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1. Introduction

Some analysts estimate that foreign cash balances of US companies
are as much as $1.1 trillion (Heller, 2015). Foreign earnings designated
as permanently reinvested earnings (PRE) for US multinationals on
the Russell 1000 index have grown from approximately $1.1 trillion in
2008 to $2.1 trillion in 2013 (Bank of America, 2014). As a result of
growing foreign cash balances and PRE, the foreign operations and tax
practices of US multinationals have garnered much attention in the pop-
ular press and from members of Congress. Amid concerns that large US
multinationals are avoiding US taxes on foreign earnings, senior execu-
tives from Hewlett-Packard, Microsoft, and Apple were called to testify
before the Permanent Subcommittee on Investigations regarding their
tax and financial reporting practices (US Senate Subcommittee on
Investigations, 2012, 2013). Although these hearings focused on tax
avoidance, scrutiny by the Securities and Exchange Commission (SEC)
has focused on registrants with PRE because PRE-related disclosures
are one of the few required disclosures about foreign operations. Since
PRE-related disclosures alone do not require much detail, the SEC can
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use its comment letter process to request more in-depth information
about foreign operations. Thus, our focus is on understanding comment
letters related to PRE.

As noted by Schultz and Fogarty (2009), the information disclosed
by US multinational corporations in their 10-K filings related to their
foreign operations does not allow users to reasonably estimate or un-
derstand the tax implications associated with foreign earnings. While
the accounting and disclosure rules around PRE have remained the
same since the issuance of APB 23 (AICPA, 1972), the SEC's increased
focus on these disclosures through its comment letter process may pro-
vide additional information into the disclosure concerns of the SEC. The
information contained in a comment letter is often more detailed than
the information disclosed in a 10-K filing.

Recent analyses suggest that some of the PRE-related inquiries the
SEC makes pertain to (1) the impact PRE has on liquidity by understand-
ing how much of PRE is foreign cash, (2) justifications for asserting the
indefinite reinvestment criterion, and (3) information about the incre-
mental tax due if the foreign earnings were repatriated to the US parent
as a dividend (Deloitte, 2015). Thus, comment letters provide insight
into the rationale for disclosure choices companies make when desig-
nating earnings as PRE. Therefore, we examine the determinants of re-
ceiving a PRE-related comment letter to provide insights into the
inquiries about PRE by the SEC.

We hypothesize that due to the recent political attention on PRE,
firms with large amounts of PRE are more likely to receive a PRE-
related comment letter. We also hypothesize that firms with a large
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estimated hypothetical tax on PRE are more likely to receive a PRE-
related comment letter. Since Krull (2004) shows that managers utilize
PRE as an earnings management tool, we hypothesize that firms with
increases in PRE, which is an indicator for earnings management, are
more likely to receive a PRE-related comment letter. Additionally, Eiler
and Kutcher (2014) show that managers opportunistically use discre-
tion in the disclosure rules when making their disclosures about the es-
timated tax due upon hypothetical repatriation of PRE. Thus, managers
utilize the flexibility in their disclosures surrounding PRE to reduce
transparency. As a result, we hypothesize that firms with less transpar-
ent disclosures related to PRE are more likely to receive a PRE-related
comment letter.

For a sample of firms that disclose PRE, we identify firms that receive
a PRE-related comment letter and collect information discussed in the
comment letters with respect to PRE. Consistent with our hypotheses,
we find that the likelihood of receiving a PRE-related comment letter
is increasing in the estimated tax on the repatriation of PRE and is de-
creasing in the transparency of the disclosures around the unrecognized
deferred tax liability on PRE. Contrary to expectations, we find that the
likelihood of receiving a PRE-related comment letter is negatively relat-
ed to the amount of PRE. We further partition the sample into firms with
high amounts of PRE (i.e., more than $500 million), and find that the
negative relation between size of PRE and the likelihood of receiving a
PRE-related comment letter is driven by those firms with high amounts
of PRE. We find no relation between the likelihood of receiving a PRE-
related comment letter and increases in PRE.

One of the concerns around reinvested foreign earnings is that those
earnings are “trapped” abroad. In other words, companies cannot repa-
triate these earnings without potentially incurring a significant US tax
upon repatriation. In our sample of PRE-related comment letters, we
note that 80% included a request for information regarding liquidity,
most likely because of the tax due upon repatriation of PRE. As a
result, we include an additional analysis to examine whether cash-
constraints are related to the likelihood of receiving a PRE-related com-
ment letter. We find that as the size of the hypothetical tax on PRE
grows, liquidity becomes a more important determinant of receiving a
PRE-related comment letter.

Our research contributes to two streams of existing accounting liter-
ature. First, we contribute to the literature on SEC comment letters. Prior
research (e.g., Cassell, Dreher, & Myers, 2013; Johnston & Petacchi,
2014) has examined the determinants and consequences of receiving
a generic comment letter. Blouin, Krull, and Robinson (2014) examine
the characteristics of firms that report PRE and whether they receive a
generic comment letter. Our analysis differs from prior research in
that we are interested in examining only those firms where the SEC is
specifically seeking information related to PRE. Second, we contribute
to the literature on PRE and related disclosures. Prior research
(e.g., Eiler & Kutcher, 2014; Krull, 2004; Schultz & Fogarty, 2009) has ex-
amined managements' disclosures and incentives surrounding PRE. Our
research provides insights into PRE-related disclosure decisions by
managers, and PRE-related disclosure concerns of the SEC.

The remainder of this paper is organized as follows. In the next
section, we review relevant literature and discuss our hypotheses. The
third section outlines our research design. In the fourth section, we dis-
cuss our sample selection and results, and the fifth section provides the
conclusion of our paper.

2. Literature review and hypothesis development

Broadly speaking, our research bridges the stream of literature ex-
amining PRE-related disclosures and literature examining the impact
of SEC comment letters, a form of external monitoring, on disclosures.
Prior research has examined various aspects of the disclosures related
to PRE. Collins, Hand, and Shackelford (2001) find that firm value is
lower for firms that disclose a hypothetical tax on PRE. Bryant-
Kutcher, Eiler, and Guenther (2008) extend the research of Collins

et al. (2001) and find that this result is concentrated in firms with
high amounts of excess cash, their proxy for PRE invested in financial as-
sets. This suggests that the market discounts PRE when it is held in fi-
nancial rather than operating assets. Krull (2004) finds that firms use
PRE as a tool to manage earnings.

More recently, Blouin et al. (2014) examine the location of PRE and
show that although 25% of PRE is invested in tax havens, nearly 40% of
PRE is invested in countries with high growth. However, Blouin et al.
(2014) also find that 45% of PRE is invested in financial assets. Finally,
Eiler and Kutcher (2014) examine the transparency of tax disclosures
related to PRE and find that managers are less transparent when there
is greater complexity related to estimating the hypothetical tax on
PRE, but that transparency increases as the size of the hypothetical tax
on PRE increases. Overall, the results from prior research indicate that
PRE has capital market and disclosure implications.

In 2005, the SEC began releasing all comment and response letters be-
tween the SEC and its registrants.! Thus, a growing body of literature ex-
amines the determinants and consequences of SEC comment letters.
Cassell et al. (2013) and Johnston and Petacchi (2014) examine the deter-
minants and consequences of 10-K related SEC comment letters. Cassell
et al. (2013) find that firms with more complexity and less profitability
are more likely to receive a comment letter, and incur greater remedia-
tion costs. Johnston and Petacchi (2014) find a reduction in both abnor-
mal returns and trading volume after the comment letter process is
complete. Most related to our study, Blouin et al. (2014) document a pos-
itive relation between the magnitude of PRE and the likelihood of receiv-
ing a comment letter. In this paper, we take the analysis of Blouin et al.
(2014) further by focusing on the likelihood of receiving a PRE-related
comment letter, rather than a generic comment letter. This refinement al-
lows for a more direct analysis related to disclosures around foreign oper-
ations. In addition, our multivariate analysis allows us to control for other
variables impacting the likelihood of receiving a comment letter.

Anecdotal evidence suggests the SEC has increased their inquiries into
PRE-related disclosures. In their SEC Comment Letter Series, Deloitte
(2015) makes note of comments made by SEC staff at public speaking
engagements, as well as samples from comment letters to registrants.
Under ASC 740-30-50, companies must disclose the amount of earnings
reinvested permanently and the amount of estimated tax on hypothetical
repatriation of such earnings, or a disclosure stating that such an estimate
is “not practicable”. Because PRE cannot be accessed domestically without
incurring significant tax costs, registrants with high amounts of PRE
invested in financial assets may face domestic liquidity issues. Thus, re-
cent comment letters from the SEC have also requested that registrants
disclose more information related to their foreign and domestic liquidity
needs, including disclosures of foreign cash amounts.

Due to the political scrutiny associated with PRE, firms with large
amounts of PRE are likely to be targeted to provide additional informa-
tion regarding the nature of their PRE. As corporate cash balances and
PRE have grown, politicians and tax reform groups have put pressure
on US multinationals to reduce the size of foreign cash holdings. Some
activists argue that the indefinite reversal criteria in ASC 740 allows
managers to avoid recognizing a deferred tax liability on PRE by
asserting that foreign earnings are “permanently reinvested”. For exam-
ple, one proposal by Citizens for Tax Justice suggests imposing a one-
time tax on PRE at the corporate rate, after an adjustment for foreign
tax credits (Citizens for Tax Justice, 2015). Therefore, consistent with
the univariate analysis in Blouin et al. (2014), we expect that firms are
more likely to receive a PRE-related comment letter from the SEC as
the size of PRE increases. Thus, our first hypothesis is:

Hypothesis 1. The likelihood of receiving a PRE-related comment letter
is positively related to the size of PRE.

! Until 2012, the SEC could take as long as 45 days following the completion of a review
to release all of the letters related to the filing under review. However, as of 2012, the SEC
discloses the correspondence within 20 days following the completion of a review.
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One of the key issues related to PRE is that these earnings may be
considered “trapped” in that repatriation taxes must be paid to access
these funds. Thus, another issue is the estimated amount of repatriation
tax that would be due on repatriation of PRE. For political reasons and
liquidity concerns, the SEC is more likely to request additional informa-
tion related to PRE from firms that face potentially large repatriation
taxes.? This leads us to our second hypothesis:

Hypothesis 2. The likelihood of receiving a PRE-related comment letter
is positively related to the size of the hypothetical tax on repatriation of
PRE.

Krull (2004) shows that firms use PRE as an earnings management
tool. Specifically, she finds that for firms where the US tax rate is
above the average foreign tax rate, changes in PRE are positively associ-
ated with the difference between analyst-forecasted earnings and pre-
managed earnings. Because managers do not need to record a deferred
tax liability on earnings designated as permanently reinvested, man-
agers can increase net income by increasing the amount of PRE. Thus,
the SEC is more likely to issue a comment letter to firms with increases
in PRE to ensure that the designation is justified and not an attempt at
earnings management. Thus, our third hypothesis is:

Hypothesis 3. The likelihood of receiving a PRE-related comment letter
is greater for firms with increases in PRE.

Bozanic, Dietrich, and Johnson (2015) find that firms provide more
disclosures (e.g., disclosures with more forward-looking information
and more numeric disclosures) after receiving a comment letter from
the SEC, although this effect is absent for firms requesting confidential
treatment from the SEC. This suggests that firms could reduce the like-
lihood of receiving a PRE-related comment letter by increasing their dis-
closure transparency around PRE. Prior research shows that disclosure
transparency with respect to the hypothetical tax on PRE is negatively
related to the complexity of the calculation. Specifically, Eiler and
Kutcher (2014) find that managers are less transparent when there is
greater complexity related to estimating the hypothetical tax on PRE.
Boone, Linthicum, and Poe (2013) show that accounting standards
that require more estimates increase the probability a firm receives a
comment letter from the SEC. While the accounting standard related
to PRE and the hypothetical tax on PRE is the same for all firms, the com-
plexity of the estimates required under the standard varies across firms.
First, managers must estimate the amount of foreign earnings to classify
as PRE. Next, an estimate of the nature and timing of a hypothetical re-
patriation must be made. Finally, managers must make an estimate of
the deferred tax liability on the hypothetical repatriation. Due to the nu-
merous estimates required to determine a hypothetical tax on repatria-
tion of PRE, and since Eiler and Kutcher (2014) show that firms with
more complexity related to PRE are less transparent, we expect that
less transparent firms are more likely to receive a PRE-related comment
letter. Thus, our fourth hypothesis is:

Hypothesis 4. The likelihood of receiving a PRE-related comment letter
is negatively related to disclosure transparency.

3. Research design

We are interested in examining the determinants of receiving a PRE-
related comment letter. Thus, we obtain the disclosures and comment
letters from a sample of firms that have PRE. Because firms can receive
multiple rounds of comment letters for a single filing, for our analyses,

2 Foreign tax credits can be used to offset some or all of the potential tax liability on re-
patriation of PRE. Additionally, firms that never repatriate their foreign earnings will not
incur any US tax on those earnings.

we collapse these rounds into one firm-year observation. We use the
following model to test our hypotheses:

Comment = o + (3; PRE /Assets + [>,PRE_Tax + [33POSAPRE 1
+P4Transparent + 5 In(Assets) + Pg%ASalesy + € M
where Comment equals 1 if the firm received a PRE-related comment
letter for that fiscal year and 0 otherwise. Since our dependent variable
is dichotomous in nature, we use logistic regression to estimate Eq. (1).

Our first hypothesis examines the relation between the likelihood of
receiving a PRE-related comment letter and the size of PRE, PRE/Assets.
Consistent with prior research (e.g., Blouin et al., 2014; Krull, 2004), we
deflate PRE by total assets. If firms with large amounts of PRE face greater
scrutiny by the SEC, we expect a positive coefficient on PRE/Assets (3; > 0).

Our second hypothesis focuses on whether the estimated repatria-
tion tax on PRE, PRE_Tax, impacts the likelihood of receiving a PRE-
related comment letter. Our measure of PRE_Tax depends on whether
or not firms disclose a dollar amount of the estimated tax liability on a
hypothetical repatriation of PRE. If the tax footnote includes a disclosure
of the dollar amount for the unrecorded deferred tax liability, we use the
actual disclosed amount. However, not all firms disclose an estimate of
the tax liability on PRE. For firms that do not disclose a dollar amount,
we estimate the tax on PRE following the approach in Bauman and
Shaw (2008). Specifically, PRE_Tax is estimated using the three-year cu-
mulative foreign effective tax rate (ETRg). If ETRr exceeds 35%, then
PRE_Tax is set equal to zero for non-disclosing firms. If ETRf is less
than 35%, then PRE_Tax is calculated as [PRE/(1 — ETRg)] * (0.35 —
ETRg). Once we have calculated the hypothetical tax on repatriation of
PRE, we deflate this variable by total assets. We expect that as the esti-
mated tax on PRE increases, the likelihood of receiving a PRE-related
comment letter increases (3, > 0).

Our third hypothesis focuses on whether the potential for earnings
management using PRE attracts more scrutiny from the SEC. We examine
the relation between the likelihood of receiving a PRE-related comment
letter and changes in PRE. Specifically, we create an indicator variable
equal to one if PRE increased (POSAPRE) from the prior year. Because
firms avoid recognizing a deferred tax liability on earnings designated
as permanently reinvested, we argue that firms with increasing amounts
of PRE attract more scrutiny from the SEC. Thus, we predict a positive re-
lation between the likelihood of receiving a comment letter and POSAPRE
(B3> 0).

Our fourth hypothesis examines whether transparency in the tax
disclosure related to PRE reduces the likelihood of receiving a PRE-
related comment letter. Following Eiler and Kutcher (2014), we code
Transparent equal to one if the 10-K disclosure provides a dollar amount
of the estimated tax on PRE or if it states this amount would be zero.
Transparent is equal to zero if the 10-K disclosure states that estimating
the hypothetical tax on PRE is “not practicable” or if no information is
provided about the estimated tax on PRE. We expect that as the tax dis-
closures about PRE become more transparent, the likelihood of receiv-
ing a PRE-related comment letter decreases (34 < 0).

Eiler and Kutcher (2014) show that disclosure transparency is in-
versely related to the complexity of the tax calculation. We do not ex-
pect complexity of the tax calculation to be related to the likelihood of
receiving a PRE-related comment letter because the SEC's utmost con-
cern is with the transparency of disclosures about PRE and the related
hypothetical tax, regardless of the internal challenges managers face
in calculating the hypothetical tax related to PRE. However, to address
concerns related to potential correlated omitted variables, we examine
the three measures of complexity of the tax calculation from Eiler and
Kutcher (2014). The first variable, PRE, is already included in our analy-
sis to test our first hypothesis. We conduct a sensitivity analysis on the
remaining two variables, an indicator variable for low foreign ETR and

3 Asdiscussed in greater detail below, we also estimate Eq. (1) based on high versus low
amounts of PRE.
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Table 1
Variable definitions.

Dependent variable

Comment
the filing under review. Source: EDGAR

Independent variables

Equals 1 if the company received a PRE-related comment letter from the SEC, and 0 otherwise. Comment is based on the fiscal year of

PRE Permanently reinvested earnings collected from the tax footnote, divided by total assets. Source: 10-K filing

PRE_Tax

The estimated tax liability on PRE divided by total assets. This amount is obtained from the 10-K for disclosing firms. For non-disclosing firms,

PRE_Tax is estimated using the three-year cumulative foreign effective tax rate (ETRg). If ETRr exceeds 35%, then PRE_Tax is set equal to zero
for non-disclosing firms. If ETRf is less than 35%, then PRE_Tax is calculated as [PRE/(1 — ETRg)] * (0.35 — ETRf)

Equals 1 if there is an estimate of the unrecognized deferred tax liability on PRE or if the disclosed estimate of the tax liability on PRE is zero,

and 0 if it states it is not practicable to estimate the tax on PRE or no information is provided about the unrecognized deferred tax liability.

POSAPRE Equals 1 if PRE, — PRE,.; is greater than zero, and 0 otherwise
Transparent
Source: 10-K filing
In(Assets) Natural log of total assets. Source: Compustat
%ASalesg The percentage change in foreign sales from year t — 1 to year t. Source: Compustat

Variables in additional analysis

BigPRE
Low_Cash

Equals 1 if PRE is greater than or equal to $500 million, and 0 otherwise
Equals 1 if observation is in the lowest quintile of cash deflated by total assets, and 0 otherwise

an indicator variable for large book-tax differences, and find they are not
significantly different from zero when included in Eq. (1).

We include two additional control variables in our analysis. The first
variable, In(Assets), is included to capture firm size. Consistent with
prior research such as Blouin et al. (2014), Cassell et al. (2013), and
Kubick, Lynch, Mayberry, and Omer (2016), we expect that larger
firms attract more scrutiny from the SEC (35 > 0).* Finally, we control
for the percentage change in foreign sales, ZASalesr. We expect that as
foreign sales grow by a larger amount over the prior year, the SEC is
more likely to issue a comment letter (3¢ > 0).

Table 1 provides a summary of our variable definitions and
calculations.

4. Sample selection and results

We construct our sample by first identifying firms with PRE. We use
a text analysis search of 10-K filings to identify firms with variations on
the phrases “permanently reinvested”, “indefinitely reinvested”, “undis-
tributed earnings”, and “unremitted earnings”. Next, we read each 10-K
to determine the amount of PRE and the related tax disclosure. We ini-
tially identify 3208 firm-years that report positive PRE from 2004 to
2013. After identifying necessary data, we have a final sample of 2891
firm-year observations. Panel A of Table 2 describes the various data
requirements. Panel B of Table 2 provides the industry composition of
our sample. The largest industries represented in our sample are
manufacturing (29%) and business equipment (30%).

We next identify whether our sample firms received a PRE-related com-
ment letter. Specifically, we first determine if any correspondence took
place between the SEC and the firm. Next, we search each comment letter
using the same phrases noted above. Of our 2891 firm-years, we find that
120 received a PRE-related comment letter. As shown in Panel C of
Table 2, most of the comment letters generated occurred in the later
years of our sample. Specifically, of the 120 firm-years with PRE-related
comment letters, 91% of those letters related to fiscal years 2010-2013.°

4 Cassell etal. (2013) show that lower profitability, higher complexity, and employing a
non-Big 4 auditor are positively associated with receiving a comment letter for any reason.
Since our analysis focuses on firms that have PRE, we have a relatively homogenous set of
firms. For example, because our firms have PRE, by definition all of our firms have foreign
operations (a common measure to capture complexity). Additionally, 95% of firms in our
sample are audited by a Big 4 auditor.

5 Due to the frequency of observations occurring later in the time period examined, we
conduct a sensitivity analysis focusing on the 2010 to 2013 time period. The inferences re-
lated to our hypotheses remain unchanged, except for Hypothesis 1. In Table 5, we find the
coefficient on PRE/Assets is marginally significant; however, in this post-2009 analysis, we
find the coefficient on PRE/Assets is not significantly different from zero.

In untabulated analyses, we note that the SEC raised a variety of issues
for our sample of comment letters. For example, 80% were asked about
their liquidity position as a result of having PRE. This often resulted in
the registrant responding in the comment letter response or in a subse-
quent filing with the amount of foreign cash. Thirty percent of comment
letters requested additional information on the reason for the PRE desig-
nation. That is, the SEC asked these registrants to justify the indefinite re-
investment assumption. The most common responses were that foreign
earnings were needed for foreign acquisitions, foreign growth, and/or

Table 2
Sample description.

Panel A: Sample selection

Observations with positive PRE identified using 10-K Wizard text search in 3208
the 10-K

Observations with insufficient Compustat data (4)
Observations with insufficient segment data (162)
Observations without data to calculate estimated tax on PRE (85)
Observations without data to calculate the change in PRE (66)
Observations with all required data available 2891
Panel B: Industry composition Frequency Percent
Consumer non-durables 245 8.47
Consumer durables 123 425
Manufacturing 845 29.23
0il, gas, and coal extraction and products 98 3.39
Business equipment 865 29.92
Telephone and television transmission 20 0.69
Wholesale, retail, and some services 149 5.15
Health 262 9.06
Utilities 1 0.03
Other 283 9.79
Total 2891 100.00
Panel C: Sample distribution by year

Comment letter
Year N Yes No
2004 295 1 294
2005 309 0 309
2006 316 0 316
2007 299 2 297
2008 290 2 288
2009 288 6 282
2010 280 57 223
2011 277 22 255
2012 274 22 252
2013 263 8 255
Total 2891 120 2771
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Table 3 Table 5
Descriptive statistics. Determinants of receiving a PRE-related comment letter.
Panel A: Descriptive statistics for the full sample (N = 2891) Predicted (1) (2) (3)
Variable Mean sD P25 Median P75 sign Fullsample  BigPRE=0  BigPRE = 1
PRE/Assets 0.17 0.16 0.06 0.13 0.24 PRE/Assets + —1.313 1.676 —3.062
PRE_Tax 0.03 0.04 0.00 0.01 0.04 (0.076) (0.117) (0.009)
POSAPRE 0.77 0.42 1.00 1.00 1.00 PRE_Tax + 7.399 —6.359 14.820
Transparent 0.16 0.37 0.00 0.00 0.00 (0.022) (0.147) (0.001)
In(Assets) 8.26 1.88 7.01 8.17 9.59 POSAPRE + 0.130 —0.011 0.494
%ASalesy 0.21 4.49 —0.01 0.09 0.20 (0.320) (0.488) (0.144)
BigPRE 0.48 0.50 0.00 0.00 1.00 Transparent - —0.625 —0.225 —0.969
(0.038) (0.372) (0.005)
Panel B: Means of independent variables by comment letter samples In(Assets) + 0.146 0.179 0.228
— — (0.003) (0.110) (0.008)
Cmen D1 ConmewTD e s, £ com  om o
— — (0.467) (0.423) (0.450)
PRE/Assets 0.218 0.170 0.001 Constant —6.857 —6.445 —6.177
PRE_Tax 0.041 0.026 0.000 (0.000) (0.000) (0.000)
POSAPRE 0.833 0.768 0.095 Year fixed effects? Yes Yes Yes
Transparent 0.117 0.165 0.158 Observations 2266 1116 897
In(Assets) 8.889 8.234 0.000 Pseudo R-squared 0.184 0.139 0.189
%ASalesy: 0.130 0.210 0.847 -
BigPRE 0.608 0474 0.004 p-values based on robust standard errors (clustered by firm) are reported in parentheses

foreign working capital needs. Surprisingly, six firms stated that foreign
earnings were indefinitely reinvested because of the tax consequences as-
sociated with remittance of foreign earnings. The last common inquiry re-
lated to the foreign ETR with 23% of our sample being asked for additional
detail. These inquiries revolved around the location and components of
foreign taxes in the ETR reconciliation table.

Table 3 provides descriptive statistics for our sample in total. PRE is
approximately 17% of total assets for the full sample. As reported in
Panel A, the estimated tax on hypothetical repatriation of PRE is 3% of
assets on average. Seventy-seven percent of observations in the sample
involve years where PRE increased from the prior year (POSAPRE = 1).

Panel B provides the means of our variables of interest for firms that
received a comment letter (Comment = 1) and those that did not re-
ceive a comment letter (Comment = 0), and provides univariate tests
of our hypotheses. We hypothesize that the likelihood of receiving a
PRE-related comment letter is increasing in the size of PRE, the hypo-
thetical tax on PRE, and increases in PRE. The results reported in Panel
B of Table 3 are consistent with hypotheses 1 and 2 that the size of
PRE and the hypothetical tax on PRE are larger for firms receiving a
PRE-related comment letter (p-values < 0.01). For our third hypothesis,
a larger percentage of firms that receive a PRE-related comment letter
have an increase in PRE; however it is only marginally statistically
significant (p-value = 0.095). Additionally, while we find a smaller
percentage of firms that receive a PRE-related comment letter are trans-
parent (consistent with Hypothesis 4), this is not statistically significant
(p-value = 0.158). Overall, the univariate results reported in Table 3
provide mixed evidence to support our hypotheses.

Table 4 reports Pearson (Spearman) correlation coefficients for the
full sample. On average, the correlation coefficients are consistent

Table 4
Correlation matrix (N = 2891).

and are one-tailed when there is a predicted sign and two-tailed otherwise. All variables as
defined in Table 1.

with the results reported in Table 3. Specifically, PRE/Assets and PRE_Tax
are positively correlated with our dependent variable, Comment (p-
values < 0.01). While POSAPRE is positively correlated with Comment
and Transparent is negatively correlated with Comment, they are not sig-
nificantly different from zero.

Table 5 reports coefficient estimates and p-values from our primary
regression analysis. As reported in Panel C of Table 3, we did not identify
any firms that received a PRE-related comment letter in 2005 or 2006.
As aresult, our regressions are based on 2266 observations. The first col-
umn provides results for our base model and provides support for two
of our four hypotheses. Specifically, contrary to our first hypothesis
that the likelihood of receiving a PRE-related comment letter is positive-
ly related to the size of PRE, the coefficient on PRE/Assets is negative and
marginally significant (p-value = 0.076), However, the coefficient on
PRE_Tax is positive and significant (p-value = 0.022), consistent with
our hypothesis that as the size of the hypothetical tax on repatriation
of PRE increases, firms are more likely to receive a PRE-related comment
letter. Inconsistent with our third hypothesis that firms with increases
in PRE are more likely to receive a PRE-related comment letter, the co-
efficient on POSAPRE is positive but not significant (p-value = 0.320).
Finally, the coefficient on Transparent is negative and significant (p-
value = 0.038). This result supports our fourth hypothesis and suggests
that firms with more transparent disclosures about PRE are less likely to
receive a PRE-related comment letter. We also find a positive and signif-
icant coefficient on In(Assets) (p-value = 0.003), suggesting that larger
firms are more likely to receive a PRE-related comment letter.

We expect it is possible that the SEC may utilize different methodol-
ogies to determine which firms to issue PRE-related comment letters

Spearman (upper) Pearson (lower) correlation matrix

Comment BigPRE PRE/Assets PRE_Tax POSAPRE Transparent In(Assets) %ASalesg
Comment 0.054 0.072 0.079 0.031 —0.026 0.066 0.013
BigPRE 0.054 0.435 0.373 0.123 0.071 0.746 —0.084
PRE/Assets 0.062 0.397 0.644 0.264 —0.038 0.104 —0.121
PRE_Tax 0.076 0.361 0.769 0.272 0.142 0.194 —0.011
POSAPRE 0.031 0.123 0.198 0.203 —0.006 0.052 0.152
Transparent —0.026 0.071 —0.057 0.083 —0.006 0.128 —0.006
In(Assets) 0.069 0.702 0.064 0.123 0.061 0.132 —0.049
%ASalesp —0.004 —0.025 —0.028 —0.017 —0.025 —0.010 —0.003

All variables are as defined in Table 1. Bold correlation coefficients indicate significance with a p-value of less than 0.01. Correlation coefficients in bold and italics (italics only) indicate

significance with a p-value of less than 0.05 (0.10).
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based on the size of PRE. Given the increased scrutiny into firms with
high amounts of PRE, we code the variable BigPRE equal to one if PRE
is greater than or equal to $500 million, and zero otherwise.® Column
(2) reports results for firms with smaller amounts of PRE
(i.e., BigPRE = 0) while column (3) reports results for firms with the
largest amounts of PRE (i.e., BigPRE = 1).

The results in column (2) do not support any of our hypotheses. For
firms with the smallest amount of PRE, the coefficients on PRE/Assets,
PRE_Tax, POSAPRE, and Transparent are not significantly different from
zero. For firms with the largest amount of PRE, our results presented
in column (3) provide evidence consistent with that presented in
column (1). One interesting result in column (3) is that firms with the
largest amounts of PRE are less likely to receive a PRE-related comment
letter as the size of PRE increases (p-value = 0.009). This result is sur-
prising and contrary to Hypothesis 1.

One interpretation of the results in column (3) is that for firms with
the greatest amount of PRE, the SEC is less concerned about the size of
PRE, since all of these firms have substantial amounts of PRE. That is,
once a firm has large amounts of PRE, the SEC uses other benchmarks
to determine whether or not to issue a PRE-related comment letter.
Specifically, as the size of the hypothetical tax on repatriation of PRE in-
creases, the SEC is more likely to issue a PRE-related comment letter.
Thus, for firms with large amounts of PRE, the magnitude of the tax
on PRE is one of the main determinants of the SEC's decision to issue a
PRE-related comment letter. Finally, firms with the largest amounts of
PRE can reduce the likelihood of receiving a PRE-related comment letter
by providing more transparent disclosures. Thus, less transparent dis-
closures bear the cost of increased SEC scrutiny.

As noted above, a common issue brought up by the SEC in their PRE-
related comment letters related to liquidity information, suggesting that
PRE and foreign cash are inexplicably intertwined. That is, as PRE grows,
foreign cash balances may also grow. To the extent PRE is invested in
operating assets, it could result in a reduction in foreign cash. On the
other hand, a firm with PRE invested in financial assets and limited do-
mestic cash could face domestic liquidity issues. Given anecdotal evi-
dence of the SEC's concerns about liquidity for multinationals with
large amounts of PRE (Deloitte, 2015), we include an additional analysis
to examine whether cash-constraints affect the likelihood of receiving a
PRE-related comment letter. In particular, as the estimated tax on a hy-
pothetical repatriation of PRE increases, firms may be constrained in
their ability to pay this tax. As a result, cash-constrained firms facing
high potential repatriation taxes are likely to garner the attention of
the SEC. Therefore, we supplement Eq. (1) with an interaction term
that captures cash-constraints and PRE_Tax. Our measure of cash-
constraints, Low_Cash, is an indicator variable equal to 1 for observa-
tions in the lowest quintile of cash deflated by total assets and 0 other-
wise. Table 6 presents the results of this analysis. Column 1 restates the
regression results from Eq. (1) initially presented in Table 5. Column 2
includes the Low_Cash indicator variable and column 3 includes the in-
teraction term between Low_Cash and PRE_Tax. The interaction term is
positive and significant, indicating that cash-constrained firms with a
high estimated tax associated with PRE are more likely to receive a
PRE-related comment letter. This is consistent with the SEC seeking ad-
ditional information from firms whose liquidity may be of concern.

5 We choose $500 million as our cutoff based on legislation under the America Jobs Cre-
ation Act (hereafter AJCA) that provided a one-time tax holiday on repatriations of foreign
earnings. Specifically, the AJCA allowed US multinationals to repatriate foreign earnings
using a one-time 85% dividends received deduction, resulting in an effective US tax rate
of 5.25%. Additional restrictions required the dividend be “extraordinary” by exceeding
dividends paid during a base period. The amount of eligible dividends was further limited
to the greater of (1) $500 million, (2) the amount of earnings reported on the most recent
financial statements as permanently reinvested, or (3) if permanently reinvested earnings
were not disclosed on the most recent financial statements, but a tax liability on those
earnings was disclosed, the amount of that tax liability divided by 0.35.

Table 6
Effect of cash holdings on determinants of receiving a PRE-related comment letter.
Predicted (1) (2) (3)
sign

PRE/Assets —+ —1.313 —1.286 —1.308
(0.076) (0.080) (0.079)

PRE_Tax + 7.399 7.014 6.078
(0.022) (0.028) (0.057)

POSAPRE + 0.130 0.118 0.143
(0.320) (0.337) (0.307)
Transparent - —0.625 —0.618 —0.627
(0.038) (0.040) (0.037)

In(Assets) + 0.146 0.150 0.155
(0.003) (0.003) (0.002)

%ASalesp + —0.001 —0.0002 0.002
(0.467) (0.495) (0.421)
Low_Cash ? —0.220 —0.483
(0.455) (0.169)

Low_Cash*PRE_Tax ? 9.915
(0.065)
Constant —6.857 —6.831 —6.854
(0.000) (0.000) (0.000)

Year fixed effects? Yes Yes Yes
Observations 2266 2266 2266
Pseudo R-squared 0.184 0.184 0.187

p-values based on robust standard errors (clustered by firm) are reported in parentheses
and are one-tailed when there is a predicted sign and two-tailed otherwise. All variables as
defined in Table 1.

5. Conclusion

In this paper, we examine how PRE and disclosure transparency sur-
rounding PRE influences external monitoring from the Securities and
Exchange Commission (SEC). Specifically, for firms with PRE, we exam-
ine the determinants of receiving a PRE-related comment letter from
the SEC. While prior research such as Cassell et al. (2013) has examined
the determinants of receiving an SEC comment letter, little research has
been conducted on SEC comment letters specifically related to tax dis-
closures. Kubick et al. (2016) find that firms with greater tax avoidance
are more likely to receive an SEC comment letter and that these firms
subsequently reduce their levels of tax avoidance. Prior research of
Krull (2004) demonstrates that managers use PRE to manage earnings
to meet a benchmark. Furthermore, Eiler and Kutcher (2014) find
that managers exercise discretion in their disclosure transparency
related to the unrecognized deferred tax liability on hypothetical
repatriations of PRE. Thus, managers utilize flexibility in their disclo-
sures decisions surrounding PRE to meet earnings benchmarks and re-
duce transparency.

We hypothesize that firms with larger amounts of PRE, larger esti-
mated hypothetical tax on PRE repatriation, increases in PRE, and less
transparent disclosures related to the unrecognized tax on PRE are
more likely to receive a PRE-related comment letter. We find that the
likelihood of receiving a PRE-related comment letter is increasing in
the size of the estimated hypothetical tax on PRE repatriation and de-
creasing in the transparency of the disclosures related to the tax on
PRE. While we find that these results exist on average, they are stron-
gest for firms with the largest amounts of PRE. We also examine the im-
pact of cash-constraints on the likelihood of receiving a PRE-related
comment letter. We find that cash-constrained firms with a large esti-
mated hypothetical tax due on repatriation are more likely to receive
a PRE-related comment letter. This is consistent with anecdotal evi-
dence suggesting the SEC is concerned about whether firms have liquid-
ity issues related to PRE. Those liquidity issues could arise because
foreign cash is tied up in foreign assets and thus not accessible, or liquid-
ity concerns could result from the potential lack of sufficient cash avail-
able to cover the US tax upon repatriation in the event PRE are needed
for domestic operations. Overall, our research suggests that the implica-
tions of PRE to legislators extend beyond concerns of tax avoidance and
include potential liquidity issues for firms with PRE.
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