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Predicting future earnings with the effective tax ate

Abstract

Management should make estimations about theirareftective tax rate, when issuing an
interim report. This estimated annual effective tate should then be applied to the profit
before tax to compute the total tax expense fordam quarter. Estimating the annual
effective tax rate also incorporates estimationsuabuture income, since the effective tax
rate is calculated as the total tax expense dividgdhe total accounting profit. Thus,
estimations about the effective tax rate give feiaihstatement users an insight into the firms’
expected future results. According to prior resedoc listed companies in the United States,
the effective tax rate, disclosed in an interimorgphas predictive value about future
earnings. However, it is not empirically investiggtthat those forecasts give an insight in
future earnings for Dutch listed companies. Cogttarprior research in the United States, the
present study does not find evidence that the tfetax rate, disclosed in quarterly reports,
has any predictive value about future earningsoiild be argued that the different results
arise due to the fact that there is no obligatmmtiependently check the interim reports in
The Netherlands. In contrast to Dutch companies,ci@ipanies are required to engage an
independent auditor to review the interim finanziahnother argument for the different
results is that only a small percentage of the Blisted companies report in accordance with

IAS 34 with regard to income tax disclosures.
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1. Introduction

1.1 Background
Since 2009 the European Transparency Directive madeandatory for Dutch listed

companies to issue interim reports or periodicafigates (Dinant, 2009). Before 2009 it was
only mandatory to issue a semi-annual report. Eeanplisted companies are obliged to
provide their interim report in accordance with théernational Accounting Standard (IAS)

34, one of the International Financial Reportingrgiards (IFRS). In 1998 the International
Accounting Standards Board (IASB) issued IAS 34icihwvas effective since July'11999.

Prior research on the topic of interim reportingimhafocused on the purposes of interim

reports (e.g. Botosan, 1997; Botosan and Pluml@@2;2Healy et al., 1999; Leuz and

Verrecchia, 2000, Sengupta, 1998; Welker, 1995) ted relationship between year-end
financial disclosures and future earnings (e.g.vwBrand Rozeff, 1979; Butler, Kraft, and

Weiss, 2007; Yee, 2003). However, little researels been done on the relation between
interim financial disclosures and future earningayman and Shaw, 2005; Cuijpers and
Peek, 2009; DeFond, Hung, and Trevezant, 2007).

In this study the relationship between the integffective tax rates and future year-end

earnings was investigated for Dutch listed companie

The present study was based on research performégabbman and Shaw (2005) in the
United States. They investigated whether interifeative tax rates were useful to predict
subsequent quarterly earnings and found a positation between the interim effective tax

rate changes and the next quarter’s earnings.

1.2 Contribution
The present study provides an insight in the usekd of annual effective tax rates, reported

in interim statements, in forecasting year-end iegs The results of this study are interesting
to analysts and other users of financial statemdhtgterim income tax data helps in

predicting future earnings, analysts should incafmthese disclosures in their forecasts.

1.3 Problem statement
When providing information about interim periodscarding to IAS 34, managers have to

make estimations about their effective tax rates ®stimated effective tax rate should be

applicable for the full year and is computed as tihtal tax expense divided by the total
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accounting profit. Hence, estimations about theuahreffective tax rate also incorporate
forecasts about future income. These estimationsdcgive financial statement users an
insight into the firms’ expected future operatingsults. However, it is not empirically

researched that those forecasts give an insightumne earnings for Dutch listed companies.

Therefore the research question of this study is:

Are annual effective tax rates, incorporated in interim income tax disclosures, useful in
predicting future earnings of Dutch listed companies?

To provide a reasonable answer to the researchigugethe following six sub-questions were

elaborated:
1. What are the most important topics within intergporting?
2. How to measure income taxes in interim reports?

3. What is the meaning of the effective tax rate amatkind of aspects have an impact

on the effective tax rate?
4. What are the main results of prior research?

5. What research design can be developed to measeinelttion between managerial

forecasts of annual effective tax rates and yedreamnings?

6. Is there a relationship between the forecasted areftective tax rates and year-end

earnings?

1.4 Approach

The above stated sub-questions were answereditgrature review and an empirical study.
In order to provide a thorough understanding atfo@iinterim income tax disclosures and the
effective tax rate the research started with amoektion of those concepts, the relevant
literature, and the IAS 34 guidance. This literatueview provided a framework for setting

up the research design, which was used for empresaarch.



The empirical research was conducted to answelaitesub-question and the main research
question. The data for this study were collectedhflThomson One BanKerin this database,

quarterly data are available for all variables whwgere used in the regression model. The
research was conducted on Dutch listed companigsavers 2005 through 2009, because

since 2005 IFRS was mandatory for Dutch listed camgs.

1.5 Structure

This research started with an introduction on imeeporting. Chapter 2 focused on the main
issues of interim reporting that were relevanttfos study. In chapter 3 the measurement of
income taxes in interim reports and the guidelioRFAS 34 with respect to interim income

tax disclosures were explained. Chapter 4 desciimmmne taxes in depth and was dedicated
to explain the effective tax rate and the influenoe this rate. It provided an answer on the
third sub-question. After the first four chapterseoshould be able to understand the
relationship between the effective tax rate, dsetbin interim financials, and year-end

earnings. In chapter 5 an overview of the litemtabout the relationship between interim

financial data and future earnings was provided.

Based on the theory, the IAS 34 guidance, and iteeaiure, the research design was
developed and elaborated in chapter 6. Here, thethgsis, the methodology, and the sample
composition were described. In chapter 7 the ecwdinesults and analyses were provided
and in chapter 8 the main conclusions were givencHapter 9 a discussion about the
conclusions and suggestions for future researcle wgtended. Finally, in chapter 10 the

limitations of the present study were presented.

2. Interim reporting

Healy and Palepu (2001) argued that the demanfinmcial reporting and disclosures arose
from information asymmetry and agency conflictswestn managers and outside investors.
Providing more financial information should lowéetinformation asymmetry and therefore

improve the decision-making process. Managemenildhalso be able to behave in a more

! Thomson One Banker is a database that containpamyrand stock market information, covering ovef88
companies worldwide.
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transparent way by communicating firm’s performaacel governance to outside investors
and other stakeholders. Transparency would leatbt@ efficient and reliable capital markets
(Healy et al., 1999/ euz and Verrecchia, 2000; Welker, 1995). Butleraf and Weiss
(2007) confirmed in their literature review thatanm reports improve liquidity (Welker,
1995; Healy et al., 1999; Leuz and Verrecchia, 2088duce the cost of capital (Botosan,
1997; Sengupta, 1998; Botosan and Plumlee, 200@gase analyst following (Healy et al.,
1999), and reduce information asymmetry (WelkeQ5tHealy et al., 1999; Brown et al.,
2005). Besides the annual reports there are ofiner & disclosures, such as sustainability
reports, press releases, conference calls, intesyiand interim (semi-annual and quarterly)

reports.

IAS 34 for interim reporting does not mandate whacttities should publish interim reports,
how frequently, or how soon after the end of therim period? However, governments,
securities regulators, stock exchanges, and adoguinbdies often require entities to publish
interim reports’ In the Netherlands the Authority of Financials kits (AFM) has anchored
the European Transparency Directive (Dinant, 2003he Act of Financial Supervisibras

of January ¥, 2009, stating that this rule, entities with sé@s on a European stock
exchange are obliged to issue interim reports aeguently updates or announcements. The
aim of implementing the European Transparency Bireavas to improve transparency and
therefore the decision-making process, as Healy Ralepu (2001) pointed out in their
research. Mandating more frequent reporting caluente firms' tendency to issue less
voluntary disclosures (Einhorn, 2005; Gigler andrid@er, 1998) that could contain more
precise information of the company. However, oppisieof the European Transparency
Directive argued that more interim reporting woulddt contribute to better information
(Tassel, 2003). In the years before 2009 only ssamiial reports were mandatory. Cuijpers
and Peek (2003) studied whether the investorsrinédion was affected by the choice of a
company to only provide a semi-annual report orriguky reports too. They found that a
firm’s reporting frequency has no influence on thisrmation asymmetry, which is not in

line with Healy and Palepu (2001). However, thegoafound a relationship between

21AS 34, IN4
31AS 34.1

* Law on Financial Control (Wet op het FinancieekZicht (Wft))



increasing the reporting frequency and the shaneowuer and argued that more reporting
reduced the incentives for investors to gain margape information. There is still no
consensus whether more frequent reporting has padion the information gap between

investors and companies.
IAS 34.8 provides the contents of an interim report

- condensed statement of financial position (baasieet);
- condensed statement of comprehensive income;

- condensed statement of changes in equity;

- condensed statement of cash flows;

- selected explanatory notes.

Although there are some similarities, a companyukhgeparately disclose a statement of
comprehensive income and a statement of changesjuity. In IAS 1 is stated what is
expected to be included in a statement of compsahenncome (IAS 1.82) and a statement
of changes in equity (IAS 1.106). Comprehensiveine is defined in IAS 1.7 dse change

in equity during a period resulting from transaci® and other eventsA statement of
comprehensive income should at least include: me¥efinance costs, profit or loss, tax
expense, total comprehensive income, and the natfireevery item of the other
comprehensive income. A statement of changes intyeghould at least contain: total
comprehensive income for the period, the effectneiw accounting principles, and the
reconciliations between the carrying amounts atbdginning and the end of the period for
each component of equity.

When issuing an interim report, the same principlesn annual financial statements should
be applied. In the appendix of IAS 34 the recognition and theasurement principles of

assets, liabilities, income, and expenses are eltdth

Within the above stated aspects of an interim tefh@re are announcements required about
income taxes and the tax position. For income taxesher approach is used than at year-end
under IAS 12. IAS 12 provides guidelines for incotages when preparing annual financial

statements. Income tax expenses under an inteniimdpare based on an estimated average

®|AS 34, IN7, and IAS 34.30c
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annual effective income tax rate, consistent with annual assessment of takés.this way

the estimation could give an insight into the firmspected future operating results.

3. Disclosure for income taxes in interim reports

3.1 Introduction

The recognition and the measurement for assetslities, income, and expenses in interim
reports are the same as in reports on annual lesigpt for income taxes. In this chapter the
difference between reporting for income taxes atrynd (IAS 12) and reporting for income
taxes at quarterly basis (IAS 34) was explained.pfavide a complete overview three
examples were elaborated: one based on the guiddnd& 34, one in accordance with IAS

12 and an example where both were ignored.

3.2 Guidelines

IAS 34 is an additional layer on top of IAS 12 foterim reporting of the tax position and can
be seen as a standalone Standard. For the recogaitid measurement of interim reports,
IAS 34.28-36 needs to be taken in consideration. With respedhtome taxes there is,
however, a complicating factor (Seegers, 2009). iHmgnition and the measurement are
different and not as easy as other transactions pear-to-date basis. The effective tax rate
has an important role in interim income tax disales. The corporate tax expense has to be
assessed on a one-year basis, based on an estanatet effective tax rate. This tax expense
has to be allocated among the interim periods. dueestion is how to allocate among the

periods.

In the Appendix B of IAS 34, B12-22, guidelines eqrovided on how to calculate interim

tax provisions:

“Interim period income tax expense is accrued usihg tax rate that would be
applicable to expected total annual earnings, tisatthe estimated average annual effective

income tax rate applied to the pre-tax income efittierim period.”(IAS 34, B12-22)

51AS 34, IN8

" Appendix B
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In the following examples the implementation of I88 was illustrated. To understand the
difference between annual reporting and interinorepg, two examples were set out when
ignoring IAS 34. In all examples the statutory tate was 25 percent.

The first example is given in table 1, based ongiineance of IAS 34. The profit before tax at
year-end is 100 and the total disallowed reductemes80 resulting in a total income of 180.
The expected total tax expense for the full yea25% of 180, which is 45. The effective

income tax rate is the total income tax paid dididhy the total profit before tax. Therefore

the effective income tax rate will be 45%. The effifee tax rate is estimated for the full year

and now the interim total tax expense of the fipgarter could be calculated as 45% of 100
(Profit before tax Q1), which is 45.

Using this calculation for the other interim pesothe following interim tax expenses are
computed:

Second quarter: 45% * 200 = 90

Third quarter: 45% *0 =0

Fourth quarter: 45% * -200 = -90

The total tax expense for the year is then compasetb.

Table 1 Calculation interim periods total tax expensein accordance with |AS 34

Period Q1 Q2 Q3 Q4 Year-end
Profit before tax 100 200 0 (200) 100
Disallowed 20 20 20 20 80
reductions®

Interim 45 90 0 (90) 45

total tax expense

In example 2, provided in table 2, the guidancéA& 12 was used and only the first quarter
was considered. The total profit before tax of fir& quarter is 100 and the total disallowed

reductions are 20 resulting in a total income dd.1Phe expected total tax expense for the

® Expenditure which does not qualify for a reductidiprofit before taxation

12



first quarter is 25% of 120, which is 30. The efiee income tax rate is the total income tax

paid divided by the total profit before tax. Thenef the effective income tax rate is 30%.

Using this calculation for the other interim pesothe following interim tax expenses were

computed:

Second quarter: 25% * 220 = 55
Third quarter: 25% * 20 =5
Fourth quarter: 25% * -180 = -45

The total tax expense for the year is then compasetb.

Table 2 Calculation I nterim periods total tax expense in accordance with |AS 12

Period Q1 Q2 Q3 Q4 Year-end
Profit before tax 100 200 0 (200) 100
Disallowed 20 20 20 20 80
reductions

Interim 30 55 5 (45) 45

total tax expense

Another example of a calculation is shown in tedlén this calculation the guidance of IAS
34 is ignored and it is also not drafted consisteitth IAS 12. Here, only the full year is
considered. The total profit before tax is 100 dhe total disallowed reductions are 80
resulting in a total income of 180. The expectddlttax expense for the full year is 25% of
180, which is 45. This expected total tax expengehg& divided among the four quarter,

which will result in a total tax expense of 11,26 €éach quarter.

The effective income tax rate is the total incomepaid divided by the total profit before tax.

Therefore the effective income tax rate of thet fipgarter is 11,25%.

Using this calculation for the other interim pesothe following effective tax rates could be

computed:

13



Second quarter: 11,25/ 200 = 5,63%
Third quarter: 11,25/0 = 0%
Fourth quarter: 11,25 /-200 = - 5,63%

Table 3Calculation Interim periods total tax expense ignoring 1AS 34

Period Q1 Q2 (OX] Q4 Year-end
Profit before tax 100 200 0 (200) 100
Disallowed 20 20 20 20 80
reductions

Interim 11,25 11,25 11,25 11,25 45

total tax expense

The above stated examples explained how to measuhe right way for income taxes in
interim reports. In the disclosure of an interinpod the effective tax rate should be
described. Every quarter management has to makeagisins about the profit before tax, the
total tax expense, and the effective tax rate. muthe year, management should be able to
make a better prediction about year-end earninglsth@e total tax expense. Hence, every

guarter the estimated effective tax rate couldHznged.

3.3 Summary
In this chapter the difference between annual tepp(IAS 12) and interim reporting (IAS

34) in the field of income taxes was explained. €smated average annual effective income
tax rate for the full financial year should be apgplto the income before taxes of the interim
period, as was explained in IAS 34. Hence, the ebepetotal income for the full year should
also be estimated. In example 1 the correct cdlionlaf the effective tax rate and the tax
expense was given. As well as in example 2 as amgke 3 the most common mistakes for
reporting the interim income tax disclosures arevipled. These estimations in example 1
could give an insight into the firms’ expected fatwoperating results. Therefore this study
investigates whether the estimated effective ta& nacorporates information that helps to

predict future earnings.

14



4. Impact on the effective tax rate

4.1 Introduction

After elaborating on how to allocate the tax exjgettsinterim periods, the present chapter
explained the main influences on the effective tate. As illustrated in the examples of

chapter three, the effective tax rate differs fritra statutory tax rate. In the Netherlands the
statutory corporate tax rate is 25,5% (Article ¥2et op de Vennootschapsbelasting 1969’
(Corporate Income Tax Law)). It would be a coinaice that a Dutch listed company also has
an effective tax rate of 25,5%. Recent studies dosignificant differences between the

effective and the corporate tax rate (Buijink, 3@msand Schols, 2002; de Mooij and Gorter,
2001). In the examples of chapter 3, the differeme®veen those two rates came into force
due to the simplistically described disallowed mdhns. In this chapter an explanation was
given of the main influences on the effective tater Management should take these

influences into consideration when estimating therage annual effective tax rate.

4.2 The statutory and effective tax rate

In the Netherlands legal entities pay corporateonme taxes on their taxable profit. The
taxable profit is imposed to the statutory tax ratel equals their accounting profit for a
period minus all kind of deductions (e.g. labortspgost of raw material, depreciation of
assets, and interest cosfBjie effective tax rate of a company is the fractidrihe taxes a

company pays and its accounting profit (Janssed5 )20

The terms accounting profit and taxable profit ased throughout this chapter and are in

accordance with the definitions in IAS 12.5:

Accounting profit is profit or loss for a periodfoee deducting tax expense. Taxable profit is
the profit for a period, determined in accordanceghwthe rules established by the taxation

authorities, upon which income taxes are payable.

The Dutch statutory corporate tax rate has a flatacter with a degression at the foot. Table
4 presents the character of the Dutch corporatemec tax (Article 22 ‘Wet op de

Vennootschapsbelasting 1969’ (Corporate Incomel’Eay)).

15



Table 4 Corporate income tax rate 2010

Taxable earnings Tax rate

€0 -€200.000 20,0%
€ 200.000 and higher 25,5%

The first € 200.000,- of the total earnings is gearwith 20%. All earnings above € 200.000,-
are charged with 25,5%.

In almost all situations the accounting profit dif from the taxable profit and therefore the
statutory and the effective tax rate differ. Whka taxable profit is less than the accounting
profit, the effective tax rate is lower than thatatory tax rate. Contrary, when the taxable
profit is higher than the accounting profit, théeefive tax rate is higher than the statutory
rate. Example 5 shows a case in which the effed¢tixerate is higher than the statutory tax

rate.

Example 5Difference between effective and statutory rate

Profit before tax € 100.000,-
Disallowed reductions € 80.000,-
Total tax expense € 36.000,-

In this example the profit before tax is € 100.00Due to disallowed reductions the taxable
profit is € 180.000,-. The Dutch statutory tax reteprofits to € 200.000,- is 20%. Therefore
the total tax expense is € 36.000,-. However, ffexive tax rate, which is computed as the
total tax expense divided by the accounting prasit36% and thus higher than the statutory
tax rate.

4 .3 Influences on the effective tax rate

There are four important factors that have an impac the effective tax rate, i.e. an
international environment, permanent differencasveen commercial and fiscal values, non
recognized losses, and prior year adjustments (Bith8003). Because of these factors the
effective tax rate differs from the statutory taxer, even when companies only have activities
in the country in which they are settled.

16



4.3.1 An international environment

The first factor that influences the effective tate concerns a mix of profits and losses in an
international environment. A Dutch listed compangually has activities abroad. Every
country applies another tax regime with a differgtatutory tax rate, different exemptions for
income taxes, different rules for disallowed rethutd, and different guidelines with regard to
deductible losses. This has an impact on the efeetax rate, as was clarified in the example
of table 5.

Table 5Mix of profits and losses in international environment

Income in Income Total income Effective tax rate

The Abroad
NEIEERS

1 €2 MIO €0, €2 MIO 25%
2 €1 MIO €1 MIO €2 MIO 20%

In Table 5 two situations were presented about &lbgompany that also has activities
abroad, for example in France. It is assumed tlatdxable and the accounting profit of the
company were the same. It is also assumed thdddleh corporate income tax rate is 25%
and the French corporate income tax rate is 15%.

In the first situation the company earned 2 millBmros in The Netherlands and no profit or
loss was made abroad. The total income therefore 2vanillion, leading to the following
effective tax rate:

Tax expense The Netherlands: € 2.000.000 * 25/ 100 =€ 500.000,-
Tax expense French branch: € 0* 15/ 100 =€0,
Total Tax Expense: =€ 500.000,-
Effective tax rate: € 500.000 / € 2.000.000 £025

In this situation the effective tax rate is equelle statutory tax rate.

In the second situation a mix of profits in The INgtands and in France are obtained. The
income in The Netherlands as well as in France Wasillion Euros, resulting in a total

income of 2 million Euros. In this situation oneosld first pay attention to the avoidance of

17



double taxation. There are two possible ways tadagiouble taxation, the credit method and

the exemption method.

In a credit method, the tax paid in the other coungsults in a credit in the home country
(Weeghel, 1998). The tax expense is calculatetiths total income was derived in the home
country. Subsequently, the taxes paid in the atbantry will be deducted from the total tax

expense. The effective tax rate for the secona@tita was calculated as follows:

Tax expense The Netherlands: € 2.000.000 * 25 /100 =€ 500.000,-
Tax expense French branch: € 1.000.000 * 15/ 100 =€ 150.000,- +
Tax expense before deduction: =€ 650.000,-
Tax credit for tax expense French branch: 5&000,- -/-
Total tax expense: =€ 500.000,-
Effective tax rate: € 500.000 / € 2.000.000 £025

When a credit method is in use, activities abroadhot have an impact on the effective tax
rate. In an exemption method, a relief is providedthe taxes paid in the other country

(Weeghel, 1998). The relief is calculated as folow

Total tax expense * Foreign income / Total income

Here the total tax expense equals the taxes tlmatidhe paid when the total income was
derived in The Netherlands. The main differencenwiite credit method is that the income
derived from abroad is exempted against the Dutmiparate income tax rate. In The
Netherlands an exemption method is in use (Ar@dléBesluit voorkoming dubbele belasting
2001, Decreen theAvoidance of Double Taxation). The effective taxeréor the second

situation was calculated as follows:

Tax expense The Netherlands: € 2.000.000 * 25/ 100 =€ 500.000,-
Tax expense French branch: € 1.000.000 * 15/ 100 =€ 150.000,- +
Tax expense before exemption: =€ 650.000,-
Decreeon the Avoidance of Double Taxation =€ 250.000,- -/-
Total tax expense: =€ 400.000,-
Effective tax rate: € 400.000 / € 2.000.000 £020
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When an exemption method is in use the effectiverdée differs from the statutory tax rate.
Therefore, a mix of profits and losses in an ireéional environment for Dutch companies
has an impact on the effective tax rate. In thevalsiated example the other factors, which

will be explained in the next sections, are noetakito account.

4.3.2 Permanent differences

A second factor contributing to the existence éfiedences between the effective tax rate and
the statutory tax rate are permanent differencég. dccounting profit differs in almost all
situations from the taxable profit, because ofet#hces in the calculation of both. Under
Dutch tax law, some items of earnings or expensasrgany identifies for accounting profit
may not be assessable or deductible for taxablii.pidternatively, some items of earnings
and expenses may be included in the taxable paafit not in the accounting profit. Those
differences are called permanent differences. 1% |22 permanent differences are not
considered, because IAS 12 uses a balance shiitylisnethod. According to this method
the balance sheet value of the assets and liabilgnd their tax value are compared, which
leads to temporary differences and not to permaddfégrences. In this master thesis a
difference is made between those two concepts,usecpermanent differences between
reported and taxable profit will not be equalizedhe future and therefore have an impact on
the effective tax rate. As a consequence the atcguprofit will differ from the taxable
profit. Permanent differences are caused by diselbreductions (e.g. interest deduction and
depreciations) and by the participation exemptibime participation exemption reduces the
taxable profit and in the case of disallowed renunst the taxable profit increases. In the next

two examples both concepts will be clarified.

In example 6, shown in Table 6, a permanent diffeeearises due to the fact that there are
disallowed reductions for the taxable profit. Insticase it is about non deductible interest
items, named thin capitalisation (Article 10d ‘Wab de Vennootschapsbelasting 1969’,
Dutch Corporate Income Tax Law). Article 10d ‘Wt de Vennootschapsbelasting 1969’ is
incorporated in the Dutch Income Tax Law to limitetdeduction of interest when a
company’s capital consists of more debt than egtitwever, the party liable to duty should
be part of a corporate grolpnd the debt-equity ratio should be 3 to 1 at maltother
restrictions concerning the thin capitalisation ao¢ taken into account in this master thesis.

® Dutch Civil Code: Article 2.24b BW
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In example 6 the thin capitalisation rule leads tuigher taxable profit. Due to this difference
the effective tax rate is also influenced. In gample the tax expense is € 27.500,- (110.000
* 25%) at a statutory tax rate of 25%. However, dfffective tax rate is 27,50% (€ 27.500 /
100.000). The effective tax rate is higher than stegutory tax rate, because of the higher

taxable profit.

Table 6 Difference between reported and taxable profit

Accounting profit Taxable profit

Profit before tax 100.000 100.000
and interest

Thin capitalisation 0 10.000
Profit before tax 100.000 110.000

The statutory tax rate is 25%. The tax expensk5%b * taxable profit = € 27.500,-. The effective tate is the
is the fraction of the taxes paid and its accogngirofit € 27.500,- / € 100.000,- = 27,5%.

Besides the thin capitalisation, a permanent diffee arises due to the fact that there are
revenues which are exempt from taxes. In the Dufdhporate Income Tax Law a
participation exemption is implemented (Article Met op de Vennootschapsbelasting
1969’, Dutch Corporate Income Tax Law). This papttion exemption arranges that all
benefits from domestic and foreign participatiors exempted from taxes. As a consequence
Dutch companies avoid paying taxes double. Howetlesre are certain requirements a
company has to meet. The benefits of the foreigtiggaation are taxed in the country in
which they were earned. Due to the participatioangation a difference arises between the
accounting and the taxable profit and has an impadhe effective tax rate. For example, a
Dutch company has a profit before tax of € 1.000,00f which is € 400.000,- earned by a
subsidiary in the Czech Republic. In the Nethersatite total income is taxed at a rate of
25%, resulting in a tax expense of € 250.000,-. §d4€0.000,- earned in the Czech Republic
is taxed in the Czech Republic at a tax rate of 20#ich leads to a tax expense of
€ 80.000,-. Now the € 400.000,- are double taxatkt ® the tax treaty (1996) between The
Netherlands and the Czech Republic, the Czech Riephds the right to charge the income
earned in the Czech Republic. Therefore the commeyempted to pay Dutch taxes on the
Czech income of € 100.000,-. The total tax expemgebe € 230.000,- resulting in an
effective tax rate of 23,0% which is lower than etch statutory tax rate. The difference
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between the statutory tax rate and the effectivedte is a result from the fact that part of the

income is subject to a lower statutory tax ratetimarhe Netherlands.

4.3.3 Non-recognized losses

The third factor that has an impact on the effectax rate is related to non-recognized losses.
Article 20 ‘Wet op de Vennootschapsbelasting 19@utch Corporate Income Tax Law)
states that companies have the right to off-selirigalosses against taxable profits. In this
article is also described that the losses can bgpeasated with profits of the previous year
(carry back) and profits of the next nine yearsrfcéorward). In IAS 12.34 it is stated that
losses should be recognized when it is probab&0@s) that taxable profits will be available
in the future. The tax loss carry forward provideselationship between article 20 of the
Dutch Corporate Income Tax Law and IAS 12.34. II5182.36 the criteria that need to be
considered were given with regard to the recogmitid losses. One condition is that a
company should assess the probability that taxaialfits will be available in the future. If a
company is able to assess that it is probabletéixatble profits will occur in the future, the
company is able to recognize the losses in a dafdax asset. When it is not probable that
taxable profits will occur in the future, the lossmnnot be recognized in a deferred tax asset.
For recognized losses a temporary difference witleabetween the accounting profit and the
taxable profit. Temporary differences are causedna year and finally reverse in another
year. For non-recognized losses a permanent diiderarises, which has an impact on the
effective tax rate. In example 7 and 8 the tax loagy forward and the recognition is
elaborated.

Example 7 was illustrated in Table 7. A startingtddbucompany faces a loss of € 100.000 in
2010. The company would like to recognize all Isssed compensate them in the future. The
company is able to assess that it will make taxabbdits in the next nine years and could

recognize a deferred tax asset of € 25.000,- bagetthe loss of € 100.000. A deferred tax

asset is measured by multiplying the statutoryrtdg of 25% by the recognized loss. Note
that the total tax expense is derived from theenirand the deferred tax (IAS 12.5). In 2010
the statutory tax rate is 25% and the effectiveréde is -25%. In 2011 the statutory tax rate is
25% and the effective tax rate is -25%.
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Table 7 Recognized losses

Year 2010 Year 2011

Profit before tax (100.000) 100.000
Current tax expense 0 (25.000)
Deferred tax expense 25.000 0
Profit after tax (75.000) 75.000

Example 8 was given in Table 8. A starting Dutcimpany is not able to assess taxable
profits in the next nine years. Therefore the comypghould not recognize a deferred tax asset
based on the loss of € 100.000. Here the compa@y ©lat recognize losses at all. In 2010 the
statutory tax rate is 25% and the effective tag rat0%. In 2011 the statutory tax rate is 25%

and the effective tax rate is 0%.

Table 8 Non-recognized losses

Year 2010 Year 2011

Profit before tax (100.000) 100.000
Current tax expense 0 0
Deferred tax expense 0 0
Profit after tax (100.000) 100.000

The main statement here is that not recognizindgpalies has an impact on the effective tax
rate. The examples 7 and 8 illustrate that notgeizing losses lead to different effective tax

rates, i.e. -25% and 0%.

4.3.4 Prior year adjustments

A prior year adjustment is a reclassification @& #tcounts of the previous year, because of
errors or other accounting principles. Prior yadjustments with respect to taxes always have
an impact on the effective tax rate of the fisarythe adjustment belongs to. In figure 1 the

effect of a prior year adjustment was explained.
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Figure 1 Prior year adjustments

In year 2 the profit before tax is € 100.000,4slassumed that there afe

1=

no permanent and temporary differences and therdfe reported ang
the taxable profit are the same. With a statutaryrate of 25% the ta
expense is € 25.000,-. However, it seems that dkest paid in year 1
were € 10.000,- too low, which leads to a priorrya@djustment. Note that
in this simplified example the commercial balankeet is not affected. In

year 2 the total tax expense will be:
€ 25.000,- + € 10.000,- = € 35.000,-

After the prior year adjustment the effective tateris 35%

4.4 Summary

The effective tax rate of a company is the fractadnthe taxes a company pays and its
accounting profit. The taxes that should be paidhat statutory tax rate, named the tax
expense, are based on the company’s taxable pradiis computed as the statutory tax rate
multiplied by the taxable profit. Because of théfatence in the accounting and taxable
profit, there is a difference between the statutaxyrate and the effective tax rate. The four

main influences on the effective tax rate are:

- a mix of profits and losses in an internationaliesrvment;
- permanent differences between the economic antl@peofit;
- non-recognized losses;

- prior year adjustments.

Every company has to deal with these four factadstherefore the statutory tax rate and the
effective tax rate always differ from each otherrewhen a company only has activities in

the country in which they are settled.
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5. Prior research

5.1 Introduction

In this chapter an overview of the existing literat related to this study was given. First,
prior studies about interim reporting and the reteghip between future earnings and interim
reports were discussed. Then research about thgorebetween future earnings and interim

income tax data were presented.

5.2 The relation between future earnings and intem accounting data

The prediction of a company’s future earnings hasect relation with stock returns. Much
research examined the relationship between stdcknse and financial disclosures. It was
found that reporting frequency appears to havergract on the capital markets (Brown and
Rozeff, 1979; Butler, Kraft, and Weiss, 2007; Caipp and Peek, 2009; DeFond, Hung, and
Trezevant, 2007; Foster, 1977; Yee, 2003). BuHeaft, and Weiss (2007) investigated the
relationship between reporting frequency and howkdy earnings information is reflected in
the stock prices’ They found that quarterly reporting did not inceahe extent to which
share prices predicted earnings. However, they falsod a difference between firms that
voluntary increased their disclosures and firms tiware mandated by regulation. They
concluded that regulation forcing firms to reporbrm frequently improved the speed with
which earnings information was reflected in pri@eFond, Hung, and Trevezant (2007)
showed that companies with quarterly reports haeaker market reaction on their annual
report. The information is already impounded in sk&ck prices. Due to quarterly reports the
information asymmetry between managers and inv@staeduced. Cuijpers and Peek (2009)
found that quarterly reporting did affect the meubkms through which information reaches
investors and got impounded into share prices.rTiesults showed that firms with quarterly
reports had less information asymmetry among imveghan firms that reported on a semi-

annual basis.

Lee (1999) found that earnings prediction is andrtgnt objective in understanding the
relation between accounting data and equity vati@vever, little research has been done
about interim reporting and the impact on capitarkets (Butler, Kraft, and Weiss, 2007;

1% Relationship between reporting frequency and egeimeliness
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Cuijpers and Peek, 2009; DeFond, Hung, and Treve2807). More research should be
done on interim reporting in relation to the préidic of future earnings or the impact on
capital markets. This study tried to answer if fimereports have an impact on predicting

future earnings.

5.3 The relation between future earnings and intern income tax data

Research on the relation between future earningsra@rim income tax data is limited. Since
the beginning of the 2lcentury some studies have been performed and tesediscussed
in this section. Bauman and Shaw (2002) presenteorking paper where they examined the
usefulness of interim income tax disclosures indjateng future earnings and analysts’
forecast errors. They argued that estimations efdffiective income tax rate of a company
provide information about management’s expectatafrf®rthcoming earnings (Bauman and
Shaw, 2002).

Bauman and Shaw (2005) also investigated whethanggs in interim effective tax rates
were informative for subsequent quarterly earnifideeir research was conducted on listed
companies in the United States from 1994 througbl2(hey adjusted their sample by
eliminating companies with a negative effective itate or above 100 percent. The companies
in their study were listed on the New York StockcEange or on the NASDAQ and were
obliged to issue their financial statements in adance with US GAAP. Accounting
Standards Codification (ASC) 740, formerly knownFasS 109, mandates an approach for
interim financial reporting, under which estimasoat the end of each interim period should
be made about results of operations for the balahtee annual periot:: Companies should
calculate their interim tax expense by applying finecasted estimated annual effective tax
rate to the interim income (Janssen, 2009). Thddlimes of US GAAP are therefore similar
to the guidelines of IAS 34 as described in chapter

Bauman and Shaw (2005) provided evidence that ffeetee tax rate disclosed in the first
guarter gives information with respect to managdisexpectations for subsequent earnings.
This suggests that the disclosed managerial faieodshe annual effective tax rate are useful

in predicting future earnings.

1 ASC 740 can be found in Appendix C
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Schmidt (2003) examined whether changes in nemieceere caused by changes in effective
tax rates and how these changes in effective t#@s faelped predicting future earnings. He
found that the effective tax rate was negativeBoagmted with future tax changes and that the
effective tax rate (initial tax change componengswuseful in forecasting future earnings.
Schmidt (2003) also investigated to what extentestors incorporate the forecasting
implications of the effective tax rate into stodkcps. He argued that there is a positive and

significant relationship between the effective tate and future stock prices.

More research about the effective tax rate in imeeports was done by Guenther and Jones
(2002). They investigated whether an unexpectechgdan income tax expense resulting
from a change in the effective tax rate had theesaffect on firm value as an unexpected
change in pre-tax earnings. They found a negaélationship between the effective tax rate

and market returns or firm value.

In contrast to the studies that confirmed a retesiop between the effective tax rate and the
earnings prediction (Bauman and Shaw, 2003; BaumdnShaw, 2005, Guenther and Jones,
2002; Schmidt, 2003), there are also studies thabidabout the relationship. Some studies
suggested that the effective tax rate in interiqoréng is used to manage the earnings
(Dhaliwal, Gleason, and Mills, 2004; Comprix, Mjllend Schmidt, 2009; Cook, Huston, and
Omer, 2008; McGuire, 2009). McGuire (2009), for mexde, studied the explanations of a

fourth quarter decrease in the firms’ effective tate. He found that approximately 10

percent of the firms with a fourth quarter effeetitax rate decrease do disclose an
explanation about this decrease. Firms with lafgiective tax rate related’ earnings were

more likely to explain the decrease. Comprix ankkagues (2009) found that the estimated
annual effective tax rates of the first, second] @mird quarter were significantly higher than

the effective tax rate in the annual report. Dhali@nd colleagues (2004) found that firms
lower their fourth quarter effective tax rates teceenh or even overcome the analysts’
expectations. A change in effective tax rate cdwdde earnings management of tax planning

reasons which can influence the (expected) earnings

Calculating the income tax expense for interim rgpg requires judgment and estimation
(Gibson, 1995) and understanding income tax discdssin the financial statements is a
challenging task which requires specific knowle@igaskins, Ferris, and Selling, 2000). Due

to these difficulties analysts do not use interimooime tax data in their predictions about
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future earnings (Abdel-Khalik and Espejo, 1978; lBan and Shaw, 2005; Plumlee, 2003;
Schmidt, 2006). In contrast to Abdel-Khalik and &sp(1978), Brown et al. (1980) and

Abarbanell and Bushee (1997) did not claim thatysts fail to revise their forecasts on the
basis of interim reports and asserted that onédefvariables used by financial analysts is

annual effective tax rate.

In the Netherlands only a small percentage of comegalisted on the Amsterdam stock
exchange actually reported correctly accordingAt® B4 (Janssen, 2009). Theory asserts that
the decision to disclose correct or additional iinfation varies with the costs of disclosure
(Bagnoli and Watts, 2007).

5.4 Summary

There is a relationship between reporting frequear@y how quickly earnings information is
reflected in the stock prices. Firms that reporterfoequently improved the speed with which
earnings information was reflected in price. Due goarterly reports the information
asymmetry between managers and investors is rediitedpredictive value of accounting
data and the value of the equity is an importanpéailve for investors. Much research has
been done about annual reporting and the prediotihee of the annual reports. However,

little research has been done about interim repgpand the impact on capital markets.

Research on the relation between future earningsra@rim income tax data is limited. Since
the beginning of the 2century some studies have been performed. Thate @nsensus
about the predictive value of interim effective tate on future earnings. Bauman and Shaw
(2005) provide evidence that the effective tax @Hté&S firms, disclosed in the first quarter,
gives information with respect to management’s etgi®ns for subsequent quarterly
earnings. Some argued that there is a relationsétiween the effective tax rate and future
earnings (Bauman and Shaw, 2003; Bauman and SH@%, Zuenther and Jones, 2002;
Schmidt, 2003); others described doubts about mlgtionship (Dhaliwal, Gleason, and
Mills, 2004; Comprix, Mills, and Schmidt, 2009; dqgdHuston, and Omer, 2008; McGuire,
2009).
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6. Research design

In this chapter the design of the present reseaashpresented. First, the research question
and the corresponding hypothesis were discussedon8e the sample selection was
elaborated. Finally, the methodology and empirioaddel to test the hypothesis was
explained.

6.1 Research question and hypothesis

The European Transparency Directive (TD) has bedatighed in December 2004. The TD
makes it mandatory for companies listed on a Ewop&ock exchange to issue interim
reports. As of 2009 the TD came into force for Dulisted companies. Those companies are

mandatory to issue their financial interim repantsiccordance with IAS 34.

The annual effective tax rate is one componert@income tax disclosures within an interim
report. IAS 34 requires firms to estimate annuarapng expenses and then allocate these
estimates to interim periods. Income tax expenlesld be calculated using an estimation of
the effective tax rate expected for the full yeBne estimated annual effective tax rate is
applied to the income at the end of the interimqgekto calculate the annual tax expense. By
estimating this effective tax rate, managers havenake estimations about profits at year-
end. Therefore it could be argued that interimatife tax rates should be useful in predicting

future earnings.

When reviewing the literature there is still no sensus about the usefulness of interim
effective tax rates. Recent evidence by Bauman @haw (2005) and Schmidt (2003)
suggested that the annual effective tax rate, abed in the interim report, is useful in
predicting future quarterly earnings. Evidence mted by McGuire (2009) and Dhaliwal and
colleagues (2004) suggested that the interim e¥edbax rate is used to manage earnings.
However, all literature is based on US companias ram research is done on European or
Dutch companies or on companies that have to ifseie reports in accordance with the
International Financial Reporting Standards. Theeefthe main research question of this

study is:

Are annual effective tax rates, incorporated in interim income tax disclosures, useful in

predicting future earnings of Dutch listed companies?
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The expectation is that the interim effective taeris an indicator for predicting future
earnings. Due to the estimations managers have akenthe effective tax rate reflects
management’s forecasts about future tax expensksanings.

This leads to the hypothesi$he estimated interim effective tax rate can predict future

earningsin the samefiscal year.

6.2 Sample

The data for this study was collected from Thom&me Banker. In this database quarterly
data was available for all variables which weredusethe regression model. The effective tax
rate (ETR) was calculated as the total tax expelngeed (TTE) by earnings before tax
(EBT). The TAX and NONTAX components were derivedni EBT, earnings per share
(EPS) and ETR.

The time period that was examined in this studyec®v2005 through 2009. Before the
introduction of IFRS in 2005 IAS 34 already existadd did not change since the
implementation of the Standard in 1999. Due to fdet that IFRS was not mandatory for

listed companies before 2005 not all companieseajdrt in accordance with IFRS.

The research was conducted on Dutch listed compantee initial sample consisted of 176
companies. Six firms did not have any quarterlyadatd were deleted from the sample. 103
companies reported at the end of the second quartlgrin a semi-annual report, resulting in
many missing values of quarter 1 and 3. In the segtion was explained how is dealt with
those missing values. The final sample included c6mpanies and 1005 firm-quarter

observations.

In this research the hypothesis is tested for itise three quarters with all 1005 observations,
ignoring unusual or extreme observations, and debteexcluding a negative ETR and an
ETR above 100 percent.

6.2.1 Missing values
A researcher should strive to collect complete sétata. The quarterly data collected from

the Thomson One Banker Database contained a latissing values. Those missing values
occurred, because a lot of companies only issueidtarim report at the end of the second
quarter, the semi-annual report.
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From 67 companies all quarterly data was availédy¢he years 2005 through 2009. For 103
companies only interim data at the end of the sgcparter was available and therefore these

companies were removed from the sample.

The fact that there are missing values does nohraea should ignore the data immediately.

There were six procedures to cope with the misgaiges:

1. Eliminate the companies that only provide an imtereport at the end of the second
quarter.

2. Adjust the data for companies that only provide isenmual data. Create interim data
for the first and third quarter. For the first quesrby computing the average between
the fourth quarter of the previous year and themse@auarter of the current year. For
the third quarter by computing the average betwikersecond and the fourth quarter
of the current year.

3. Adjust the data for companies that provide quartddta. Create results for the first
half year by accumulating the first and the secguakter.

4. Adjust the data for companies that only provide isenmual data. Estimate the lacked
values for the first and third quarter.

5. Use imputation for substituting missing data. Thissimg data will be estimated by
software *?

6. Handcollect the data for the first and third quarifepossible.

Except for the first option, all possibilities wouleplace the missing values. The first one was
the most reliable one, because all rough databsilinaintained and no estimates are required.
The second through the fifth option make use afreges, which would harm the data. The
companies which provide semi-annual reports accatedltheir results of the first and the
second quarter. In order to draw reasonable coodsisthe data should be comparable.
Therefore the second option was not appropriatenany. The fifth and sixth option were
very time-consuming and was either not feasiblaatievable within the scope of this master
thesis. In this research was chosen for the fpsibn. However, it was important to take the
size and the representativeness of the sampleatmunt. Eliminating companies leaded to a
smaller sample size and it could lead to a samplehwwas not representative for the whole

2 IBM SPSS Missing Values' multiple imputation proaeglwill replace missing values with plausible msties
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Frequency

population. With 67 companies and 1005 observatibassample size was not violated. The
representativeness was tested by comparing theatipymaurve of the independent variable
EPS of the whole population (170 companies) anchthenality curve of the companies that
reported quarterly. Visual inspection of the noiitgaturves, shown in Figure 2, revealed that
the sample of the companies that reported quarteay still representative for the whole

population.

Figure 2Representativeness of the sample
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6.2.2 Sample composition

Table 9 and 10 presented information with respethé sample composition. The data were
obtained from the Worldscope Database. Table 10iged information about the size of the
firms and indicated that the companies in this damere large or medium c&pand have a
mean market capitalization of 5,57 billion dollar$able 10 showed the industry
representation. The sample consisted for 23,9%ddstrial firms, for 17,9% of financials
and investment companies, and for 14,9% of teclygicdbfirms. Those were the three largest

represented industries.

Y Large cap: < $ 5 billion and medium cap: $ 1 - $5o.
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Table 9Market capitalization
Mean St.dev.

Market Capitalization ($ Billions) | 5,57 2,91

~ Note: Market capitalization is defined as: Curritarket Price * Current Common Shares Outstanding

Table 10Industry representation

Industry Frequency Percentage
Oil and gas 2 3,0
Basic materials 3 4,5
Industrials 16 23,9
Consumer goods 8 11,9
Health care 6 9,0
Consumer services 9 13,4
Telecommunications 1 15
Financials and investment companies 12 17,9
Technology 10 14,9
Total 67 100

Note: The industries are defined according to tiustry Classification Benchmark Codes: Oil and (§&81),
Basic materials (1000), Industrials (2000), Consugm®ds (3000), Health care (4000), Consumer sesvic
(5000), Telecommunications (6000), Utilities (700Bhancials (8000), and Technology (9000).

6.3 Descriptive statistics
Table 11 and 12 provide an overview of the deseepstatistics on the variable ETR for the

whole sample and for the adjusted sample, excluBifig below zero and above 100. It was
important to look at the progress and changes @HNR. Some studies suggested that the
ETR was used to manage earnings (Comprix, Mills, &ohmidt, 2009; Cook, Huston, and
Omer, 2008; Dhaliwal, Gleason, and Mills, 2004; M&®, 2009). In the fourth quarter the
ETR would decrease (Dhaliwal, Gleason, and MilX)4£ McGuire, 2009).

The first conclusion was that there is no patteith vespect to the ETR for the whole sample.
The mean ETR was in the first quarter negativeD284), then rose to 0,3868 in the second
quarter, and finally declined to 0,2151 and 0,146®e third and fourth quarter respectively.
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When looking at the adjusted sample a pattern wasd. However, no evidence was found
for the suggestions made by Dhaliwal and colleag®@84) and McGuire (2009). During the
year the ETR became a little bit higher.

Table 11Descriptive statistics on ETR for whole sample

Quarter Mean St.Dev. Median 75%

1 -0,0234 5,1433 0,0514 0,2291 0,3117
2 0,3868 3,4584 0,0410 0,2082 0,3140
3 0,2151 3,4584 0,0422 0,2110 0,3054
4 0,1463 1,0014 0,0017 0,1712 0,3178

Note: The sample for these descriptive statistichides 299 firm-quarter observations for the finsarter, 312
firm-quarter observations for the second quart@v, f'm-quarter observations for the third quarterd 312
firm-quarter observations for the fourth quarter.

Table 12Descriptive statistics on ETR for adjusted sample

Quarter . 75%

1 0,2315 0,1704 0,0979 0,2451 0,3126
2 0,2262 0,1515 0,1028 0,2463 0,3173
3 0,2149 0,1443 0,0971 0,2337 0,3134
4 0,2405 0,1829 0,0987 0,2287 0,3298

Note: The adjusted sample for these descriptivestta includes 255 firm-quarter observationstfo first
quarter, 253 firm-quarter observations for the seloguarter, 244 firm-quarter observations for thigdtquarter,
and 211 firm-quarter observations for the fourtartger.

6.4 Methodology

To test the hypothesis the earnings prediction inoidBauman and Shaw (2005) was used.
EPS = Bo+ B1IEPS:4 + B2NONTAX g1 + BaTAX g1 + €4 Q)

This model consisted of three main variables: HRSNTAX, and TAX. The formula for
measuring the EPS was:

EPS = Earnings/ Average outstanding shayes
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EPS was calculated with the following forecastiegression formula (Brown and Rozeff,
1979):

EPS] =0pt (X]_EPSI_4 + O(Z(EPS]-l_ EP$_5) =0pt (X]_EPSl_4 + O(2AEP3|_1 (2)

Brown and Rozeff (1979) found that the quarterlsnesgs were related to earnings from the
same quarter in the previous year and the chantfeeirarnings of the preceding quarter and

the preceding quarter a year ago. Figure 3 illtetiréhis equation:

Figure 3EP$1: ap+ Q’lEP%A + Q’z(EP%_l— EP%5)

Change in
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As stated, the forecasting equation was:
EPS] =0t (X]_EPSl_4 + O(2AEP$|_1 (2)

Now the change in earnings per share from g-51aAEPS,.1) was divided into a TAX and
a NONTAX component. The ETR, a tax related compgngas impounded in the model to
find a relation between the earnings per sharetlame@ffective tax rate. This resulted into the

following formula:

AEPS,.1 = AEBTq;- (1 — ETR.s) + EBTy1- (ETRys— ETR.) 3)
| || |
NONTAX TAX
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This formula comprised two independent variabld3T Bnd ETRAEBT,.; was the change in
EBT from g-5 to g-1. The ETR was computed as tatalexpense divided by earnings before
tax. The term on the right side of the equation s&sn as the NONTAX term and could be
defined as the impact on EPS not due to ETR chafdgesETR was used as if it never has
been changed since g-5. In contrast to the NONT&¥ i the TAX term could be defined as
the impact of ETR changes on the EPS. In AppendtkeéAwhole derivation of the equation
was elaborated.

By substituting equation (3) into equation (2), &ipn (1) was derived. Equation (1) was the
regression prediction model that was used to testhipothesis. The expected signs of the

coefficients are shown above the model.
(+) (+) (+)
EPS] = Bo + BIEPS]4 + BzNONTAXq_l + B3TAX g1t €q (1)

All coefficients were expected to be positive aighsicant as each variable was expected to
have predictive value for future earnings per shArzording to Foster (1977) and Brown
and Rozeff (1979) the starting point for a foredastquarterly earnings were the earnings in
the previous year (g-4). There should be a posiglation with the EPS in the previous year.
In line with Bauman and Shaw (2005) and SchmidO&0a positive relation between the
year-to-year trend of EBT and the EPS was expeatiming that the ETR was unchanged.
Another positive relation was anticipated for th&XTcomponent, the difference in the year-
to-year ETR with regard to the EBT, implying thhétETR contained predictive information

about future earnings.

The predictive value for future earnings of the EWRs tested for the first three quarters of
the year. First the whole sample was tested usiodein(1). Then model (1) was adapted by
including the control variable ‘Company size’ (4)he bigger the company, the more
international operations they were expected to hawd the more complex they were
supposed to be structured. This could influenceeffective tax rate, as described in chapter

4. The company size was measured as the currekehtapitalization.

EPS = Bo+ BIEPS]4 + BzNONTAXq_l + B3sTAX g1t BsCompanySize £q (4)

35



Another control variable controlling for the spreaiddomestic and foreign income should be
impounded. The more a company earns their incomeadbthe more the effective tax rate
will be influenced by an international environmaevith different tax regimes. However, no
information about the spread of domestic and foréngome was available in the databases
and therefore these data should be handcollectee.t®time constraints with regard to this

master thesis, there has been chosen not to theexariable.

For some industries it is harder to estimate fuemenings, which could indicate that the
interim income tax data are less informative orfuise predict future earningdn the
previous section information was given about thaustry representation of the sample. Both
regression models (1) and (4) were applied to tireet largest representing industries:
industrial firms, financials and investment comganiand technological firms in order to test
the effect of the industry on the predictive vatifi¢he ETR.

Because of the introduction of IFRS in 2005 anditjglementation of the TD in 2009, both
years were tested separately to indicate whetleee thre changes in comparison to the whole

time period.

Finally, for all of the above stated tests, the gl@mvas adjusted. Firms with a negative ETR

and an ETR above 100 percent were eliminated.

6.5 Summary

The research question for this study is:

Are annual effective tax rates, incorporated in interim income tax disclosures, useful in

predicting future earnings of Dutch listed companies?

IAS 34 requires firms to estimate annual operaéirgenses and then allocate these estimates
to interim periods. Income tax expenses should d@leutated using an estimate of the
effective tax rate expected for the full year. Btimating this effective tax rate, managers
have to make estimations about profits at year-dindirefore it was argued that interim
effective tax rates are useful in predicting futeeenings. This resulted into the hypothesis:

The estimated interim effective tax rate can predict future earningsin the same fiscal year.

The data for this study was collected from Thom&me Banker. In this database quarterly
data was available for all variables that were ugetthe regression model. The research was
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conducted on 67 Dutch listed companies in the fi@god 2005 to 2009 and included 1340

firm-quarter observations.

To test the hypothesis the following earnings preoin model was elaborated:
EPS, = Bo+ P1EPS4 + PaNONTAX g1 + BsTAX g1 + &g

This model was extended by including the controlalde ‘Company size’:
EPS =Bo+ B1EPS.4 + B2NONTAX g1 + BsTAX g1 + BsCompanySize +q

For the first three quarters the full sample waset# by both the earnings prediction model
and the extended earnings prediction model. Botllaisowere also applied to the three
largest industries, represented in the sample. tidmesition years 2005 and 2009, with the

introduction of IFRS and the implementation of T2 respectively, were separately tested.

Finally, the sample was adjusted by eliminatinghérwith a negative ETR and an ETR above

100 percent. The above explained tests were repeadtie the adjusted sample.

7. Results and analysis

The previous chapter presented the hypotheseshandgearch design. In this chapter the
relevant summary statistics and the results weserted.

7.1 Results for the earnings prediction model

The full sample consisted of 299 firm-quarter olkagons for the first quarter, 312 firm-
quarter observations for the second quarter, adfiz®-quarter observations for the third
qguarter. The adjusted sample consisted of 172 duarter observations for the first quarter,
200 firm-quarter observations for the second quaeed 211 firm-quarter observations for
the third quarter. Table 13 presented the maintseand statistics for the full and the adjusted
sample, corresponding to the earnings predictiondenoEPG = Bo + B:EPS4 +
Bo2NONTAXq1 + BsTAX g1 + €. The variables of the regression model were shamdh for
each quarter the coefficients and the significafloetween brackets) were noted. The
descriptive statistics, the correlations, the modemmary, and the coefficients were
presented in appendix E.
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Table 13Summary statistics earnings prediction model

Variable Q1 Q1 Q2 Q2 Q3 Q3
Sample¢ full adjusted full adjusted full adjusted

Intercept 0,057 0,066 0,131 0,103 0,155 0,248
(AR (0,010)* H(eHelerikas (0,006)* H(eAees)kas (0,000)*

EPS(q-4) U 0662 ROk 0578 Nollsxh N 0,171
Ol (0,000)* REONLDEN (0,000)* HeNeEL (0,000)*

TAX -0,008 XV EEN 0,009 NN 0,047  [EfekY]
N (0,853) NOBGERY (0,129) NEIESEY (0,464)

NONTAX :0,011  BCKIN 0,011  EXI 0,008 [
NN (0,103)  NONOERES (0,035)* NEIAE (0,149)

R 0,265 0,581 0,192 0,430 0,028 0,110

* = significant at 5% level
** = significant at 10% level

There was a relationship between the EPS in thaque year (EPS(g-4)) and the EPS to be
assessed. The coefficient of EPS(g-4) was poséne significant, which is in accordance
with Brown and Rozeff (1979) and Foster (1977)gémeral, no evidence was found for the
relation between the TAX and NONTAX items and thBPSE This is contrary to the
expectations and not in line with the evidence tblmy Bauman and Shaw (2005). In the
second quarter the coefficient of the NONTAX valgalwas significant at a 10% level.
However, the coefficient had a negative sign, whags not as expected. For the adjusted
sample, the coefficients of EPS(g-4) were againtipesand significant indicating that the
EPS in the previous year contain predictive infdraraabout the current EPS. In general the
coefficients of TAX and NONTAX variables were nogrsificant. As for the full sample, in
the second quarter the coefficient of the NONTAXialale was significant, but negative.
Contrary to the expectations, the results indi¢thst the ETR does not have any predictive
value about future earnings. The hypothesis that @stimated interim effective tax rate

predicts future earnings in the same fiscal yea regected.
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7.2 Results for the extended model

The extended model includes company size as adtoratriable, because bigger companies
could operate in a more international environmartich could influence the effective tax
rate and therefore the predictive value. The fathple in the extended model consisted of the
same firms-quarter observations as in the earngmgdiction model. The adjusted sample
consisted of 168 firm-quarter observations forfihe quarter, 196 firm-quarter observations
for the second quarter, and 207 firm-quarter olsems for the third quarter. Table 14
presented the main results and statistics foruheamnd the adjusted sample, corresponding to
the extended model: ERS Bo + B1EPS4 + BaNONTAX g1 + BsTAX g1 + BsCompanySize +

gq. The variables of the regression model were shanehfor each quarter the coefficients and
the significance (between brackets) were noted.dHseriptive statistics, the correlations, the

model summary, and the coefficients were presantagpendix F.

Table 14Summary statistics extended model

Variable Q1 Q1 Q2 Q2 Q3 Q3
Sample¢ full adjusted full adjusted full adjusted

Intercept 05 0,070 ORI 0,105  [elki N 0,240
(OGN (0,009)* NONEEN (0,009)* HONokEA (0,000)*

EPS(g-4) ORI 0,666 [k 0575 Mokl 0,168
OROO)E (0,000)* NGNS (0,000)* NENeEE) (0,000)*

TAX 5ol -0,006  [eNelra Y -0,012  [ReNels s -0,036
OISR (0,642) NONGEEHEE (0,297)  NEEZEARY (0,453)

NONTAX -0,010 KK 0,009 [GNIVEEN 0008  JoXololo
ONESEN (0,068)* NOIZEENS (0,181) NEEEEHE (0,969)

MarketCap 0,003 ECKICEN 0,007 [EofereB 0,076  JoNops:
0,921) NOREEM (0,856) NCX MM (0,225) NCOKLL)

R 0,265 0,585 0,192 0,430 0,033 0,114

* = significant at 5% level
** = significant at 10% level

Controlling for company size did not lead to di#fat results for both the full and the adjusted
sample. Again, the coefficients of the EPS(g-4) evpositive and significant indicating a

predictive value of the current EPS.
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7.3 Results for three largest industries
The three largest industries represented in theplgarare industrials, financials and

investment companies, and technological comparkes.some industries it is harder to
estimate future earnings and therefore to prediciré resultsThe analyses were repeated for
these three industries separately. Because comgiarydid not show any effect in the
previous analysis, this control variable was lait o0 the next analyses and the earnings

prediction model was used.
7.3.1 Industrials

The full industrial sample consisted of 69 firm-gea observations for the first quarter, 70
firm-quarter observations for the second quarted @0 firm-quarter observations for the
third quarter. The adjusted industrial sample ediof 50 firm-quarter observations for the
first quarter, 55 firm-quarter observations for teecond quarter, and 56 firm-quarter
observations for the third quarter. Table 15 preskithe main results and statistics of the
regression model for industrial companies. For eaclarter the coefficients and the
significance (between brackets) were noted. Thergeive statistics, the correlations, the

model summary, and the coefficients were presantagpendix G.

Table 15Summary statistics Industrials

Variable Q1 Q1 Q2 Q2 Q3 Q3
Sample full adjusted full adjusted full adjusted

Intercept 0,63 XN 0,170 [FCOE 0,152 ¥R
Ok (0,012)* RGNOEe) (0,000)* N(OKolL) (0,001)*

EPS(q-4) 0,055 [IIPEEN 0,035 JKYCEEN 0,165  JOER{S
O (0,000 ROREHIEY (0,002)* HORERN (0,110)

TAX 0,036 YA 0,077 JXZZEEM 0565 RN
(0,511) KCOKL)M (0,754) KOEL)ME (0,069) ROXlrk

NONTAX :0,085 [EJN 0,196 E:EEE 0,030  EoKorg!
(00025 (0,000)* REONEE)IY (0,020 Nk (0,108)

R 0,109 0,456 0,190 0,321 0,085 0,195

* = significant at 5% level

** = significant at 10% level
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Within the full industrial sample, no evidence wasnd for the relation between the TAX
and NONTAX items and the EPS. In contrast to thedyams in section 7.1 and 7.2 the EPS of
the previous year did not have any predictive valtentrary to the full industrial sample
some differences could be observed in the adjusthastrial sample. In the first quarter the
coefficients of the three variables were all sigaifit and therefore it could be argued that
they have predictive value for future earnings. ldegr, both TAX and NONTAX were
negatively related to EPS, which is not in linehatihe expectations. In the second quarter the
coefficient of the EPS(g-4) variable was positived asignificant and the coefficient of the
NONTAX variable was negative and significant. Ire tthird quarter only the coefficient of
the TAX variable was significant, but negative. Bog industrial firms it could be concluded
that the tests give mixed results.

7.3.2 Financials and investment companies

The full financials and investment companies samptsisted of 54 firm-quarter
observations for the first quarter, 57 firm-quaméservations for the second quarter, and 53
firm-quarter observations for the third quarter.eThdjusted financials and investment
companies sample consisted of 22 firm-quarter ebsens for the first quarter, 35 firm-
guarter observations for the second quarter, anfir@Bquarter observations for the third
quarter. Table 16 presented the main results aatilstats of the regression model for
financials and investment companies. For each guéne coefficients and the significance
(between brackets) were noted. The descriptiveisstat, the correlations, the model

summary, and the coefficients were presented iergig H.
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Table 16Summary statistics Financials

Variable Q1 Q1 Q2 Q2 Q3 Q3
Sample¢ full adjusted full adjusted full adjusted

Intercept 0,180 0,230 0,093 -0,096 0,080 0,240
(G (0,494)  Hvde)s (0,711) Ry i (0,293)

EPS(qg-4) W 0578 Nolel Y 0,855  [OUEERSN 0,424
(R0 (0,022)* R (0,000 RENZ)ES (0,038)

TAX 0,102 ISEIEEN 0117 KXo 0,059  JoMoik!
OO (0,328)  NORZOI (0,795) NN (0,952)

NONTAX -0,020  BGRCIEN 0,068 ROKEN 0,023 JoNor
ONER (0,117) ROBE (0,641) NONZTN (0,602)

R 0,202 0,425 0,248 0,443 0,080 0,175

* = significant at 5% level

** = significant at 10% level

In the full financials and investment companies gi@nno evidence was found for the
relation between the TAX and NONTAX items and tHfeSE The EPS in the previous year
had, as already seen in section 7.1, predictiveevidr the EPS. However, in quarter 3 it was
marginally significant at a 10% level. In the ad@gk financials and investment companies
sample the coefficients of TAX and NONTAX variabl@sre not significant, indicating that

the ETR did not have any predictive value abouiriearnings.
7.3.3 Technological companies

The full technological sample consisted of 45 fgomarter observations for the first quarter,
45 firm-quarter observations for the second quagted 45 firm-quarter observations for the
third quarter. The adjusted technological samplesisted of 21 firm-quarter observations for
the first quarter, 22 firm-quarter observations foe second quarter, and 33 firm-quarter
observations for the third quarter. Table 17 preskihe main results and statistics of the
regression model for technological companies. Faohequarter the coefficients and the
significance (between brackets) were noted. Thergeive statistics, the correlations, the

model summary, and the coefficients were presantagpendix .
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Table 17Summary statistics Technological companies

Variable Q1 Q1 Q2 Q2 Q3 Q3
Sample¢ full adjusted full adjusted full adjusted

Intercept 0,012 0,004 0,077 0,081 0,082 0,086
(OWARARS (0,905) HUZAES (0,129) H(eAZ2s (0,034)*

EPS(g-4) OH S 0,368 [kl 0,338 [oere 0,296
OIZERE (0,063)** NOMEIES (0,125) NNl (0,000)*

TAX Nlelel s 0,351 [olora Y 0,282 [ReleRE 0,028
IOl (0,005)* NGEKLOIY (0,667) NEIFEARY (0,522)

NONTAX -0,157 [EORGEEE 0,043 RNkl 0,010  JoXoik!
IOl (0,000 NOFEEES (0,432) NEIZEEA (0,285)

R 0,513 0,653 0,073 0,220 0,279 0,275

* = significant at 5% level
** = significant at 10% level

Within the full technological sample, the coeffitie of the TAX and NONTAX variable in
the first quarter were significant and negativertfi@rmore, no evidence was found for the
relation between the TAX and NONTAX items and tHeSE In contrast to the first and the
second quarters, the third quarter showed a sogmifiand positive relation between the EPS
in the previous year and the EPS. Within the adpiséchnological sample, the coefficients
of the three variables in the first quarter welesgnificant and therefore it could be argued
that they contained predictive information. Howevmth TAX and NONTAX are negatively
related to EPS, which is not in accordance with éRpectations. Again, the results were
mixed and it was not possible to draw a generaticsion.

7.4 Year 2005

Since it was mandatory for European listed comatoeissue their financial statements in
accordance with IFRS in 2005, the analyses wereategd for data of the transition year 2005
only. The full 2005 sample consisted of 51 firm4dernobservations for the first quarter, 55
firm-quarter observations for the second quarted &0 firm-quarter observations for the
third quarter. The adjusted 2005 sample consist@d dirm-quarter observations for the first
quarter, 27 firm-quarter observations for the selcgmarter, and 33 firm-quarter observations

for the third quarter. Table 18 presented the masnlts and statistics of the regression model
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for the year 2005. For each quarter the coeffisiantd the significance (between brackets)
were noted. The descriptive statistics, the caticela, the model summary, and the

coefficients were presented in appendix J.

Table 18 Summary statistics year 2005

Variable Q1 Q1 Q2 Q2 Q3 Q3
Sample¢ full adjusted full adjusted full adjusted

Intercept 0,164 0,060 0,222 0,076 0,244 0,152
(R0l (0,391) H(eRe RN (0,063)** H(0R0EEAEY (0,016)*

EPS(q-4) 0,671 EFRIZ:EEN 0509 [OEECEEN 1051  [OKES
(OROKEN (0,000)* NGNeE)EN (0,000)* NENLE)EN (0,002)*

TAX 0,133 [OXYAEN 0091 [EEEOEN 0,223 [yl
AN (0,827) RO (0,207) HONOESET (0,040)*

NONTAX 0,014 [OXJ’SEN 0100 [EXVLEN 0,127  JoXoSL
)R (0,787) NOREORE (0,225) MMk (0,163)

R? 0,222 0,675 0,617 0,852 0,479 0,444

* = significant at 5% level

** = significant at 10% level

Within the full 2005 sample, no evidence was fodmdthe relation between the TAX and
NONTAX items and the EPS. As was found in previamalyses, the coefficients of the
EPS(g-4) were significant and positive. In thedhguarter all coefficients were significant.
However, the coefficient of the TAX variable hachegative sign, which is not in line with
the expectations. Within the adjusted 2005 santple,coefficients of the EPS(g-4) were
significant and positive. Additionally, the coefat of the TAX variable was significant and

positive in the third quarter.

7.5 Year 2009

Since 2009, Dutch listed companies were mandatorgsue interim reports, because of the
implementation of the European Transparency DwectiTherefore the analyses were
repeated for data of the transition year 2009. ftlle2009 sample consisted of 67 firm-
guarter observations for the first quarter, 67 fgoarter observations for the second quarter,
and 66 firm-quarter observations for the third ¢gerarThe adjusted 2009 sample consisted of

44 firm-quarter observations for the first quartet, firm-quarter observations for the second
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guarter, and 46 firm-quarter observations for thedtquarter. Table 19 presented the main
results and statistics of the regression model ther year 2009. For each quarter the
coefficients and the significance (between bragk&tse noted. The descriptive statistics, the

correlations, the model summary, and the coeffisi@rere presented in appendix K.

Table 19Summary statistics year 2009

Variable Q1 Q1 Q2 Q2 Q3 (OX]
Sampl¢ full adjusted full adjusted full adjusted

Intercept MO 0,043 [OM -0,017  [oes 0,227
OIelXhE (0,582) NGNS (0,830) NEI:HE) (0,001)

EPS(g-4) -0,405 ORI 0,132 NEVIEN 0,004 JoXok
Rk (0,000 NEIZERRS (0,325) NEIELEHEY (0,402)

TAX -0,030 NP 0,057 NI 0,059  NoXoyas
ORI (0,057) RO (0,124) NENEEE (0,421)

NONTAX -0,006  EKerI N 0,060 NI 0,003 JoXolols
ONERES (0,078)* Nzl (0,130) NEICEERE (0,539)

R? 0,146 0,329 0,058 0,094 0,003 0,033

* = significant at 5% level
** = significant at 10% level

In first quarter of the full 2009 sample it was fauthat the EPS(g-4) significantly contributed
to the prediction of EPS. In the first quarter led tadjusted 2009 sample, EPS(g-4), TAX, and
NONTAX significantly contributed to the predictiaf EPS. All significant contributions to
the prediction of EPS were found to be negativackvis not in line with the expectations.
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8. Conclusion

IAS 34 provides guidelines about interim reportitg Dutch listed companies. The
recognition and the measurement of assets, li@silincome, and expenses in interim reports
are the same as in reports on annual basis, exoephcome taxes. For income taxes
management makes estimations about the whole fy@zal They are supposed to calculate
their interim tax charge by applying the forecaséethual effective tax rate to the interim
period income. The effective tax rate of a compiarthe fraction of the taxes a company pays
and its accounting profit. Forecasting the anntfgicéve tax rate requires estimations about
year-end earnings and non-deductible items. Makimgge estimations is rather difficult,
because the effective tax rate is influenced bgdsubjects. The four main influences are:

- a mix of profits and losses in an internationaliesrvment;
- permanent differences between the economic antle@peofit;
- non-recognized losses;

- prior year adjustments.

Due to these influences the effective tax rate pbwthffers from the statutory rate. Because of
the estimations about year-end earnings it couldrgaed that the effective tax rate contains

information about future earnings.

There is still no consensus about the usefulnesetefim effective tax rates. Bauman and
Shaw (2005) and Schmidt (2003) suggested thatrthead effective tax rate, disclosed in the
interim report, is useful in predicting future qteaty earnings. However, McGuire (2009) and
Dhaliwal and colleagues (2004) found evidence thatinterim effective tax rate is used to

manage earnings.

This study tried to find evidence that the effeettex rate, issued by Dutch listed companies
in their interim reports, has predictive value abioture earnings. The main research question

of this study was:

Are annual effective tax rates, incorporated in interim income tax disclosures, useful in

predicting future earnings of Dutch listed companies?

It was hypothesized that the effective tax ratgoreed in an interim report, contained
information about future earnings. This was in kmiéh research done by Bauman and Shaw
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(2005) in the United States on listed companiesiired to report in accordance with US
GAAP, ASC 740. The guidelines about interim repaytfor income taxes in ASC 740 are

similar to those of IAS 34.

The results of the present study showed no evidémaethe effective tax rate contained
information about future earnings for Dutch listammpanies and the hypothesis was rejected.
A common earnings prediction model was used tochlse earnings on prior quarterly
observations. The Foster model (Foster, 1977) waptad by implementing the effective tax
rate. This model was also used by Bauman and SP@0bJ. First of all, all companies with
guarterly data were tested. Then the sample wasstadj in accordance with the restrictions
as mentioned in the study of Bauman and Shaw (20Gsts on both samples rejected the
hypothesis, because only the earnings per shardeofprevious year were significantly

predictive for future earnings.

Secondly, the model was adapted by adding the aowériable ‘Company size’. Bigger
companies are structured more complex and have mi@mational operations, which could
influence the effective tax rate. No evidence wamftl for the effect of company size on the

predictive value of the ETR in both samples.

For some industries it is harder to estimate fuemenings, which could indicate that the
effective tax rate is less informative or useful geedict future earningsThe earnings

prediction model was tested for the three largegrasenting industries in the sample:
industrial firms, financials and investment comganiand technological firms. It could be a
coincidence, but for the adjusted sample of ingaistthe hypothesis was not rejected in the

first quarter. For all other tests the hypothesas wejected.

Another distinction was made between the transiyiears 2005 and 2009. Since 2005 it is
mandatory for Dutch listed companies to issue theancial statements in accordance with
IFRS and since 2009 they are mandatory to issuerinmt reports, because of the
implementation of the European Transparency DiwectAgain, for all tests the hypothesis
was rejected, indicating that the effective taxe rebntained no predictive information about

future earnings.
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9. Discussion and future research

In this study no evidence was found that the effectax rate contained information about
future earnings for Dutch listed companies. Cogttarthe expectations based on previous
research of Bauman and Shaw (2005), the effectixadte provided in interim reports did

not predict future earnings.

In order to understand the difference betweendkalts of the American study (Bauman and
Shaw, 2005) and this master thesis, two explanstimould be given. First, there is no
obligation for Dutch listed companies to indeperiecheck their interim reports. In Figure
4 it was stated that only for the annual reporiretependent auditors’ report must be made
and that for semi-annual and quarterly financigbrés a review by an independent auditor is

not mandatory.

Figure 4Assurance on financial statements in the Nethedand

Dutch listed companies

A
v

Annual report Semi-annual Quarterly
report report

Assurance Independent Review Review
auditors’ report Not mandatory @ Not mandatory

This is in contrast to the United States, whereSbeurities and Exchange Commission (SEC)
requires public US companies to engage an indepénaleditor to review the interim
financials (Ettredge et al., 2000; Manry et al.02Din order to enhance the quality and
reliability of interim reports (SEC, 1996). Prioesearch was done on reviewing interim
reports. Manry, Tiras, and Wheatley (2003) foundt theviewing the interim financial
statements increased the relevance and reliabilithe reported earnings. Ettredge, Simon,
Smith, and Stone (2000) also investigated whetineely reviewing helped to improve the
interim statements. They found that companies tintiely reviews have fewer adjustments in
the fourth quarter than companies that did notesgviheir interim reports. Alves and Dos
Santos (2008) provided evidence that mandatorytedidjuarterly reports impounded more

significant price reactions than unaudited quaytiniancial statements.
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A second explanation for the difference betweenAheerican study of Bauman and Shaw
(2005) and the present study might be that finaistedements in the Netherlands were not set
up in accordance with IAS 34. Because it is not dadory to review the interim reports, the
quality of the income tax disclosures and the datmn of the effective tax rate could be
lacking. The reason for not reporting in accordatacéAS 34 could be that issuing interim
reports is hard to understand and therefore varg-tonsuming (Haskins, Ferris, and Selling,
2000) Because understanding income tax disclosures ejuspecific knowledge, it
increases the costs of issuing an interim reagnoli and Watts (2007) found that the
decision to disclose correct or additional inforimiatvaried with the costs of disclosure.
Janssen (2009) indicated that only a small pergendé the Dutch listed companies reported
in accordance with IAS 34 when it comes to inteimcome tax disclosures.

In order to further investigate the two explanasiéor the difference between the outcomes of
the American and the Dutch study, suggestionsuturé research were provided. In the next
subsection, a first initiative for investigatingetiquality of income tax disclosures was given.
In order to preliminary investigate the qualityio€ome tax disclosures, the interim report for
the second quarter of 2009 of the 25 companiesdlish the Amsterdam Exchange Index
(AEX) were examined. In Appendix D an overview wagen of the companies that were

reviewed and the companies that were not. Besttlesway each company disclosed about
income taxes was shown. Four companies (16%) edgagendependent auditor to review

their interim report. Six companies (24%) providédir interim income tax disclosures in

accordance with IAS 34. Of these six companiesviece reviewed by an independent audit
firm. In example 9 the tax disclosure of Aegon lgberated to show an example how to

calculate the tax expense.

Example 9ncome tax disclosure Aegon Quarter 2 2009

TAXES
Taxes on income in the interim periods are accrusidg the tax rate that would be

applicable to expected total annual earnings.

Twelve companies (48%) did disclose any informatidiout their effective tax rate and 7

companies (28%) used IAS 12 to calculate and rdpeit effective tax rate.
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In example 10 the income tax disclosures of thetguy results of Unilever were presented

to show an example how 28% of the AEX listed congsdid report.

Example 1adncome tax disclosure Unilever Quarter 2 2009

TAXATION
The effective tax rate for the quarter was 29,4%gared with 24,6% for 2008.
The tax rate is calculated by dividing the tax deby pre-tax profit excluding the

contribution of joint ventures and associates.

In the income tax disclosure of Unilever for thestfiquarter of 2009 the effective tax rate was
29,4%. It was described that the effective tax ratealculated as the tax charge divided by
the profit before tax. In appendix L the incomdestaent is enclosed. It can be concluded that
Unilever did not apply the guidelines of IAS 34t bley calculated the effective tax rate as

mentioned in example 2 of chapter 3.

To summarize, only a small percentage of the Diisted companies disclosed information
about their effective tax rate in conformity witAS 34. Even when the interim financial
statements were reviewed the disclosures were Inatya drafted as they should be. The
latter is an interesting observation, because wemg the interim financial statements
enhances the quality of the disclosures (Alves Biod Santos, 2008; Manry, Tiras, and
Wheatley, 2003).

10. Limitations

The present research contained some limitatiomst, Fi could be the case that the data used
for this research was not in accordance with IASABlstated in chapter 9 a small percentage
of the Dutch listed companies report in accordanwdé IAS 34. This means that in this
research actual figures for the quarter were usstead of estimated annual effective tax
rates. The effective tax rate, implemented in tloeleh might be a fraction of the tax charge
and the profit before tax of that certain quariédre quality of the interim reports of Dutch
listed companies might influence the outcomes efptesent study.
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Another limitation of this research concerns the athe earnings prediction model. It would
be unwise to rely completely on this model. Paléfa@. and colleagues (2007) stated that the
model is good enough to be “in the ball park” ingnarcumstances.

A third limitation of this study was the availalyliof the data. A lot of companies only
provided semi-annual reports. Therefore the sasipkedecreased from 170 to 67 companies.
Although, there were enough observations and thmpleawas representative, this might have
influenced the results of the study. The obsermatir the adjusted sample were in the tests
of the three industries and the year 2005 and 2b0®ed due to the fact that a lot of
observations had to be eliminated. However, thegmee of this limitation should not lead to

different conclusions.

A final limitation of this research was the way tth@ta was obtained. The data consisted of
actual figures instead of estimations, as was roeatl in the first section of this chapter.
Collecting the data by hand would not solve theébfmm. However, it would give an insight
in the adjustments that should be made to estith&ennual effective tax rate. This self-
estimated annual effective tax rate could be aggbethe interim income before tax. Then it
was possible to use one of the other methods taaepghe missing values, as described in
section 6.2.1. A more reliable and significant dosion could have been reached if the data
was contained in this way. As stated in the previchiapter, it is also a possibility for future
research. Again, the presence of this limitatioousth not lead to different conclusions.
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* International Accounting Standard 12, Income Taxes
» International Accounting Standard 34, Interim FitiahReporting
US GAAP
* Accounting Standards Codification (ASC) 740
Tax treaty

Tax treaty The Netherlands — Czech Republic 19/fdréal in 1996)
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Author(s)

Object of study

Disclosures and future earnings

Abdel-Khalik, R.A.

Investigating the relation
between the disclosure of

Table of literature

Sample and method

Regression analysis with the

Overview results

Accuracy of annual earnings forecas
is highly correlated with the

Vanderweide, J. H.

Espejo, J. interim earnings and the el announcement of interim earnings.
a;]ccuracy of dearnlkrjllgs ;orecas - actual earnings per share of year-  Analysts use the signals provided by
= are made public by - forecasted annual earnings per the disclosure of interim reports.
security analysts. share which are made for year

after the announcement of third
quarter earnings
- fiscal year for which forecasts
are made.
- arandom error
- 1976
- 97 firms in different industries
Brown, L. D. Comment on the paper of Literature review Analysts do not significantly fail to
Hughes, J. S. Abdel-Khalik and Espejo revise their forecasts due to interim
(2978). reports.
Rozeff, M. S.

Brown et al. do not agree nor disagr
with Abdel-Khalik and Espejo.

frequency of interim financial
reporting using the Kyle
framework (Kyle, 1985):

1985) with variables:
- securities prices
- trading volume
- market liquidity

- analysts' information acquisitiorn
expenditures

Brown, L. D. Investigating how interim Compare annual forecasts of analystiterim accounting data has predictive
Rozeff, M. S. accounting reports are used f two without interim data an two with| value for improving forecasts on future
a class of capital market interim data. quarterly earnings.
participants.
- 1972-1976
The goal is to improve the
forecasts of future quarterly | - 50 US firms
earnings.
Yee, K. K. Examining the impact of the | Multiperiod Kyle framework (Kyle, | - More frequent interim reporting

improves the information content of
securities prices, reduces reporting
day price volatility and trading
volume, and enhances market
liquidity.

More frequent reporting induces
analysts to increase their redundant
information expenditures.
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Mensah, Y. M.

Examining the extent to whic
the frequency of interim

Regression analysis

Semi-annual reporting will lead to
lesser price volatility.

Werner, R. i i
financial - 1991-2001 | .
reporting affects stock price Quartery reporting appearsto
. i } emphasize capital market volatility i
volatility over the course of a| - Firms of four countries: the United States and Canada as
fiscal year. 3965 USA, compared to the capital markets in
1416 Great-Britain, 310 Great Britain and Australia.
Australia, and 540 Canada ) ) ) o
Financial statements in Great Britain
and Australia were more value-
relevant than those in the United
States.
Butler, M. B. Investigating whether Regression analysis Little evidence of differences in
Kraft A G financial reporting frequency timeliness between firms r_eporting
_ T affects the speed with which | - 1950-1973 quar.terly and thqse reporting on a
Weiss, I. S. semi-annual basis.

accounting information is
reflected in security prices.

Interim income tax disclosures

Bauman, M. P.
Shaw, K.W.

Examining the usefulness of
interim income tax disclosure
in predicting future earnings

and analysts' forecast errors.

- 28824 reporting observations

- 3702 firms of NYSE and AMEX

Regression analysis with:

- Earnings before tax

- Annual effective tax rate
- Earnings per share

- 1994-1999

- 6800 firm-year observations

Evidence that firms that voluntarily
report quarterly experience an
increased timeliness in contrast with
firms who are mandated to report
quarterly.

Interim income tax rate disclosures 3
useful in predicting future earnings

Analysts underutilize effective tax ra
information in interim reports.

LI

e

Bauman, M. P.

Investigating whether
managerial forecasts of annu

Regression analysis

Interim effective tax rate disclosures
are useful in predicting next-quarter

Shaw, K.W. _ _ :
effective tax rates (from Decomposing quarterly earnings earnings.
interim reports) are useful in | changes into a tax- and nontax-
predicting future quarterly related components.
earnings.
- 1994-2001
- 1493 US firms of different
industries
Schmidt, A. P. | Investigating whether and Regression analysis Effective tax rate is negatively

under what circumstances
changes in net income cause
by changes in effective tax
rates persist.

Decompose the effective tax rate in
an initial and revised
portion.

associated with future tax changes.

Initial component of effective tax rate
is useful in forecasting future
earnings.
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Schmidt also examines
whether the effective tax rate
aids in forecasting future
earnings.

- 1994-2001

- U.S. Compustat firms with
available annual and quarterly
data.

Guenther, D.

Jones, D.

Examining whether an
unexpected change in incom
tax expense, resulting from a
change in effective tax rates,
has the same effect on firm
value as an unexpected char
in pre-tax earnings.

Secondly they investigate the
stock price response
associated with an unexpecte
change in income tax expens
due to a change in ETR.

ETR and earnings management

Regression analysis
- 1995-2006

- 30,848 firm-year observations

Unexpected change in tax expense he
a positive and significant effect on the
firm value.

The valuation impact of unexpected
tax expenses is the largest in the third
and fourth quarter.

Dhaliwal, D. S. | Investigating the relationship | Regression analysis - Firms lower their effective tax rates
Gleason. C. A. | between tax expense and when they do not meet forecasts.
_ earnings management - 1986-1999
Mills, L. F. _ - Firms lower their tax expense if the dc
- 14942 observations not achieve related targets.
- Evidence that reported taxes are used
to manage earnings.
Comprix, J. Examining whether the Regression analysis - Annual effective tax rates estimated |ir
Mills. L. E. quarterly reported annual the first, second, and third quarter are
- d AP effective tax rate are - 1987-2006 higher than year-end effective tax
chmidt, A. P. biased in comparison to year . rates.
d actual effective t t - 293 observations
€na actual efiective taxrate. - Estimates are used to manage earnin
Investigate whether firms usd when analysts’ forecasts are not mef.
estimates for earnings
management.
Cook, K. A. Investigating whether the tax| Regression analysis - Firms that miss earnings forecasts dp
Huston. G. R. planning have influence on th invest more to realise a reduction in
o T c association of effective tax | - 2000-2004 the effective tax rate in the third and
mer, T. C. q
rate changes and earnings . 11,642 firm-years fourth quarter.
management.
McGuire, S. Examining whether voluntary| Regression analysis - 10 percent of the firms with a decregs

explanations are provided for
a decrease of the effective ta
rate in the fourth quarter.

- 2003-2004

- 200 earnings announcements t
contain tax-related explanation
and 2,308 that do not.

nat

in effective tax rate in the fourth
guarter explain the decrease.

Firms with more tax-related earnings
are more likely to explain the
decrease.
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Appendices

Appendix A

The derivation of the equation (3):

ANl = Nk — Nl

ANI; = EBT;- (1 - ETRA) —EBT.1 - (1 — ETRA.)

ANI; = EBT;- (1 - ETRA) — (EBT; - AEBT)) - (1 - ETRA.)

ANl =AEBT; - (1 - ETRA.) + EBT; - (ETRA.1- ETRA)

or when predicting the change in net income ofpitezeding quarter:
ANlq1=AEBT1- (1 — ETRus) + EBTq1 - (ETRys— ETR;)

where:

NI is net income,

EBT is earnings before tax
ETRA is annual effective tax rate

which leads to the equation (3):
AEPS;1=AEBT,1- (1 — ETR.s) + EBTq1- (ETRys— ETR;.)

The change in earnings per share is predicted uatem (3). Earnings per share is just
another variable used to measure the profitalolity company. It was also possible to choose
another dependent variable, such as, earnings toinnbeme. In order to make a good
comparison between the companies one should cdoedompany size. But dividing the
earnings by the average outstanding shares thdkrdavia better comparison between the

investigated companies.

59



Appendix B

IFRS

IAS 34.28 — 34.36

Recognition and measurement
Same accounting policies as annual

28 An entity shall apply the same accounting pe#idn its interim financial statements as are
applied in its annual financial statements, exéepaccounting policy changes made after the
date of the most recent annual financial statemtritsare to be reflected in the next annual
financial statements. However, the frequency oeatity’s reporting (annual, half-yearly, or
guarterly) shall not affect the measurement ofaitgual results. To achieve that objective,
measurements for interim reporting purposes slkeathbde on a year-to-date basis.

29 Requiring that an entity apply the same accagnpolicies in its interim financial
statements as in its annual statements may sesnytest that interim period measurements
are made as if each interim period stands aloram asdependent reporting period. However,
by providing that the frequency of an entity’s repa shall not affect the measurement of its
annual results, paragraph 28 acknowledges thattanm period is a part of a larger financial
year. Year-to-date measurements may involve chammgestimates of amounts reported in
prior interim periods of the current financial ye8ut the principles for recognising assets,
liabilities, income, and expenses for interim pdsi@re

the same as in annual financial statements.

30 To illustrate:

(@) the principles for recognising and measuringsés from inventory write-downs,
restructurings, or impairments in an interim peravd the same as those that an entity would
follow if it prepared only annual financial statemi® However, if such items are recognised
and measured in one interim period and the esticfaages in a subsequent interim period
of that financial year, the original estimate isefed in the subsequent interim period either
by accrual of an additional amount of loss or byereal of the previously recognised amount;
(b) a cost that does not meet the definition ohaset at the end of an interim period is not
deferred in the statement of financial positiomeitto await future information as to whether
it has met the definition of an asset or to smosdinings over interim periods within a
financial year; and

(c) income tax expense is recognised in each mtpariod based on the best estimate of the
weighted average annual income tax rate expectedhto full financial year. Amounts
accrued for income tax expense in one interim plemay have to be adjusted in a subsequent
interim period of that financial year if the estiim&f the annual income tax rate changes.

31 Under the=ramework for the Preparation and Presentation afdhcial Statementéhe
FrameworB, recognition is the ‘process of incorporatingthe balance sheet or income
statement an item that meets the definition of BEment and satisfies the criteria for
recognition’. The definitions of assets, liabilgjeincome, and expenses are fundamental to
recognition, at the end of both annual and intdnvancial reporting periods.

32 For assets, the same tests of future economigfiteeapply at interim dates and at the end

of an entity’s financial year. Costs that, by theature, would not qualify as assets at financial

year-end would not qualify at interim dates eith®milarly, a liability at the end of an
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interim reporting period must represent an existihfygation at that date, just as it must at the
end of an annual reporting period.

33 An essential characteristic of income (revermung) expenses is that the related inflows and
outflows of assets and liabilities have alreadyetaklace. If those inflows or outflows have
taken place, the related revenue and expense amgnised; otherwise they are not
recognised. Th&rameworksays that ‘expenses are recognised in the incoatens¢nt when

a decrease in future economic benefits related decaease in an asset or an increase of a
liability has arisen that can be measured reliabljThe] Frameworkdoes not allow the
recognition of items in the balance sheet whichndd meet the definition of assets or
liabilities.’

34 In measuring the assets, liabilities, incomepeases, and cash flows reported in its
financial statements, an entity that reports onhnually is able to take into account
information that becomes available throughout tharfcial year. Its measurements are, in
effect, on a year-to-date basis.

35 An entity that reports half-yearly uses inforimat available by mid-year or shortly
thereafter in making the measurements in its firdnstatements for the first six-month
period and information available by year-end orrdaathereafter for the twelve-month
period. The twelve-month measurements will reffezdsible changes in estimates of amounts
reported for the first six-month period. The amaurdported in the interim financial report
for the first six-month period are not retrospeelyv adjusted. Paragraphs 16(d) and 26
require, however, that the nature and amount of siggificant changes in estimates be
disclosed.

36 An entity that reports more frequently than {yalirly measures income and expenses on a
year-to-date basis for each interim period usin@rination available when each set of
financial statements is being prepared. Amountsnodbme and expenses reported in the
current interim period will reflect any changes @stimates of amounts reported in prior
interim periods of the financial year. The amourggorted in prior interim periods are not
retrospectively adjusted. Paragraphs 16(d) and e2fuire, however, that the nature and
amount of any significant changes in estimatesisdgabsed.
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Appendix C

US GAAP
ASC 740

General Recognition Approach

25-1

This guidance addresses the issue of how and wi@me tax expense (or benefit) is
recognized in interim periods and distinguishesveeh elements that are recognized through
the use of an estimated annual effective tax napdied to measures of year-to-date operating
results, referred to as ordinary income (or loss)d specific events that are discretely
recognized as they occur.

25-2

The tax (or benefit) related to ordinary income I@ss) shall be computed at an estimated
annual effective tax rate and the tax (or benedigted to all other items shall be individually
computed and recognized when the items occur.
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Appendix D

AEX listed companies: Income tax disclosures secompiarter 2009

Company

Aegon

Ahold

Air France-KLM
AkzoNobel
ArcelorMittal
ASML

BAM

Boskalis
Corio

DSM

Fugro
Heineken

ING Bank
KPN

Philips
Randstad
Reed Elsevier
Shell

SBM

TNT

TomTom
Unibail-Rodamco
Unilever
Wereldhave

WoltersKluwer

In accordance
with IAS 34

X

Disclose, but ignoring
with IAS 34

No disclosure

Review
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Appendix E

Unilever
Quarterly results Q1 2009
Income statement (unaudited)

£ million First Quarter
Increasef
2009 2008 (Decrease)
Current Constant
rates rates
Continuing operations:
Turnover 3,505 8,571 {1)%% 1%
Operating profit 1,234 1,815 (32)%% (33)%%
Restructuring, business disposals and
other tems (RDIs) (scc note 3] {158) 293
Operating profit before RDIs 1,392 1,422 (2)%e (2)%e
Met finance costs (183) (88)
Fnance income 25 24
Fnance costs (163) (145)
Pensions and similar obligations (45) 35
Share in nzt profti{loss) of joint ventures 27 44
Share in net profit/iloss) of associates {1 9
Other income from non-current investments 13 -
Profit before tazation 1,080 1,782 (3250 (3850
Taxation (287) (375)
MNet profit from continuing operations 803 1,407 (43)%% (42)%%
MNet profitiloss) from discontinued operations - -
MNet profit for the pericd 803 1,407 (43)%% (42)%%
Attributable to:
Minority interssts 72 68
Sharehnlders’ equity 731 1339 (45)% (45)%
Combined earnings per share
Total operations {Eurze) 0.26 0.7 (11)%% (14124
Total operations — diluted (Euros) 0.25 0.4 (44)%s (44d)%s
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