reported in the
2007Q1 10-Q.Implied 6/30/06 Reserve/SakeSum of UTB at 1/1/07 and any disclosed adjustmeititer at adoption or in quarters three and fé 2006
Sales2006 (Compustat annual data #12)plied (over)under reserve 6/30/06Sum of cumulative effect adjustment at 1/1/07 amgddisclosed reserve
changes in the third and fourth quarters of 2@@r-reserved 6/30/06 Dumnxyone if sum of cumulative effect adjustment d/Q7 and any disclosed reserve
changes in the third and fourth quarters of 20Q6nst decrease to reserves; zero otherwisgSales 2006 Fhe natural log of 2006 net sales (Compustat
annual data #12Assets 2006 total assets as of 12/31/2006 (Compustat ardatal#6).Sales 2006 2006 net sales (Compustat annual data #IH)2006=
2006 pretax income (Compustat annual data #MOE 2006= market value of equity as of 12/31/2006 (Comaiuahnual data #25 * Compustat annual data
#199).ROA 2006= Return on assets for 2006 (Compustat annuakia@da Compustat annual data #6pssDummy 2006 one if the annual pretax income
(Compustat data #170) < 0; zero otherwisiective Tax Rate 2006 tax expense divided by pretax income (Catgtannual data #16 + Compustat annual
data #170)#Jurisdictions the number of foreign jurisdictions and U.S. esawith open tax years specifically mentioned anfthotnotesLastYearClosed =

The last year for which the IRS has completedxtsr@nation of the returrSettlement Disclosed in Q3 or @%ne if the tax footnotes, either text or ETR
reconciliation, indicates that the corporationledta tax dispute during the third or fourth quaai2006; zero otherwise.

We computeéExpected Losas follows. First, we construct a measure of tiséohical settlement ratio to take into account frexperience of settling
deficiencies with the IRS. As our primary measwe,use the ratio of the firm-sum of settlementsdgisg by the firm-sum of deficiencies. If this rabbsums is
missing, we use as an alternative the firm-meahefearly ratios of settlements to deficienciasither case, we bound the ratio to zero and $eeond, we
sum the deficiencies by firm for all return-yeaws Which the IRS examinations are completed busetited. Third, we multiply the historical settlent ratio
by the sum of deficiencies on unsettled, auditégrns to construct a measure of expected lossepem audited return-years. Fourth, we consider the
unaudited returns (all return-years after the dastpleted examination, or three years if missikgg. use the average of prior settlements and exgphémsses on
audited returns as the annual expected loss orditadueturns. Finally, we sum the expected losseaudited and unaudited returns to form our esérof
Expected Loss
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Panedl B, Frequencies of increases and decreasesin tax reserves

LargeFirms Small Firms
Period N  Increases Decreases Mean Change N Increases Decreases Mean Change
2005Annual 100 5 36 -67.03 100 5 8 0.06
20060Q1 100 2 8 -14.98 100 0 2 -0.02
2006Q2 100 2 18 -6.49 100 1 2 -0.06
2006Q3 100 4 20 -14.53 100 0 4 -0.05
2006Q4 100 2 36 -26.70 100 4 5 0.04
2006Annual 100 5 55 -65.68 100 3 11 -0.08
FIN48adoption 100 41 39 -19.11 100 39 5 0.55
2007Qlexcludinginterest 100 10 13 -37.60 100 6 0 0.03

Panel C, Aggregate decreasesin tax reservesin thetwo quartersprior to adopting FIN48 for firmswith imputed over-reserve
at June 30, 2006.

Firms with excess reserves at June 30, Period N  All firms releasing N Firms disclosingtnents
2006

Aggregate implied (over)under reserve June 30, 2006 66 8,583 32 5,859

($ millions)

Aggregate change to reserve 2006Q3 and 2006Q4 43 4,209 32 3,709

Firms that released reserves in 2005

Aggregate change to reserve 2005 full year 44 6,680 41 6,560
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Panel D, Chi-squaretest of relation between being over- or under-reserved at June 30, 2006, and changesin reservein thetwo
quartersprior to adopting FIN48 for the sample of all 200 firms. Number of firms, actual percentagein parentheses, and
expected percentagein brackets.

Over-reserved Neither over- or Under-reserved Total
At 6/30/2006 Under-reserved At 6/30/2006
43 0 10 53
(21.0%) (0.0%) (5.0%) (26.0%)
Decrease in preceding quarters {8.6%} {8.1%} {9.4%}
23 62 54 139
(12.0%) (31.0%) (27.0%) (70.0%)
No change in preceding quarters {23.1%} {21.7%} {25.2%}
0 0 8 8
(0.0%) (0.0%) (4.0%) (4.0%)
Increase in preceding quarters {13.2%} {12.4%} {14.4%}
66 62 72 200
Total (33.0%) (31.0%) (36.0%) (100.0%)
89.26
Chi-Square p-value<0.0001
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Table 4, Correlations
Decrease Reserve 2006Q3 or Q4

1) (2) 3)

Full Sample  Large firms Small firms
Over-reserved 6/30/06 Dummy  0.627*** 0.512*** 0.603***
Disclose Settlement in Q3 or Q4 0.792*** 0.784*** 0.596***
LogSales 0.433*** 0.117 0.120
# Jurisdictions 0.105 -0.021 0.042
Effective Tax Rate -0.071 -0.167 -0.107
LastYearClosed -0.029 0.052 0.110
Settlement Disclosed 0.792*** 0.784*** 0.596***
(Reserve—ExpectedLoss) 0.063 .0.056 0. 258+

At 6/30/06/ Sales2006

*** indicates p-value<0.01.

Variable Definitions: See Table 3.
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Tableb5, Logit regression of release of tax reservesduring thetwo quarters
preceding FIN 48 adoption on whether the firm was over -reserved at June 30, 2006,
an indicator variablefor whether thereleaseisrelated to a settlement, firm size, the
disclosed number of jurisdictionswith reserves or audits, the disclosed last year
closed by the IRS, the effective tax rate, and the scaled difference between the
imputed tax reserve at enactment and our estimate of expected losseson IRS

deficiencies.
1) (2) 3)
Full Sample Large firms Small firms
Dependent variable: Expected Decrease Decrease Decrease
Reserve Reserve Reserve
2006Q30rQ4 2006Q30rQ4 2006Q30rQ4
Coefficient Coefficient Coefficient
(Chi-square) (Chi-square) (Chi-square)
Intercept -479.100* -320.6 -11,005.2
3.63 1.61 1.26
Over-reserved 3.934* ** 3.22]*** 47.332
6/30/06Dummy 18.77 8.55 0.67
Disclose Settlement 6.235%** 5.590*** 55.34
27.36 19.98 0.01
LogSales 0.110 0.271 0.192
0.37 0.35 0.01
#Jurisdictions 0.030 -0.047 3.436
0.04 0.11 0.75
LastYearClosed 0.237* 0.157 5.493
3.58 1.56 1.26
EffectiveTaxRate -0.048* -0.018 -1.283
3.51 0.23 0.72
(Reserve—Expected 0.033 0.046 -1.522
Loss) at 6/30/06 / Sales 0.10 0.21 0.20
Observations 200 100 100
Likelihood ratio chi-sq. 166.05 89.36 51.32
Validity of fit

guestionable

*xx +* and * indicates p-value <0.01, <0.05, ard).10, respectively, in two-tailed test.

Variable Definitions: See Table 3.
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Table 6, Multinomial logistic regression of the sign of disclosed reserve changes
(decrease, no change, increase) in thethird or fourth quarter of 2006 on a
categorical variablefor whether at June 30, 2006, the firm had estimated excess,
sufficient, or insufficient reserves.

Panel A, Multinomial estimation results, where dependent variable equals-1if the
firm releasesreservesin thethird and fourth quartersof 2006, O if it does not
changereserves, and +1if it buildsreservesin thethird and fourth quarters of 2006.

1) (2)

Full Sample Large firms
Expected  Coefficient Coefficient
Sign (Chi-Square) (Chi-Square)
Interceptl -83.557 -146.560
0.33 0.53
Intercept2 -77.11 -141.624
0.28 0.50
June30,2006 resenexcesq-1) + 3.513*** 2.613***
21.59 11.19
June30,2006 reserve sufficig) n/s 0.692 0.516
1.06 0.28
June30,2006 reserve insufficigt) ? . .
Disclose Settlement + 5.477*** 4.544%**
30.72 23.60
LogSales + -0.066 -0.101
0.33 0.10
#Jurisdictions ? 0.078 0.005
0.56 0.00
LastYearClosed ? 0.040 0.072
0.30 0.52
EffectiveTaxRate - -0.005 0.008
0.11 0.09
(Reserve—ExpectedLoss) at 6/30/06/Sales + -0.041 -2.310
0.23 0.08
Observations 200 100
Log-likelihood -72.162 -45.504

*** ** and * indicates p-value <0.01, <0.05, ar®).10, respectively, in two-tailed test.

Variable Definitions: See Table 3.
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Panel B, Tests of oddsratios

(1) 2)
Full Sample Large firms

Label Estimate Chi-Square Estimate Chi-Square
logOR12 2.82%** 14.24 2.10** 4.61
Exp(logOR12) 16.80 8.15
logOR13 3.51%** 21.59 2.61%** 11.19
Exp(logOR13) 33.55 13.65
logOR23 0.69 1.06 0.52 0.28
Exp(logOR23) 2.00 1.68
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Table 7, Logistic Regression of Excess Reserve on Expected |RS L oss and other

variables
1) 2)
Dependent variable Over-reserved at Release Reserve
6/30/06 1/1/07
Coefficient Coefficient
chi-square chi-square
Intercept -40.171 147.200
0.12 1.71
(Reserve—Expected Loss) at 0.146* 0.097t
6/30/06 or 12/31/06/ Sales 2.95 1.88
LogSales 0.531%** 0.476***
35.29 21.72
#Jurisdictions -0.100 0.013
1.90 0.03
LastYearClosed 0.018 -0.076
0.09 1.84
EffectiveTaxRate -0.002 0.007
0.04 0.28
Observations 200 200
Model Fit LR Chi-S&4.84 LR Chi-S43.37

*rx % * indicates p-value < 0.01, < 0.05, < 0.16wo-tailed test. T indicates p-value <
0.10, one-tailedReserveandExpected Losare measured at the dates shown in the
caption. See Table 3 for variable definitions.
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