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WANT TO PAY LESS TAX? IMPROVE YOUR FIRM’S INTERNAL REPORTING
BY MARTY DAKS  |   MAR 01, 2015

 hen companies engage in the great 
American pastime known as tax 

avoidance, many parse the Internal Revenue 
Code for loopholes to reduce their effective 
tax rate. But research suggests they should also 
scrutinize the quality of their internal reporting.

Internal information quality (IIQ), a term 
coined by Chicago Booth’s John Gallemore 
and University of North Carolina’s Eva Labro, 
encompasses computer reporting systems and 
any other resources that a company devotes 
to ensuring the quality and ease of access of 
information within a firm. 

The elements that constitute IIQ have been 
largely overlooked in tax-avoidance 
literature—perhaps because they are usually 
not observable, and are difficult for academics 
to measure. 

Gallemore and Labro argue companies should 
pay more attention to these issues, which they 
define in terms of the accessibility, usefulness, 
reliability, accuracy, quantity, and signal-
to-noise ratio of the data and knowledge 
within an organization. Their findings suggest 
that firms with high IIQ tend to enjoy lower 
effective tax rates and, all else being equal, a 
smaller tax bite.

Gallemore and Labro employed four publicly 
available variables, using data from 1994 
to 2010, to rate firms’ IIQ: the speed at 
which management released an earnings 
announcement after its fiscal year closed, the 
accuracy of management’s earnings forecasts, 
the absence of material weaknesses in internal 
controls, and the lack of restatements due to 
errors.

The researchers used these measures to identify 
companies that released earnings more rapidly 
and forecasted them more accurately, and had 
fewer Section 404 citations and restatements 
due to errors. They assigned these firms higher 
IIQ ratings.

High-IIQ firms, they find, tend to exhibit 
some positive traits, including centralized and 

standardized business transaction processing, 
more-efficient reporting practices, and the 
ability to share data across business units and 
geographical locations. 

Because these firms have timely access to 
accurate information as well as enhanced 
internal transparency, it’s easier for employees 
to find and assess information. That makes 
the firm better positioned to use accounting 
techniques to shift corporate income from 
high-tax locations to lower-tax ones, and to 
coordinate tax planning across the different 
parts of the firm, says Gallemore.

When IIQ is low, by contrast, a company may 
miss out on tax-reducing opportunities, its tax 
risk might be higher, and any tax-avoidance 
measures that it takes may be jeopardized 
during an audit if the firm’s documentation is 
deemed unacceptable to tax authorities.

Gallemore and Labro tested the relationship 
between IIQ measures and a firm’s ability 
to avoid taxes by performing a regression 
analysis—a statistical process for estimating the 
relationships among variables—between the 
company’s IIQ measures and the firm’s cash-
effective tax rate.

The results point to a significant economic and 
statistical link between IIQ and tax-avoidance 
efficiency. Also, high-IIQ firms—particularly 
those doing business in dispersed geographies 
and more-uncertain operating environments—
tend to achieve both increased tax avoidance 
(leading to lower effective tax rates) and 
decreased tax risk, or reduced uncertainty 
regarding the firm’s eventual tax bill.

Companies that have internal information 
deficiencies and fail to address them can suffer 
significant negative consequences. 

For example, when the IRS denied more than 
$175 million in research-and-development tax 
credits claimed by Bayer Corp. from 1998 to 
2004, the German multinational maintained 
it was owed those credits, but predicted that 
it would take several years to sort through the 

documentation because the company’s accounting 
system could not readily provide the required 
information. As of mid-February, the case was still 
being argued.

Additionally, although globally coordinated 
transfer-pricing schemes—where companies use 
internal pricing to charge off more costs to high-tax 
domiciles, reducing taxable income—can allow 
multinational firms to avoid substantial amounts of 
taxes, a 2010 Ernst & Young survey indicated that 
only 41 percent of multinationals prepared transfer-
pricing documentation concurrently on a globally 
coordinated basis, report Gallemore and Labro.
A low IIQ may also result in opportunity costs. 

For example, a high-IIQ firm that is providing 
management with real-time information about a 
company’s financial condition can enjoy improved 
decision-making, which can lead to improved 
profits. A high-IIQ environment can also enable 
companies to issue their monthly or other periodic 
financial reports in a more timely manner.

With all of the positives associated with a high level 
of IIQ, and the realized and opportunity costs that 
come with a low IIQ, why don’t more firms address 
the issue?

One reason is the costs involved in upgrading 
a company’s reporting system, according to 
Gallemore. Multinational firms, in particular, may 
incur significant initial costs, thanks to the many tax 
regimes and currencies that have to be considered. 
Internal turf battles may also inhibit the adoption of 
an IIQ-centric reporting system. That’s because the 
effort adds personnel and other hard costs across 
the organization, while providing visible benefits 
to a limited number of departments—even though 
over time the entire enterprise will benefit from the 
improved IIQ. 

The advantages, Gallemore says, may go beyond 
tax-planning efficiency to encompass improved 
capital-investment decision-making and other 
benefits.

Work cited: John Gallemore and Eva Labro, “The 
Importance of the Internal Information Environment for 
Tax Avoidance,” Journal of Accounting and Economics, 
forthcoming.
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HOW COMPANIES WILL GAME TAX CUTS
BY FRANCINE MCKENNA   |   SEP 05, 2013  

A After President Barack Obama pledged this summer to lower 
corporate taxes by up to 10 percentage points, Washington-

watchers say the US Congress seems more likely than ever to pass 
a reform bill that would simplify the corporate tax code and lower 
rates.

Lowering rates from 35% to 25% would put the United States at a 
comparable rate to most of its trading partners, according to the 
Organisation for Economic Co-operation and Development.

Corporations, their lobbyists, and many economists have argued 
that corporate tax cuts will stimulate economic growth. They’ll also 
stimulate tax-motivated loss-shifting activity, suggests research 
by Chicago Booth Professor Merle Erickson, co-authored by the 
University of Rochester’s Shane M. Heitzman and Yale’s X. Frank 
Zhang.

Tax-motivated loss shifting is what a company does to maximize 
losses in the current year in order to minimize its tax bill, by using 
those losses to request a refund of taxes paid in prior years. 
Tax-motivated loss shifting can be accomplished by manipulating 
recurring transactions, such as writing off obsolete inventory, or 
coming up with a tax-beneficial nonrecurring transaction, such as 
writing down a dud acquisition.

It happens more often when companies are under financial 
pressure. Companies will make a bad situation look even worse if 
they can reclaim taxes paid in prior years.

The researchers’ paper says that between 1981 and 2010, 
companies deliberately increased losses—by frontloading 
expenses, writing down inventory, or selling assets at a loss, for 
example—specifically to claim cash refunds of recent tax payments 
in the time that tax law allowed. The researchers estimate companies 
with tax-refund–based incentives accelerated about US$64.7 
billion in losses during the 30-year period.

“The loss equates to 11.25% lower reported earnings for the 
average loss firm with carryback incentives versus comparable firms 
and implies that incentives for tax-motivated loss shifting play an 
important role in reported earnings,” according to the study. 
The researchers also find that if a company expects to report a loss, 
and has an opportunity to minimize taxes, it’s likely going to find a 
way to report an even larger loss to take full advantage of the tax 
benefit.

Analysts often missed these moves. When analysts issue forecasts 
about companies that report a loss to claim a tax refund, their 
errors are about 2.7 percentage points larger than they are when 

forecasting about companies without that option. The researchers say 
that suggests most analysts don’t understand tax-motivated loss shifting.

By contrast, investors appear to take the unexpected losses in stride, 
suggesting they may understand that companies are using losses to take 
advantage of tax incentives.

Companies have incentives to accelerate losses even when statutory 
tax rates are constant, in part because a tax refund provides cash. 
Companies with liquidity challenges accelerate losses more aggressively 
to obtain bigger cash refunds, according to the researchers.

Extensions of the carryback period—the period of time during which 
companies can apply losses to claim a tax refund—have been used to 
inject liquidity into the system during economic downturns, too. 
The US Worker, Homeownership, and Business Assistance Act of 2009 
expanded a net operating loss carryback period extension previously 
enacted in 2008 to five years from two. US Senator Patty Murray 
argued at the time that the temporary law change “would also provide a 
critical boost to businesses…This tax provision will provide badly needed 
capital to help companies avoid layoffs, expand their operations, and 
create jobs.”

Counterintuitively, the incentive to accelerate and increase losses 
strengthens when corporate tax rates are about to be cut, as happened 
in 1986, when Congress cut corporate tax rates from 40% to 34%. 
Since lower tax rates reduce the benefit of taking losses, companies 
have an incentive to maximize losses before tax rates fall. 
As the researchers explain, “the benefit of accelerating those losses to 
generate cash flow is therefore stronger when the firm expects losses 
in future periods as well.” Why? Cash in hand has a higher value than 
uncertain tax benefits, perhaps 
discounted because of lower 
rates, in the future.

It’s no surprise that corporate 
tax strategy plays, according 
to the researchers, a “material 
and persistent role in corporate 
reporting decisions and capital 
markets activities.”

Work Cited: Merle Erickson, 
Shane M. Heitzman, and X. Frank 
Zhang, “Tax-Motivated Loss 
Shifting,” Accounting Review, In-
press, 2013.
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